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tor market inventot schedule from Exhibit 8 can be devel loped ot spi follows: 
mn a Sf readsheet 35 
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SUCCESS 


Develop the formulas by the following steps: 
a. _ Enterin cell E4 the formula for the total cost, =B4*C4. 
b. Enter in cell Fé the formula for the total market, =B4"D4 


rs Enter in cell G4 a =MIN function to calculate the lower of cost or market, as follows: 


=MIN(E4:F4) 
This function will return the minimum value within the range of cells from E4 to Fa. 
d. Copy £4:G4 to E5:G7. 


@. _ Enterin E8a formula to sum the column, =SUM(E4:E7) 
f Copy E8 to F8:G8 


Iryit Go to the hands-on Excel Tutor for this example! 


The Basics 


1. Accounting Equation: 
Assets = Liabilities + Owner’s Equity 


2. T Account: 


Account Title 


Left Side Right Side 
debit credit 
3. Rules of Debit and Credit: 
a acs ASSETS i) ; a ee LIABILITIES + 
4 Asset Accounts Liability Accounts 


OWNER’S EQUITY 
Owner's Capital Account 


STATEMENT OF CASH FLOWS 
A summary of the cash receipts and cash payments of a business 
entity for a specific period of time, such as a month or a year. 


6. Accounting Cycle: 

Transactions are analyzed and recorded in the journal. 

. Transactions are posted to the ledger. 

An unadjusted trial balance is prepared. 

Adjustment data are assembled and analyzed. 

An optional end-of-period spreadsheet is prepared. 

. Adjusting entries are journalized and posted to the ledger. 

. An adjusted trial balance is prepared. 

8. Financial statements are prepared. 

9. Closing entries are journalized 
and posted to the ledger: 


NQAPONE 


r 


- Owner's Drawing Account 


gas Ds 


Debit for Credit for 
increases (+) 


decreases (-) 


Balance 


The side of the account for recording increases 
and the normal balance is shown in green. 


4. Analyzing and Journalizing Transactions 
1. Carefully read the description of the transaction to determine 
whether an asset, a liability, an owner’s equity, a revenue, an 
expense, or a drawing account is affected. 
2. For each account affected by the transaction, determine whether 
the account increases or decreases. 
3. Determine whether each increase or decrease should be recorded 
as a debit or a credit, following the rules of debit and credit. 
4. Record the transaction using a journal entry. 
Periodically post journal entries to the accounts in the ledger. 
6. Prepare an unadjusted trial balance at the end of the period. 


Sh 


5. Financial Statements: 


INCOME STATEMENT 
A summary of the revenue and expenses of a business entity for a 
specific period of time, such as a month or a year. 


STATEMENT OF OWNER’S EQUITY 
A summary of the changes in the owner’s equity of a business 
entity that have occurred during a specific period of time, such as 
a month or a year. 


BALANCE SHEET 
A list of the assets, liabilities, and owner’s equity of a business 


entity as of a specific date, usually at the close of the last day of a 
month or a year. 


Debit for Credit for Debit for Credit for Debit for Credit for 10. A post-closing trial balance is 
increases (+) decreases (-) decreases (-) increases (+) decreases (-) | increases (+) prepare d. 
Balance Balance Balance 


7. Types of Adjusting Entries: 


1. Prepaid expense (deferred expense) 

Income Statement Accounts 2. Unearned revenue (deferred revenue) 

+ Revenue Accounts 

T 3. Accrued revenue (accrued asset) 
Debit for Credit for ean 
decreases) jneveases 4. Accrued expense (accrued liability) 
Balance j 5. Depreciation expense 

- Expense Accounts Each entry will always affect both a 
Debit for Credit for balance sheet account and an income 
increases (+) decreases (-) statement account. 
Balance 


Net income or net loss 8. Closing Entries: 

ee a re 1. Revenue account balances are 
transferred to an account called 
Income Summary. 

2. Expense account balances are transferred to an account called 
Income Summary. 

3. The balance of Income Summary (net income or net loss) is 
transferred to the owner’s capital account. 

4. The balance of the owner’s drawing account is transferred to the 
owner’s capital account. 


9. Special Journals: 


Providing services 


on account ——————_> recorded in ——+ Revenue (sales) journal 
Receipt of cash from 


any source ——————-> recorded in ——> Cash receipts journal 
Purchase of items 


on account ——————-> recorded in ——> Purchases journal 
Payments of cash for 


any purpose-———__——-> recorded in ——> Cash payments journal 
10. Shipping Terms: 


FOB Shipping Point — FOB Destination 


Ownership (title) 
passes to buyer when 


merchandise 18%, :.wserscss delivered to delivered to 


freight carrier buyer 
Freight costs 


abe paid yi x..sceaeeeets buyer seller 


11. Format for Bank Reconciliation: 


Cash balance according to bank statement ........ceccccsceeees $Xxx 
Add: Additions by company not on bank 
SUE CIN CIN Ur certressnoterncensiaaeceevsescttesncescsseiecsrven sini $xx 
Se cS oR GR ee oc XX XX 
$XXx 
Deduct: Deductions by company not on bank 
TSE HELA DSLR Basle aye en Re $xx 
iBPTgY roi 0S) Eien vere oe oe XX XX 
ANG DIS U0 SEY ae ec aoe oe pre $Xxx 
Cash balance according to company’s records .........+60000: $Xxx 
Add: Additions by bank not recorded by company... — $xx 
COMPANY CCTHONS cece es taea so teasae ki dcantcovraschcivasd OG XX 
$XXx 
Deduct: Deductions by bank not recorded 
[Dy kelOr sn 8224 heey ere herent ee eee $xx 
OEP CLGONS Se scce eters eaten oot va eeace scons ciel Xx XX 
LSGAILESSECCL, DHANAINC Oe rcavancn es Ses tsnvea ke cureracesacossathcsceesscstieestssacnse xxx 


12. Inventory Costing Methods: 
1. First-in, First-out (FIFO) 
2. Last-in, First-out (LIFO) 
3. Average Cost 


13. Interest Computations: 


Interest = Face Amount (or Principal) x Rate x Time 


14. Methods of Determining Annual Depreciation: 


Cost — Estimated Residual Value 


STRAIGHT-LINE: 
Estimated Life 


DOUBLE-DECLINING-BALANCE: Rate* < Book Value at Beginning 


of Period 


*Rate is commonly twice the straight-line 
rate (1+Estimated Life). 


15. Adjustments to Net Income (Loss) 
Using the Indirect Method 


Increase 
Rg a Derren) 
Net income (loss) $ XXX 
Adjustments to reconcile net income to 
net cash flow from operating activities: 
Depreciation of fixed assets XXX 
Amortization of intangible assets XXX 
Losses on disposal of assets XXX 
Gains on disposal of assets (XXX) 
Changes in current operating assets and liabilities: 
Increases in noncash current operating assets (XXX) 
Decreases in noncash current operating assets XXX 
Increases in current operating liabilities XXX 
Decreases in current operating liabilities (XXX) 
. Net cash flow from operating activities $ XXX 
or 
$(XXX) 


Sales — Variable Costs 


16. Contribution Margin Ratio = 
Sales 


Fixed Costs 


17. Break-Even Sales (Units) = ~~ > ____ 
Unit Contribution Margin 


: Fixed Costs + Target Profit 
18. Sal eae ee 8 
aes) Unit Contribution Margin 


19. Margin of Safety = Sales — Sales " Prohse Point 
ales 


. Contribution Margin 
20. O = 
Peraung Leverede Income from Operations 


21. Variances 


Direct Materials = ( Actual Price — 


Price Variance Standard Price ed Oa 


Direct Materials _ / Actual Quantity—\ . Standard 
Quantity Variance Standard Quantity Price 


Direct Labor Actual Rate per Hour — 
Rate Variance 


~ | Standard Rate per Hour % fetus aoe. 


Direct Labor _ ( Actual Direct Labor Hours — Standard Rate 


Time Variance \ Standard Direct Labor Hours per Hour 
Variable Factory Actual Variable : 
Overhead Controllable = Factory = pine i cee 
Variance Overhead Oe 
Fixed Factory _/ Standard Hours Standard Fixed Fact 
Overhead _ for 100% of _ Hours for ip apie! 
= ‘ xX Overhead 
Volume Normal Actual Units Rae 
Variance Capacity Produced 


22. Rate of Return on _ Income from Operations 


Investment (ROI) — Invested Assets 
Alternative ROI Computation: 
ROI = Income from Operations Sales 
Sales Invested Assets 


23. Capital Investment Analysis Methods: 


1. Methods That Ignore Present Values: 
A. Average Rate of Return Method 
B. Cash Payback Method 

2. Methods That Use Present Values: 
A. Net Present Value Method 
B. Internal Rate of Return Method 


24. Average Rate _ Estimated Average Annual Income 
of Return Average Investment 


Total Present Value of Net Cash Flow 


25. Present Value index = A Ee 


26. Present Value Factor _ — Amount to Be Invested 
for an Annuity of $1 Equal Annual Net Cash Flows 
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e 26 Chapters 

e 70% Financial Accounting / 
30% Managerial Accounting 

e Includes online Excel 

Try It! Tutorials 


e 26 Chapters 
e 70% Financial Accounting / 
30% Managerial Accounting 
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© 27 Chapters 
e 50% Financial Accounting / 
50% Managerial Accounting 
e Includes online Excel 
Try It! Tutorials 


e 27 Chapters 
e 50% Financial Accounting / 
50% Managerial Accounting 


Managerial 
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"Activate L Learning 


Activate learning with Warren/Reeve/Duchac’s Accounting! This 
series of textbooks offers students clear guidance to complete 
homework with an efficient presentation for today’s learner. 


Warren/Reeve/Duchac delivers: 


¢ Choice: Many adaptations and purchasing formats are available 
— print, Excel version, digital eBook, loose-leaf, and textbook 
rental options. 


e Engagement: The high-impact writing style includes 
contemporary examples, IFRS coverage, and video support. 


¢ Better Outcomes: Reliable end-of-chapter homework 
complemented by CengageNOW™ and Aplia™ online software 
help manage your course and track student performance. 


¢ Ease of Use: Plan your course with ease using our premium 
instructor materials! 


From planning your course to assessing students, these 
market-leading resources offer a highly engaging teaching 
and learning experience. 


Learn More in this Guide: 
¢ See pp. 4-8 for Online Homework Options 


« See pp. 10-11 for a description of the Complete Learning System 


¢ See pp. 12-13 for information on Real World Examples 


« See pp. 14-15 for details on Instructor & Student Resources 


Reliable End-of-Chapter 


Homework Materials 


Students need to practice accounting so that they can understand and use 
it. To give students the greatest possible advantage in the real world, the 
authors have written comprehensive, time-tested end-of-chapter material. 
Students can master the basic accounting principles before moving onto 
more decision-oriented content and cases. 


Each problem is verified by four different accounting experts to ensure 
accuracy. This time-tested content provides instructors with many choices. 


Practice Exercises 


Learning _—- Example 
Objectives Exercises = a —_—= : — 


OBJ.2 GER 5p PE2-1A Rules of debit and credit and normal balances 
State for each account whether it is likely to have (a) debit entries only, (b) credit entries 
only, or (c) both debit and credit entries. Also, indicate its normal balance: 


1 


2. Commissions Earned 5. Rent Revenue 
3. 


Accounts Receivable 4. Paul Howe, Capital 


. Notes Payable 6. Wages Expense 


Exercises 
SR SSE TT ES I LA EP IR TS ED ERT IA URS PSE TDN OST ROSE LI BES ES TESTS 


PE2-1B Rules of debi 
Pd State for each account 
only, or (c) both debit 


1, Accounts Payable 
Cash 
. Malissa Wahl, Draw 


OBJ.1 EX 2-1 Chart of accounts 
The following accounts appeared in recent financial statements of Continental Airlines: 


Accounts Payable 
Air Traffic Liability 
Aircraft Fuel Expense 
Cargo and MailRe 


Commissid 
Problems Series A 


Flight Equipment 
Landing Fees (Expense) 


Identify each account as 
For each balance sheet a 
each income statement a 


OBJ. 1,2,3,4 PR 2-1A_ Entries into T accounts and trial balance 


4 
v 3. Total of Debit Leila Durkin, an architect, opened an office on May 1, 2012. During the month, she com- 
| Sepa P column: $78,350 pleted the following transactions connected with her professional practice: 
- art of account - . 
a ae a. Transferred cash from a personal bank account to an account to be used for the busi- 
le ness, $30,000. 
Z 
b, Paid May rent for office and workroom, $3,500. 

7 
c, Purchased used autom 


for the remainder. 


Problems Series B 


OBJ. 1,2,3 PR2-1B Entries into T accounts and trial balance 


d. Purchased office and q 


e. Paid cash for supplies, 


i, Paid cash for annual if 
4 Received cash from clif “ 3: Total of Debit April Layton, an architect, opened an office on June 1, 2012. During the month, she 
column: $74,700 completed the following transactions connected with her professional practice: 


. Paid cash for miscellar z x 4 
a. Transferred cash from a personal bank account to an account to be used for the busi- 


$25,000. 
b. Purchased used automobile for $24,000, paying $5,000 cash and giving a note payable 
for the remainder, 


c. Paid June rent for office and workroom, $2,000, 


d. Paid cash for supplies, $1,450. 


tinuing Problem he 


ce. Purchased office and computer equipment on account, $8,000. 


f. Paid cash for annual insurance policies on automobile and equipment, $3,600. 


The transactions completed by PS Music during June 2012 were described at the end of 
Chapter 1. The following transactions were completed during July, the second month of 
the business's operations: 


g. Received cash from a client for plans delivered, $10,500. 


h. Paid cash to creditors on account, $1,750. 


July 1. Pat Sharpe made an additional investment in PS Music by depositing $4,000 
in PS Music’s checking account. 


1. Instead of continuing to share office space with a local real estate agency, 
Pat decided to rent office space near a local music store, Paid rent for July, 
# s $1,800, 

_ ¥ 4, Total of Debit 


~ column: $40,030 1. Paid a premi 
ability, theft, 


Comprehensive Problem 1 


v 8, Net income, Kelly Pitney began her consulting business, Kelly Consulting, on April 1, 2012. The ac- 
$25,680 counting cycle for Kelly Consulting for April, including financial statements, was illustrated 
on pages 163-173. During May, Kelly Consulting entered into the following transactions; 


XEOORILE May 3. Received cash from clients as an advance payment for services to be provided and 
recorded it as unearned fees, $3,000. 


5. Received cash from clients on account, $2,100. 


Paid cash for a newspaper advertisement, $300. 


Cases & Projects 


Paid Office Sts 


Recorded sery 


Paid part-time 


CP 2-1 Ethics and professional conduct in business 

At the end of the current month, Jonni Rembert prepared a trial balance for Star Rescue 
Service. The credit side of the trial balance exceeds the debit side by a significant amount. 
Jonni has decided to add the difference to the balance of the miscellaneous expense ac- 
count in order to complete the preparation of the current month's financial statements bya 
5 o'clock deadline. Jonni will look for the difference next week when she has more time. 


mame Discuss whether Jonni is behaving in a professional manner. 


Two Online Homework Choices to Activate Learning— 
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Both CengageNOW and Aplia offer: 
e Auto-graded algorithmic homework 
e An online test bank 
e A full eBook 


Please work with your sales representative to find the best solution for you and your 
students. We believe offering choices helps us meet the needs of our customers all 
over the world. 


CengageNOW was launched with the 22 edition of Warren/Reeve/Duchac, and 
more than 100,000 students currently use it! CengageNOW offers instructors a 
great deal of flexibility and control, including robust grading options and reports. 


Aplia was introduced with the 23" edition of Warren/Reeve/Duchac. It offers a 
simple and easy-to-use interface, grading students with elegant efficiency. 


Product Comparison: 


All End-of-Chapter Homework 
Additional Problem Set 


Test Bank 


Algorithmic Content 


Personalized Study Plan 


What is a Personalized Study Plan? It is offered in CengageNOW as a diagnostic 
tool with a Pre-Test, Customized Study Plan, and Post-Test for each chapter. It offers 
valuable study assets to empower students to master concepts, such as QuizBowl, 
Games, Videos, Animated Example Evercises, eLectures, and Flashcards. 


www.cengage.com/community/warren 


CengageNow 


How can you simplify your grading and course management process? 


keep students en ac sal and on track? 


HOw do you encourage maximum student effort and academic integrity? 


CengageNOW is a powerful course management and online homework tool that 
provides robust instructor control and customization to optimize the student 


CEN GAG . N OW learning experience and meet desired outcomes. CengageNOW offers: 


e Auto-graded homework (static and algorithmic varieties), test bank, 
Personalized Study Plan, and eBook are all in one resource. 


All Chapter 4 Content 
= recommended topic ~ = studied 
Pre-test: Not Complete! 
Post-test: Not Complete! Primable Version & 


Read Entire Chapter 4 


r zflasbeards 
4.1 Describe the flow of accounting information from the unadjusted trial balance into the adjusted trial balance and financial 
statements. 


BS 2. ecture 4-1) Understanding the Accounting Cycle 


e Easy-to-use course management options offer flexibility and continuity from 

one semester to another. 

Different levels of feedback and engaging student resources guide students 

through material and solidify learning. 

The most robust and flexible assignment options in the industry. 

e “Smart Entry” helps eliminate common data entry errors and prevents 
students from guessing their way through the homework. 

e The ability to analyze student work from the gradebook and generate reports 
on learning outcomes. Each problem is tagged in the Solutions Manual 
and CengageNOW to AICPA, IMA, AACSB, and ACBSP outcomes so you can 
measure student performance. 


ihe ~ Learning | ‘Outcomes ‘and ere 


See Your Latest Changes: 


©] Remind Users About Late Assignments Showing All Items 


Unavailable Date = Action 


Course | Assignmen 


Tast 004 : SEC 001 08/25/2011 
Homework 001 


© Grade Assignments Manually 


There are no assignments to grade manually. 


(d View Recently Closed Assignments 
Course | Assignment Unavailable Date Action 
Test 001 SEC 004 08/20/2011 

Homework 001 


CengageNow Upgrades 


e New Design: 
CengageNOW has been 
re-designed to enhance 
your experience. 


e Smart Entry: Smart Entry challenges students to enter an account title 
without the guidance of drop-down menus. Used only with standalone 
journal entries or where there is no possibility of confusing the order of 


accounts, Smart Entry 
alleviates the crutch 
that traditional 
drop-down menus 
provide. You can turn 
it on or off! 


Click for Additional Feedback 


The balance sheet, sometimes called the statement of financial condition, is prepared using the accounting 
equation. The balance sheet is prepared by listing the accounting equation in vertical rather than horizontal form 
as follows: 


Step 1. Each asset is listed and added to arrive at total assets 
Step 2. Each liability is listed and added to arrive at total liabilities. 


Step 3. Each stockholders’ equity item is listed and added to arrive at total stockholders’ equity 


Step 4. Total liabilities and total stockholders’ equity is added to arrive at total liabilities and stockholders’ equity: 


Step S. Total assets must equal total liabilities and stockholders’ equity. 


, ¢ Enhanced Feedback: 

| More robust feedback is 
included with selected 
questions to help students 
complete homework 
assignments. Instructors 
can customize how much 
feedback students receive. 


www.cengage.com/community/warren 


e Study Tools are More 


Prominent for students to 
use when taking homework 
assignments. You can turn 


these on or off! 


Enhanced eBook: 


Exercise 2-16 
Balance sheet, net income, and cash flows 


Qo) Gente) Qe 


Financial information related to Kate's Interiors for May and June of 2011 is as follows: 


e Longer problems have been sequenced in parts to help students 
move at an easier pace, offering better feedback and navigation. 


Students can 
highlight, take 
notes, and 
search the 
textbook easily 
and efficiently. 


BOOKMARKS. |  NOTES.& HIGHLIGHTS 
: MBE bac ENR 
mpex_| .ciossary._.| 


SEARCH RESTS 


ME > om 


MEDIA 


Collapse All 


E] Chapter 1: The Role of Accounting in 


| (Chapter 1:The Role of Accou ...: Chapter Overview 
f 


\ 


(spo HiGiuiGHT.) (.E3,AD0 NoTES__) (<) Sections (>) Page: 


[.} Nature of Business and Accounting (pp. 
246) 
[} Business Activities (pp. 7-3) 


{_] What ts Accounting and tts Role in 
| Business? (pp. 9-10) 
{_} Financial Statements (pp. 10-16) 


| [2] Accounting Concepts (pp. 16-22) 
{) End of Chapter Review (pp. 22-43) 


- [+] Chapter 2: Basic Accounting Concepts 
(pp. 44-79) 


Chapter 1:The Role of Accounting in Business: Chapter Overview 


(MI) BooKmaRKTHIS ef} Page 1 


Chapter Overview 


The Role of Accounting in Business: Chapter Objectives 


The Role of Accounting in Business: Chapter Objectives 


Leaming Objectives 


After studying this chapter, you should be able to: 


Obj 1 Describe the types and forms of businesses, how businesses make money, and business stakeholders. 


Obj 2 Describe the three business activities of financing, investing, and operating. 


Obj 3 Define accounting and describe its role in business. 


[+] Chapter 4: Accounting for Ierchandising 
Businesses (pp. 127-166) 


Obj 4 Describe and illustrate the basic financial statements and how they interrelate. 


Obj 5 Describe eight accounting concepts underlying financial reporting. 


and Cash (pp. 167-205) 


 [&] Chapter §: Sarbanes-Oxley, internal Control, 


When two teams pair up for a game of football, there is often a lot of noise. The band plays, the fans cheer, and 
fireworks light up the scoreboard. Obviously, the fans are committed and care about the outcome of the game. 

Just like fans at a football game, the owners of a business want their business to “win” against their competitors 
in the marketplace. While having our football team win can be a source of pride, winning in the marketplace goes 


better 4 omerc To 


bevond pride and has man benetit mnalerctal hat 2 wINNers 2 


Are you looking to improve student 
effort and engagement? 


| ee ; 1/7 7 C VALS caliitinn 7 
Are you looking for a simple online homework solution: 


Aplia is a premier online homework product that successfully engages students 
and maximizes the amount of effort they put forth, creating more efficient learners. 
Aplia’s advantages are: 


e In addition to static and algorithmic end-of-chapter homework, Aplia offers an 
extra problem set to give you more options! 


e Students can receive unique, detailed feedback and the full solution after 
each attempt on homework. 


e 


“Grade It Now” maximizes student effort on each attempt and ensures students 
do their own work. Students have three attempts. Each attempt produces an 
algorithmic variety. The final score is an average of the three attempts. 


e “Smart Entry’ helps eliminate common data entry errors and prevents 
students from guessing their way through the homework. 


JOURNAL 


| Raw and In Process Inventory | 4 2 4 < Apiia's Smart Entry 
Raw Materials { | 

Rent Expense 

|| Rent Revenue 

Repairs and Maintenance Expense | 
| Repairs Expense Bae | grading 
|| Restructuring Charge 

Retained Earnings 

Retirement Savings Deductions Payable 


system auto-formats 
answer entries to 
ensure accurate 


Smart Entry works 
on both numeric and 
text flelds. 


” tls cbabnals 
° : ‘rol; Instructors now have more options in how they 
assign haranals from the question banks. 


¢ ApliaText: Interactive ApliaText shows students how to use eBooks in a new Way. 


This unique flip-book also includes a Chapter Recap that helps students craft their 
own personal study guide. 


www.cengage.com/community/warren 


Warren/Reeve/Duchac Delivers 


Two New Innovative Offerings 


Try It! Tutorials: These hands-on Excel 
tutorials are posted online and show 
students how to solve accounting 
problems using Excel. Students practice 
accounting and manipulate spread- 
sheets using basic Excel formulas ina 
simple, step-by-step format. The 
tutorials walk students through the 
Excel Success example within the 
chapter to help reinforce the 
accounting concept. 


- Available only with... 


# 


par chum  aeiaeion my 
practice set assignments in a format that 
emulates commercial general ledger 
software. Students make entries into the 
general journal or special journals, track 
the posting of the entries to the general 
ledger, and create financial statements 
or ican This 


are aut omatialy ore d online 


ives. students ae 


Total 
Unit Unit 

Inventory Cost Market Lower 
Quantity Price Price Cost Market of CorM 

400 $ 1025 $ 9.50 4100.00 3,800.00 |] 

120 22.50 24.10 

600 8.00 775 

280 14.00 14.75 


|Seain in cell G3 (where the calculation result will display). | — 
! 


ee pera hae ee ea 
IR3} aa fee} 103 S09! 


| Start the formula with an equal sign {=) then type MIN / 
jand an open parenthesis (. 


| 
| oe Note: Remember that there are NEVER any 
spaces in an Excel formula. 

| 


. Click in ceil E3. 


4 Steps to Learning Accounting Using Excel: 
1. Read the accounting concept and illustration. 


2. Follow the same concept using the Excel 
Success example. 

3. Practice using the “Try It!” Tutorial online. 
Apply knowledge by completing the Excel Success 
problems for homework. 


MS] Business Products 
General Journal 
OF/20/10 


Date Range Customize ey (pet) 


End Date: , [aa fal Account: a} 


~ Mate hid Refer, Acct. | Title al Debit al, Credit 
= ven Sante nee skal 
5/21/09 Adj.Ent. los | Sales Tax Payable 64 


05/31/09 Adj.Ent, 2100 FICA Tax Payable 


Account Title 


04/25/10 | Adj.Ent, 1110 Cash 
94/25/10 Adj, Ent. | 24121 Supplies 


1110 |Cash 

i | Supplies 

|| | 1120. Petty Cash 
| | 4130 | Accounts Receivable 

| | 1140. Merchandise Inventory 

| Office Equipment 

| Accum, Depr, Office Eqpt, 
Accounts Payable 
1 Payable 


05/31/10 Adj, Ent. 1140 Merchandise 


Inventory 
(i Glose.] (Hele) [07/20/20] 


Complete Learning System 


Warren/Reeve/Duchac delivers a complete learning system built on 
clear examples. This system helps students take ownership of the 
educational process in accounting to activate learning. In the textbook 
you will find: 


e Amap of learning 


outcomes and topics Learning Objectives 


After studying this chapter, you should be able to: 


at the beg INNING of every Example Exercises Page 
(Gag Describe the flow of accounting information from the unadjusted trial balance 

|] | into the adjusted trial balance and financial statements. 

~ Flow of Accounting Information 


a 


hapter helps students 
find information quickly. 
It lists the page number 
and related Example 
Exercise for students 


= 5) Prepare financial statements from adjusted account balances. 
= Financial Statements 

ms Income Statement 

Statement of Owner’s Equity EE 4-2 154 
Balance Sheet EE 4-3 155-156 


(mm) Prepare closing entries. 
| 3. Closing Entries 
ia Journalizing and Posting Closing Entries EE4-4 159 
Post-Closing Trial Balance 


to reference. 


Describe the accounting cycle. 
Accounting Cycle 


jam !llustrate the accounting cycle for one period. 
7 Illustration of the Accounting Cycle 


| Explain what is meant by the fiscal year and the natural business year. 
Fiscal Year 


Describe and illustrate the use of working capital and the current ratio in 
evaluating a company’s financial condition. 
Financial Analysis and Interpretation: Working Capital and Current Ratio EE4-6 175-176 


At a Glance ? Page 176D 


Example Exercise 4-1 


The balances for the accounts listed below appear in the Adjusted Trial Balance columns of the end-of-period 
spreadsheet. Indicate whether each account would flow into the income statement or balance sheet. 


. Office Equipment Fees Earned 


. Utilities Expense Accounts Payable 


¢ Example Exercises (EE) 


Rent Revenue 


SSI Os 


1 
2 
3. Accumulated Depreciation—Equipment 
4 


i . Unearned Rent Supplies throughout the chapter 
| show studen 
| Follow My Example 4-1 ts how 
: to solve problems by 
. Balance sheet 


reinforcing fundamental 
concepts. Students can 
follow these examples 
when completing 
Practice Exercises, 


. Income statement 


t 

| 

1 5. Income statement } 

2 6. Balance sheet 

| 3. Balance sheet 7. Income statement | 
4 8 


. Balance sheet . Balance sheet 


; sean annua Practice Exercises (PE) 
Practice Exercises = are homework problems 
Example ” that refer back to the 


Exercises —— 


EE 4-1 E4-1A_ Flow of ene into financial Eaiements ; : Example Exercises (EE) 


The balances for the accounts listed below appear in the Adjusted Trial Balance columns 


of the end-of-period spreadsheet. Indicate whether each account would flow into the in the chapte This 
Me 4 


income statement or balance sheet. 


1. Accounts Receivable . Rent Revenue 2 encourages students to 


2. Depreciation Expense—Equipment . Supplies Expense 


3. Jean Kehler, Capital Unearned Revenue | practice key concepts 
4. Office Equipment . Wages Payable 


and procedures to help 


4-1B Flow of Sccounte into financialistatements the mu ndersta nd ‘ 


The balances for the accounts listed below appear in the Adjusted Trial Balance columns of 
the end-of-period spreadsheet. Indicate whether each account would flow into the income 
statement or balance sheet 


1. Accumulated Depreciation—Building 5. Prepaid Rent 

2. Cash 6. Supplies 

3. Fees Earned 7. Vincent Schafer, Drawing 
4. Insurance Expense 8. Wages 


EE 4-2 PE 4-2A Statement of owner’s equity 


Judy Flint owns and operates Derby Advertising Services. On January 1, 2011, Judy Flint, 
Capital had a balance of $290,000. During the year, Judy invested an additional $100,000 
and withdrew $40,000. For the year ended December 31, 2011, Derby Advertising Ser- 
vices reported a net income of $93,750. Prepare a statement of owner’s equity for the 
year ended December 31, 2011 


4 : 
7 

% Describe the flow of accounting information from the unadjusted trial balance into the adjusted trial 

yo balance and financial statements. 


Key Points Exhibit 1 illustrates the end-of-period process by which accounts are adjusted and how the 


; 
| 

| : 

) adjusted accounts flow into the financial statements 


Learning Outcomes Example 
Exercises 
* Using an end-of-period spreadsheet, describe how the unadjusted EE4-1 


trial balance accounts are affected by adjustments and how the 
adjusted trial balance accounts flow into the income statement and 


ceeeaenanememnnnemianteimemcams 


balance sheet 


4 
2 
3 
4 


e At-a-Glance chapter Prepare financial statements from adjusted account balances. 
summary helps students | Key Points Using the end-of-period spreadsheet shown in Exhibit 1, the income statement and balance 


| sheet for NetSolutions can be prepared. The statement of owner's equity is prepared by referring to 


po 
ONE 


i transactions that have been posted to owner's capital accounts in the ledger. A classified balance sheet 


Stay on track, whether | has sections for current assets; property, plant, and equipment; current liabilities; long-term liabilities; 
fg Oe ] and owner's equity 

they are studying eee aes ea re : 

for an exam Or / * Describe how the net income or net loss from the period can be 


- re a determined from an end-of-period spreadsheet 
seeking clarification. 


Exa mple 
Exercises 


* Prepare an income statement, statement of owner's equity, and a E PE4-2A, 42B 


ee ee 


balance sheet 


Engaging Examples | 


(hes f. of 


Make Recounting |} Relevant 


~e International Connection features help give students an awareness 


of the potential IFRS impact on accounting principles, concepts, 
and terminology. 


Tres 


Hit — sas 


INTERNATIONAL FINANCIAL REPORTING 
STANDARDS (IFRS) 


IFRS permit the first-in, first-out and average cost methods 
but prohibit the last-in, first-out (LIFO) method for deter- 


many U.S. companies. For example, 

LIFO and reported that its inventories would have been 
$3,003 million higher in 2009 if FIFO had been used. Since — 
Caterpillar reported profits of only $895 million in 2009, 
the adoption of IFRS would have resulted in a loss in 2009 


if IFRS and FIFO had been used.* 
mining inventory costs. Since LIFO is used in the United 


States, adoption of IFRS could have a significant impact on 


* Differences between US. GAAP and IFRS are further discussed and illustrated In Appendix D, 


e An IFRS Appendix at the end of the textbook goes into greater detail, 
comparing U.S. GAAP with IFRS. 


e 


The IFRS PowerPoint Presentation and IFRS Video will help 
instructors understand this complex topic and teach students in 
i. varying degrees. 


Enhanced Transaction Analysis in Chapter 2 helps students 
understand how to analyze and record transactions using T-Accounts. 


Dec. 16 NetSolutions received $3,100 from fees earned for the first baif of 
esas 
pear : 
enone (Fees Sanat increase This : 
Y ieeseal is Siete ay as a $3, ty increase (debit) to Cash and a $3,100 increase 
(credit) to Fees Earned. 


Aes Sl aap Neal nto aed eddie tala lal ht pe il cease a nel ani 


| 16, Cash 
| Fees Earned 
| : Received fees from custamers. 


Liabilities Owner's Equity (Revenue) 


Dec. 16 Fees earned on account totaled $1,750 for the first half of December. 


When a business agrees ‘that a customer n ‘may y pay for services | rn ata later 
date, an account receivable is created. An account receivable is a Cain against — 
the customer, An account receivable is an asset, and the revenue is earned 
even though no cash has been received. Thus, this transaction is recorded as 
a $1,750 increase (debit) to Accounts Receivable and a $1,750 increase (credit) 
to Fees Earned. 


16 | Accounts Receivable 
Fees Earned 
Fees earned on account, 


eee otaeanen ate, 


Liabilities 


Mornin’ Joe Financial Statements show students the big picture 

of accounting using an entire set of financial 
statements specifically related to each chapter. 
New to this edition and right after the Fair Value 
and Investments chapter, the authors demonstrate 
what happens when Mornin’ Joe goes international 
under IFRS guidelines. This helps students visualize 
the major differences between U.S. GAAP and IFRS. 


¢ The “Financial Analysis and Interpretation” coverage at the end 
of each financial accounting chapter introduces relevant key ratios. 
Students connect with the business environment as they learn how 
stakeholders interpret financial reports. 


e Students get a close-up look 


at how accounting operates in 
the marketplace through a variety of 


items in the margins and in 


the “Business Connections’ 


boxed features. 


esCONMeCtON _ 


FORD MOTOR COMPANY WARRANTIES 


d Mo y provides warranties on the vehicles 
that it € calls For earns Ford offers “bumper-to-bumper” 
coverage in the United States for five years or 60,000 miles 
on its Ford brand. A bumper-to-bumper warranty normally 
implies that every part of a new car will be repaired or re- 
placed if it is defective during the term of the warranty. 
When Ford sells a new car, it estimates the future war- 
ranty costs that it will incur on the vehicle and accrues a 


are based on historical warranty claim experience, which 
is adjusted for changes such as offering new types of 
vehicles. For example, Ford adjusted its warranty costs 
when it began selling its new fuel efficient Ford Escape 
Hybrid. The Ford Escape Hybrid has a gas-electric engine 
that automatically shuts off when the vehicle is stopped. 
The Escape also uses an electric motor to assist in accel- 
erating or when the vehicle is coasting or slowing down. 

Ford's warranty cost accruals (in millions) for the years 
ended December 31, 2009 and 2008 are as follows: 


warranty expense. Accruals for estimated warranty costs 


2009 
Beginning balance 
Payments during the year 
Warranties issued during year 
Other 
Ending balance of accrued warranties 


« “Integrity, Objectivity, and 
Ethics in Business’ cases in 
each chapter help students 
develop their ethical compass. 


, FREE ISSUE 
Office supplies are often jvalable to employees on a “free 
_ issue” basis. This means that employees do not have to “sign” 
_ for the release of office supplies but merely obtain the nec- 
essary supplies from a local storage area as needed. Just 


because supplies are easily available, however, doesn't mean 
they can be taken for personal use. There are many instances 
where employees have been terminated for taking supplies 
home for personal use. 


¢ Students follow a fictitious company in Chapters 1-6, NetSolutions, which 
demonstrates a variety of transactions. 


Warren/Reeve/Duchac Delivers Ease of Use 


Instuctor Resources 


With every revision, the authors update 100% of the end-of-chapter problems to keep 
the material fresh and engaging for students. From planning your course to assessing 


students, Warren/Reeve/Duchac’s market-leading resources offer a highly engaging 
teaching and learning experience! 


e The Instructor’s Resource CD includes the PowerPoint® Presentations, 


Instructor’s Manual, Solutions Manual, Test Bank, ExamView®, Achievement 
Tests, and Excel® Template Solutions. 


e The Test Bank includes more than 2,800 True/False questions, Multiple-Choice 
questions, and Problems, each marked with a difficulty level, chapter objective, 


and standard course outcomes. All of the questions were reviewed by a 
committee actively using the test bank. 
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¢ The Instructor’s Manual contains a number of resources designed to aid 
instructors as they prepare lectures, assign homework, and teach in the 
classroom. Resources include a brief synopsis and a list of objectives, Key 
Terms, Ideas for Class Discussion, Lecture Aids, Demonstration Problems, 
Group Learning Activities, Exercises and Problems for Reinforcement, and 
Internet Activities. Also, Suggested Approaches are included that incorporate 
many modern teaching initiatives being stressed in higher education today, 


including active learning, collaborative learning, critical thinking, and writing 
across the curriculum. 


Student Resources 


~ Cengage Learning General Ledger Software (CLGL) offers the best-selling 
Klooster & Allen educational product in a new online format. Your students can 
solve selected end-of-chapter and practice set assignments in a format that 
emulates commercial general ledger software. 


* Practice Sets 


e Luxurious Spa (formerly Bath Designs) This practice set is set up as a business 
that designs and manufactures custom bathroom storage cabinets and sauna 
units. Luxurious Spa uses only the general ledger. 


e Glorious Garden Lawn Service (formerly Leaping Lizards Lawn Care) This 
practice set includes a narrative of transactions. Glorious Garden can be completed 
’ using either journal entries or the accounting equation. 


Pumping Iron (formerly Fitness City) This practice set includes sub- and general 
ledgers, checkbook register, payroll register, and tracking of employee earnings for 
a retail and wholesale seller of fitness equipment. 


e Lucy’s Doggie Care (formerly Danielle’s Dog Care) This practice set studies a 
small business offering pet daycare services; pet bathing and grooming; and retail 
sales of specialty pet products. 


¢ Digital Revolution Services (formerly Star Computer Sales & Services) This 
practice set is a retail business dealing in sales of computers and peripherals. 


¢ Art by Design (formerly Artistic Décor) This practice is an interior design firm that 
also purchases and sells antique furniture. 


Other Student Resources 
ce e The author-written Study Guide provides students with Quiz and Test Hints, 
| Matching questions, Fill-in-the-Blank questions (Parts A & B), Multiple-Choice 
Lote aes questions, True/False questions, Exercises, and Problems for each chapter. 


| e The traditional Working Papers include problem-specific forms for preparing 

Sir solutions for Exercises, A & B Problems, the Continuing Problem, and the 

zh Comprehensive Problems from the textbook. These forms, with Upp Oui? 
@ peseihgs. provide a structure for the problems. 
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A History of Success 


or nearly 85 years, Accounting has been used effectively to teach generations of 
businessmen and women. The text has been used by millions of business stu- 
dents. For many, this book provides the only exposure to accounting principles 
that they will ever receive. As the most successful business textbook of all time, it 
continues to introduce students to accounting through a variety of time-tested ways. 

The previous edition, 11e, started a new journey into learning more about the chang- 
ing needs of accounting students through a variety of new and innovative research 
and development methods. Our Blue Sky Workshops brought accounting faculty 
from all over the country into our book development process in a very direct and 
creative way. Many of the features and themes present in this text are a result of the 
collaboration and countless conversations we have had with accounting instructors 
over the last several years. 1le continues to build on this philosophy and strives to 
be reflective of the suggestions and feedback we receive from instructors and stu- 
dents on an ongoing basis. We are very happy with the results and think you will 
be pleased with the improvements we have made to the text. 

The original author of Accounting, James McKinsey, could not have imagined the 
success and influence this text has enjoyed or that his original vision would continue 
to lead the market into the twenty-first century. As the current authors, we appreci- 
ate the responsibility of protecting and enhancing this vision, while continuing to 
refine it to meet the changing needs of students and instructors. Always in touch 
with a tradition of excellence but never satisfied with yesterday’s success, this edition 
enthusiastically embraces a changing environment and continues to proudly lead the 
way. We sincerely thank our many colleagues who have helped to make it happen. 


Cah L, asad 


CAD 


“The teaching of accounting is no longer designed to train professional accountants 
only. With the growing complexity of business and the constantly increasing dif- 
ficulty of the problems of management, it has become essential that everyone who 
aspires to a position of responsibility should have a knowledge of the fundamental 
principles of accounting.” 


—James O. McKinsey, Author, first edition, 1929 


New to the 2nd Edition 


Textbooks continue to play an invaluable role in the teaching and learning environ- 
ments. Continuing our focus from previous editions, we reached out to accounting 
instructors in an effort to improve the textbook presentation. Our research informed us 
of the need to remain current in the areas of emerging topics/trends and to continue 
to look for ways to make the book more accessible to students. The results of this 
collaboration with hundreds of accounting instructors are reflected in the following 
major improvements made to the 2nd edition: 


Unique Excel Success Learning System: 


6 Formulas + 4 Steps = Excel Success 
In developing this learning system, instructors expressed: 


¢ Excel is the most important software students will use in business. 

¢ Employers want graduates to know Excel. 

¢ Many instructors do not use Excel because they believe they do not have the time to 
teach it in class. 

¢ Many instructors do use Excel to learn and reinforce accounting concepts. 


With the increased development of software applications, this textbook introduces 
students to a new learning approach. Accounting Using Excel for Success effectively 
uses Excel to teach accounting in an easy way. 


The Power of Six Simple Formulas 


By learning just six simple Excel formulas, students can solve most accounting prob- 
lems, from posting a basic journal entry to calculating the internal rate of return. Here 
are the six basic formulas that are covered in the text: 


1. =SUM 

2. =MIN 

3. =VLOOKUP (one time) 

4. =IF (one time) 

5. =IRR (one time) and =PV (one time) 

6. $A$5 (absolute and relative references) 


Four Easy Steps 


The innovative four-step system encourages students to: 

1. Read the accounting concept. 

2. Follow along as the Excel Success Example steps through how to solve the account- 
ing concept problem. 

3. Practice using the “Try It” Tutorial. 

4. Apply knowledge by completing the Excel Success Special Activity. 


New to the 2nd Edition 
mn aa 


Here is a depiction of the four steps in the Excel Success Learning System: 


Step 1 


Step 1 is to Read and Learn the Accounting Concept. You can introduce the concept in 
lecture, and your students will read the concept in the textbook. This example is 
Valuation at Lower of Cost or Market. 


Valuation at Lower of Cost or Market 


If the cost of replacing inventory is lower than its recorded purchase cost, the lower-of- 
cost-or-market (LCM) method is used to value the inventory. Market, as used in lower 
of cost or market, is the cost to replace the inventory. The market value is based on normal 
quantities that would be purchased from suppliers. 

The lower-of-cost-or-market method can be applied in one of three ways. The 
cost, market price, and any declines could be determined for the following: 


1. Each item in the inventory. 
2. Each major class or category of inventory. 
3. Total inventory as a whole. 


The amount of any price decline is included in the cost of merchandise sold. 
This, in turn, reduces gross profit and net income in the period in which the price 
declines occur. This matching of price declines to the period in which they occur is 
the primary advantage of using the lower-of-cost-or-market method. 

To illustrate, assume the following data for 400 identical units of Item A in inven- 
tory on December 31, 2010: 


Unit purchased cost $10.25 
Replacement cost on December 31, 2010 9.50 


Since Item A could be replaced at $9.50 a unit, $9.50 is used under the lower-of- 
cost-or-market method. 

Exhibit 8 illustrates applying the lower-of-cost-or-market method to each 
inventory item (A, B, C, and D). As applied on an item-by-item basis, the total 
lower-of-cost-or-market is $15,070, which is a market decline of $450 ($15,520 — 
$15,070). This market decline of $450 is included in the cost of merchandise 
sold. 

In Exhibit 8, Items A, B, C, and D could be viewed as a class of inventory 
items. If the lower-of-cost-or-market method is applied to the class, the inventory 
would be valued at $15,472, which is a market decline of $48 ($15,520 — $15,472). 
Likewise, if Items A, B, C, and D make up the total inventory, the lower-of-cost- 


or-market method as applied to the total inventory would be the same amount, 
$15,472. 


Step 2 


Step 2 of Excel Success is to Reinforce the Accounting Concept Using the Excel 
Example: 

¢ The illustration is re-created using Excel. 

¢ The formulas are displayed, not the resulting values. 


* Students use easy steps to understand how to create a basic Excel formula. 
vi 


excel 


SUCCESS 


Trylt 
Step 3 


The lower of cost or market inventory schedule from Exhibit 8 can be developed on a spreadsheet as follows: 


Copy cells by using the 
fill handle in the corner 


i 
| : 
| | | Tefal | 
| Unit | | 
Inventory | Cost Market | | Lower of | 
Item | Quantity Price Price | 
| 400| $ 10.25) $ 9.50 _=MIN(E4:F4) 
| 120 | 22.50 | 24.10 | =B5*C5 =B5*D5 | =MIN(ES:F5) Id. 
600 | 8.00 | 7.15 | =B6*C6 =B6*D6_ =MIN(E6:F6) 
| 280 — 14.75 =B7*C7 | =B7*D7 | =MIN(E7:F7) 
| Total | | | =SUM(F4:F7) |=SUM(G4:G7 | 
i i i 
j i ! i } 
Develop the formulas by the following steps: fe f 
a. Enter in cell E4 the formula for the total cost, =B4*C4. 
b. Enter in cell F4 the formula for the total market, =B4*D4. 
Cc. Enter in cell G4 a =MIN function to calculate the lower of cost or market, as follows: 


=MIN(E4:F4) 
This function will return the minimum value within the range of cells from E4 to F4. 
d. Copy E4:G4 to E5:G7. 
e. Enter in E8 a formula to sum the column, =SUM(E4:E7) 


f. Copy E8 to F8:G8 


Go to the hands-on Excel Tutor for this example! 


Step 3 is the Try It Tutorial. This is a hands-on tutorial that walks the student through the 
in-chapter example. Students actively participate in the learning process using the Try It 
Tutorial. The Try It Tutorials are available to students 24/7. It’s just that easy! Students 
receive an access code automatically with a new copy of the textbook that provides them 
access to the Try It Tutorials. The Tutorials are also built into CengageNOW, our premier 
online homework solution. 


D E ay seen 
Total 
oH Unit Unit 
Inventory Cost Market Lower 
2 Item Quantity Price Price Cost Market of CorM 
400 $ 10.25 $ 9.50 4,100.00 3,800.00 }=nunc 

4 120 22.50 24.10 
5] 600 8.00 775 
F §| 280 14.00 14.75 

7 Total 

8 | 

ra | Begin in cell G3 (where the calculation result will display). 
a Start the formula with an equal sign (=) then type MIN 
43] and an open parenthesis (. 

14) 

15 ce= Note: Remember that there are NEVER any 

4 spaces in an Excel formula 

5 Click in cell E3. 

20 | basses ee ame 

24 

eal 

24 | 

26 | 

27 | 

28 | 


of the cell to be copied 
and dragging to the 
target cells. 
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New to the 2nd Edition 


excel 


SUCCESS 


viii 


Excel Success Special Activities 


Step 4 


Step 4 is the Excel Success End-of-Chapter Problem. At this point, students have 
learned the accounting concept, reinforced it in Excel, and learned how to create a 
simple Excel formula with the Try It Tutorial. Now it’s time for them to complete their 
homework. 


SA 7-1 Lower of cost or market 


All-Tech, Inc., has five inventory items with the following quantities, unit costs, and unit 
market values: 


| Inventory 
_|_ Quanti 


a. Open the spreadsheet file name SA7-1_2e. 

b. Complete the spreadsheet by determining the lower of cost or market valuation for 
inventory. 

c. When you have completed the inventory table, perform a “save as,” replacing the 
entire file name with the following: 
SA7-1_2ef[your first name initial]_[your last name] 


Here is what the problem looks like: 


Se Deed -E F G i 


All-Tech, Inc. 
Total 
Unit Unit 
Inventory’ Cost Market Lower of 
Quantity | Price Price Cost Market CorM 


Enter in cell E4 the formula for the total cost 

Enter in cell F4 the formula for the total market 

Enter in cell G4 a formula to calculate the lower of cost or market 
\d Copy these cells to the remaining items 

e. Total the cost, market, and lower of cost or market columns 


Students open an Excel file and develop the formulas, learning how to solve this 
accounting problem. At any time, students can refer to the Excel Success example 
within the chapter to help them successfully complete the problem. 


International Financial Reporting Standards (IFRS) 


IFRS is on the minds of many accounting educators of today. While the future is 
still unclear, our research indicates a growing need to provide more basic aware- 
ness of these standards within the text. We have incorporated some elements of 
IFRS throughout the text as appropriate to provide this level of awareness, being 
careful not to encroach upon the core GAAP principles that remain the hallmark 
focus of the book. These elements include icons that have been placed throughout 
the financial chapters which point to specific IFRS-related content, outlined with 
more detail in Appendix D. This table outlines the IFRS impact on the accounting 
concept. 


International Connection 


International Connection features highlight IFRS topics from a real-world perspective 
and appear in Chapters 1, 4, 7, 10, 13, and 14. 


IFRS FOR SrA TEM NT OF oe Lows : be fears as either an operating or an investing 


activity. In contrast, U.S. GAAP reports interest paid 


The statement of cash flows is required under International 
Financial Reporting Standards (IFRS). The statement of cash 
flows under IFRS is similar to that reported under U.S. GAAP 
in that the statement has separate sections for operating, 
investing, and financing activities. Like U.S. GAAP, IFRS also 
allow the use of either the indirect or direct method of 
reporting cash flows from operating activities. IFRS differ 
from U.S. GAAP in some minor areas, including: 


or received as an operating activity. 

* Dividends paid can be reported as either an op- . 
erating or a financing activity, while dividends re- 

ceived can be reported as either an operating or 

an investing activity. In contrast, U.S. GAAP reports 
dividends paid as a financing activity ‘and dividends 
received as an operating activity. 

¢ Cash flows to pay taxes are reported as aseparate line _ 
in the operating activities, in contrast to U.S. GAAP, _ 


* Interest paid can be reported as either an operating which does not require a separate line disclosure. 


or a financing activity, while interest received can 


* JFRS are further discussed and illustrated on pages 716-716G and in Appendix D. 


Mornin’ Joe International 


Our authors have prepared statements for Mornin’ Joe under IFRS guidelines as a 
basis for comparison with U.S.-prepared statements. This allows students to see how 
financial reporting differs under IFRS. 


IFRS Training Video and IFRS PowerPoint Presentation 


A training video with ihe voice of our distinguished author, Jim Reeve, will walk an 
instructor through the nuances of this complex topic. A PowerPoint deck, based on 
the training video, will allow instructors to customize the presentation for delivery 


to their students. 


New to the 2nd Edition 
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The Accounting Equation 


A new format has been implemented in Chapter 2 for analyzing transactions. 
This new format includes the following elements: (1) transaction description, 
(2) analysis, (3) journal entry, and (4) accounting equation impact. This will help 
students understand that a transaction ultimately affects the accounting equation— 
Assets = Liabilities + Owner’s Equity. 


Transaction F Nov. 30 WNetSolutions paid creditors on account, $950. 


This transaction decreases a liability account and decreases an asset account. It 
Analysis is recorded in the journal as a $950 decrease (debit) to Accounts Payable and 
a $950 decrease (credit) to Cash. 


; ' : j 
| Nov. 30| Accounts Payable | | 950 | | 
Journal Entry | | Cash | | | 950 : 

j | Paid creditors on account. | 

Aces Peabo at 

Accounting Assets = Liabilities + Owner’s Equity 
Equation 2 Pane Necounte Payable 
Impact 


Transaction G Nov. 30 Chris Clark determined that the cost of supplies on hand at November 30 
was $550. 


NetSolutions purchased $1,350 of supplies on November 10. Thus, $800 ($1,350 — 
$550) of supplies must have been used during November. This transaction is 
recorded in the journal as an $800 increase (debit) to Supplies Expense and an 
$800 decrease (credit) to Supplies. 


Analysis 


Nov. io Supplies Expense | | 800 | | 
Journal Entry | | Supplies | 800 
| | | Supplies used during November. | | i 
1 | | 
Accounting Assets = Liabilities + Owner's Equity (Expense) 


Equation 
Impact 


Activity-Based Costing 


Pulling from our existing appendix coverage, we have placed in Chapter 25 a thorough 
discussion of activity-based costing (ABC). ABC is framed in the context of product 
pricing and profit analysis. 

A new uniform method for performing differential analysis is employed for all the 
differential analysis illustrations and end-of-chapter materials. This approach provides 
the student a consistent solution grid for solving differential analyses. 


Financial Analysis and Interpretation 


(FAI) New Financial Analysis and Interpretation learning objectives have been added to the 
financial chapters and where appropriate, linked to real-world situations. FAI encour- 


ages students to go deeper into the material to analyze accounting information and 
improve critical thinking skills. 


Updated At a Glance 


Students prepare for homework and tests by referring to our end-of-chapter grid 
which outlines learning objectives, linking concept coverage to specific examples. 
Through our updated At a Glance, students can review the chapter’s learning objec- 
tives and key learning outcomes. In addition, all the Example Exercises and Practice 
Exercises have been indexed so that each learning objective and key outcomes can 
be viewed. 


- AtaGlance — 


Describe the flow of accounting information from the unadjusted trial balance into the adjusted trial 


balance and financial statements. 


} KeyPoints Exhibit 1 illustrates the end-of-period process by which accounts are adjusted and how the 
4 adjusted accounts flow into the financial statements. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Using an end-of-period spreadsheet, describe how the unadjusted EE41 PE4#-1A, 4-1B 


trial balance accounts are affected by adjustments and how the 
adjusted trial balance accounts flow into the income statement and 
balance sheet 


_ spony rrngnnnnenneanesenannenmngenemntenceneerooreonaenr 


End-of-Chapter Exercises and Problems 


All of our end-of-chapter materials have been updated, using new data, company 
names, and real-world data. 


Test Bank 


With the assistance of over fifteen distinguished professors, we completely re- 
vamped our test bank. We created more multiple-choice, matching, and problem 
type questions. 

At the CengageBrain.com home page, search for the ISBN of this title (from the 
back cover of the book) using the search box at the top of the page. This will take 
you to the product page where these resources can be found. 
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Chapter-by-Chapfter 


Enhancements 
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The following specific content changes can be found in Accounting Using Excel for 
SUCCeSS, 2e. 


Chapter 1: Introduction to Accounting and Business 


¢ Google replaces Starbucks in the chapter opening example. 

* Proprietorships, partnerships, corporations, and limited liability companies (LLC) are 
now discussed with the business entity concept. 

e Added an International Connection feature to introduce students to IFRS. 

¢ New Financial Analysis and Interpretation (FAD: Ratio of Liabilities to Owner’s Equity 
using real-world companies McDonald’s and Google. 


¢ Added new Example Exercise, Practice Exercise, and end-of-chapter exercises to 
correspond with the new FAI. 


Chapter 2: Analyzing Transactions 


e A new format has been implemented in Chapter 2 to help students better understand 
how to analyze and record transactions. 


¢ A table summarizing common transaction terminology has also been added. This table 
includes common transaction terms and the related accounts that would be debited 
and credited in a journal entry. 

¢ New Financial Analysis and Interpretation: Horizontal Analysis using a fictitious com- 
pany, J. Holmes, Attorney at Law, P.C. and a real-world company, Apple Inc. 


¢ Added new Example Exercise, Practice Exercise, and end-of-chapter exercises to cor- 
respond with the new FAI. 


Chapter 3: The Adjusting Process 


* The Accounting Equation Impact feature described in Chapter 2 is also used in Chapter 
3 to describe and illustrate adjusting entries. 


* New chapter opener features Rhapsody, an Internet-based music service. 
* New Financial Analysis and Interpretation: Vertical Analysis continuing with fictitious 


company, J. Holmes, Attorney at Law, P.C. and adding a real-world company, RealNetworks, 
Inc. 


Chapter 4: Completing the Accounting Cycle 


* The Flow of Accounting Information exhibit at the beginning of the chapter has been 
revised to show the flow of accounting data from the adjusted trial balance directly 
into the income statement, statement of owner’s equity, and balance sheet. 

New Financial Analysis and Interpretation: Working Capital and Current Ratio using 
Electronic Arts, Inc. and Take-Two Interactive Software, Inc. 

Added new Example Exercise, Practice Exercise, and end-of-chapter exercises to correspond 
with the new FAI. 


Chapter 5: Accounting Systems 


An illustration of a computerized accounting system was updated using the screen 
shots from Quickbooks® Pro 2010 edition. 


Streamlined discussion of special journals. 

Removed discussion of “Manual Accounting Systems.” 
Added a Business Connection feature. 
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* New Financial Analysis and Interpretation: Segment Analysis using real-world company 
Intuit, Inc. 


* Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 6: Accounting for Merchandising Businesses 


* The computation of cost of merchandise sold (under the periodic inventory system) 
has been moved from the beginning of the chapter to an end-of-chapter appendix. 


° A new section has been added that summarizes the effects of merchandise transac- 
tions on the merchandise inventory account. This is illustrated using a T account for 
merchandise inventory. 


° Moved coverage of “Accounting Systems for Merchandisers” to our online site (www 
.cengage.com/accounting/reeve). 


¢ New Financial Analysis and Interpretation: Ratio of Net Sales to Assets using real- 
world company Dollar Tree, Inc. 


e Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 7: Inventories 


* New Financial Analysis and Interpretation: Inventory Turnover and Number of Days, 
Sales in Inventory using real-world companies Best Buy and Zales. 


¢ Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 8: Sarbanes-Oxley, Internal Control, and Cash 


¢ Updated chapter graphic for better clarity and snapshot comprehension. 

¢ New Financial Analysis and Interpretation: Ratio of Cash to Monthly Cash Expenses 
using real-world company Evergreen Solar, Inc. 

¢ Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 9: Receivables 


° New Financial Analysis and Interpretation: Accounts Receivable Turnover and Number 
of Days’ Sales in Receivables using real-world company FedEx. 
¢ Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 10: Fixed Assets and Intangible Assets 


* Updated many chapter graphics for better clarity and snapshot comprehension. 

* New Financial Analysis and Interpretation: Fixed Asset Turnover Ratio using real- 
world company Starbucks Corporation. 

* Added new Example Exercise and Practice Exercise to correspond with the new FAT. 


Chapter 11: Current Liabilities and Payroll 


* The example of Starbucks Corporation on long-term debt has been replaced by P.F. 


Chang’s. 
* Updated Wage Bracket Withholding table, based on data from the 2010 Publication 15. 


* Removed discussion of social security cap on withholding (above $100,000). 
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Chapter-by-Chapter 


Enhancements 
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* Updated Business Connection feature to cover General Motors and its pension problems. 

¢ New Financial Analysis and Interpretation: Quick Ratio using real-world company 
TechSolutions, Inc. 

¢ Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 12: Accounting for Partnerships and 
Limited Liability Companies 


e Razor replaces AgentBlaze LLC as the chapter opening example. 


* Updated Business Connection feature to Kristen Hall, founding member of the country 
music group Sugarland and her lawsuit. 


¢ New Financial Analysis and Interpretation: Revenue per Employee showing McDonald’s 
and Starbucks to understand evaluation within an industry. 


° Added new Example Exercise and Practice Exercise to correspond with the new FAI. 
¢ Eliminated the section on “Errors in Liquidation” to reduce minor redundancy. 


Chapter 13: Corporations: Organization, Stock 
Transactions, and Dividends 


¢ New Financial Analysis and Interpretation: JPMorgan Chase & Co. Earnings per Share 
using Hasbro, Bank of America Corporation, and JPMorgan Chase & Co. 


¢ Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 14: Long-Term Liabilities: Bonds and Notes 


¢ Updated Business Connection feature on U.S. government debt. 
¢ Updated Business Connection feature to cover General Motors bonds. 
¢ Added an Integrity, Objectivity, and Ethics feature to discuss “Liar’s Loans.” 


* New Financial Analysis and Interpretation: Number of Times Interest Charges Are 
Earned using Under Armour, Inc. 


* Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 15: Investments and Fair Value Accounting 


* Added an Integrity, Objectivity, and Ethics box titled “Loan Loss Woes” on mortgage 
loans called “sub-prime” and “Alt-A” loans. 

* Updated Business Connection feature to “Apple’s Entrance to Streaming Music.” 

* Revised “Value and Reporting Investments” to simplify the reading process. 

* New Financial Analysis and Interpretation: Dividend Yield using News Corporation. 

Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Moved “Accounting for Held-to-Maturity Investments” appendix to www.cengagebrain 
-com. (Using the ISBN on the back of this book, navigate to the companion site.) 
Instructors can visit http://login.cengage.com to access resources. 


Mornin’ Joe 


To expand students’ understanding of financial statement preparation outside the United 
States, the authors took our unique company example, Mornin’ Joe, and show how it 
goes international. They prepared a set of financial statements following IFRS guide- 


soe To aid in learning, callout features pinpoint the differences between U.S. GAAP 
and IFRS. 
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Chapter 16: Statement of Cash Flows 


* Updated Business Connection feature to “Cash Crunch!” featuring Chrysler Group LLC. 


* New Financial Analysis and Interpretation: Free Cash Flow using Research in Motion, 
Inc., maker of BlackBerry® smartphones. 


* Added new Example Exercise and Practice Exercise to correspond with the new FAI. 


Chapter 17: Financial Statement Analysis 


¢ Real-world financial statement analysis problem uses data from the Nike, Inc. 2010 10-K. 
A portion of Nike’s 10-K is located in Appendix C. 


¢ Updated Integrity, Objectivity, and Ethics feature discusses “Chief Financial Officer 
Bonuses.” 


* Updated Integrity, Objectivity, and Ethics feature to “Buy Low, Sell High.” 


Chapter 18: Managerial Accounting Concepts and 
Principles 


¢ The chapter opener has been modified to feature Paul Stanley of KISS. He has a custom 
guitar built by Washburn Guitars. 


* Updated Business Connection feature to “Build-to-Order” about Dell Inc. 


Chapter 19: Job Order Costing 


* Updated Business Connection feature to discuss “BMW’s Factory Labor Experiment.” 


Chapter 20: Process Cost Systems 


* Updated Business Connection feature entitled “Fridge Pack” to discuss Alcoa Inc. 


Chapter 21: Cost Behavior and Cost-Volume-Profit 
Analysis 


* Updated Business Connection feature entitled “Breaking Even in the Airline Industry” 
to discuss the airline industry. 

¢ Added a new Business Connection feature to highlight franchising using real-world 
companies such as McDonald’s, Wendy's, Dunkin’ Donuts, and Fatburger. 


Chapter 22: Budgeting 


* Updated Business Connection feature called the “U.S. Federal Budget Deficit.” 
* Simplified the writing of definitions and other content explanations. 


Chapter 23: Performance Evaluation Using Variances from 
Standard Costs 


* Added a new Business Connection feature to highlight Brinker International, the 


operator of popular chains such as Chili's and On the Border. 
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Chapter-by-Chapter 
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Chapter 24: Performance Evaluation for Decentralized 
Operations 


* Chapter opener replaces K2 Sports with E.W. Scripps Company, a conglomerate of 
media companies. 


e Added a new Business Connection feature entitled “Centralized vs. Decentralized 
Research and Development.” 


Chapter 25: Differential Analysis, Product Pricing, and 
Activity-Based Costing 


¢ Chapter opener replaces RealNetworks, Inc. with Facebook. 


¢ The discussion on activity-based costing (ABC) has been moved from the appendix and 
updated. ABC is framed in the context of product pricing and profit analysis. 


* The total cost and variable cost concepts are moved to an appendix. This change simpli- 
fies this section to make room for the added ABC material. 


Chapter 26: Capital Investment Analysis 


* Updated chapter opener with a cleaner writing style. 


* Added a new Business Connection feature called “Avatar: The Most Expensive Movie 
Ever Made (and the Most Successful).” 
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Online Solutions 


South-Western, a division of Cengage Learning, offers a vast array of 
online solutions to suit your course needs. Choose the product that best 
meets your classroom needs and course goals. Please check with your 
Cengage representative for more details or for ordering information. 


CengageNow 


CengageNOW is a powerful course management and online homework tool that LL. 
provides robust instructor control and customization to optimize the student learning CENGAGENOW 
experience and meet desired outcomes. CengageNOW offers: A 


° Auto-graded homework (static and algorithmic varieties), test bank, Personalized Study 
Plan, and eBook are all in one resource. 


e Easy-to-use course management options offer flexibility and continuity from one 
semester to another. 

* Different levels of feedback and engaging student resources guide students through 
material and solidify learning. 

¢ The most robust and flexible assignment options in the industry. 

e “Smart Entry” helps eliminate common data entry errors and prevents students from 
guessing their way through the homework. 


¢ The ability to analyze student work from the gradebook and generate reports on learn- 
ing outcomes. Each problem is tagged in the Solutions Manual and CengageNOW to 
AICPA, IMA, AACSB, and ACBSP outcomes so you can measure student performance. 


CengageNOW Upgrades: 

¢ Our General Ledger Software is now being offered in a new online format. Your 
students can solve selected end-of-chapter assignments in a format that emulates com- 
mercial general ledger software. 

° For a complete list of CengageNOW upgrades, refer to page 6 in the brochure in front 
of the Instructor Edition. 

* New Design: CengageNOW has been redesigned to enhance your experience. 


Tools e | Help | Sign Out 


Patvew 
CENGAGENOW 
A 


Courtes Users Assignments Gradehuok Study Tools 


Actions @ See Your Lates! Charges: Retraah Quick Links w 
Showing All Items | 
Unavaitable Oate | Action 


| 08/25/2011 


ee. + View Archived Matenals 
+ Change the Appearance of this Page 
Homework 001 


} e Grade Assignments Manually 


There are no assignments to grade manually 


" Unavaliable Dato Acton 


Test 001 » SEC 001 06/20/2011 View 
Homework 001 


For a CengageNOW demo, visit: www.cengage.com/community/warren 


To access additional course materials and companion resources, please visit 


www.cengagebrain.com. 
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Aplia 
ste Aplia is a premier online homework product that successfully engages students and 
—_ maximizes the amount of effort they put forth, creating more efficient learners. Aplia’s 
advantages are: 
¢ In addition to static and algorithmic end-of-chapter homework, Aplia offers an extra 
problem set to give you more options! 
Students can receive unique, detailed feedback and the full solution after each at- 
tempt on homework. 
¢ “Grade It Now” maximizes student effort on each attempt and ensures students do 
their own work. Students have three attempts. Each attempt produces an algorithmic 
variety. The final score is an average of the three attempts. 
¢ “Smart Entry” helps eliminate common data entry errors and prevents students from 
guessing their way through the homework. 
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Raw and In Process Inventory haul < Aplia’s Smart Entry 
|] Raw Materials i Necre [ | oui system auto-formats 
|| Rent Expense | ; p 
| Rent Revenue 
| Repairs and Maintenance Expense 

Repairs Expense 
| Restructuring Charge 
|| Retained Earnings 

Retirement Savings Deductions Payable 


answer entries to 
ensure accurate 
grading 


Smart Entry works 
on both numeric and 
text fleids 


Aplia Upgrades: 
* Increased Instructor Control: Instructors now have more options in how they assign 
materials from the question banks. 


* ApliaText: Interactive ApliaText allows students to use eBooks in a new way. This 
unique flip-book also includes a Chapter Recap that helps students craft their own 
personal study guide. 


For an Aplia demo, visit: www.aplia.com/accounting 


WebTutor™ 


Web] UTOR’ WebTutor™ on Blackboard® and WebCT®—Improve student grades with online 


review and test preparation tools in an easy-to-use course cartridge. 
Visit www.cengage.com/webtutor for more information. 
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For the Instructor 
When it comes to supporting instructors, South-Western is unsurpassed. 


Accounting Using Excel for Success, 2e, continues the tradition with power- 
ful print and digital ancillaries aimed at facilitating greater course successes. 


Instructor’s Manual The Instructors Manual includes Brief Synopsis, List of 
Objectives, Key Terms, Ideas for Class Discussion, Lecture Aids, Demonstration 
Problems, Group Learning Activities, Exercises and Problems for Reinforcement, 
and Internet Activities. Suggested Approaches incorporate many modern teaching 
initiatives, including active learning, collaborative learning, critical thinking, and 
writing across the curriculum. 


Solutions Manual The Solutions Manual contains answers to all exercises, 
problems, and activities in the text. The solutions are author-written and verified 
multiple times for numerical accuracy and consistency. 


Test Bank The Test Bank includes more than 3,500 True/False questions, 
Multiple-Choice questions, and Problems, each marked with a difficulty level, chapter 
objective, and AASCB/AICPA/ACBSP tagging. 


ExamView® Pro Testing Software This intuitive software allows you to easily 
customize exams, practice tests, and tutorials and deliver them over a network, on the y ExamView@ 
Internet, or in printed form. In addition, ExamView comes with searching capabilities 

that make sorting the wealth of questions from the printed test bank easy. The software 

and files are found on the IRCD. 


PowerPoint® Each presentation, which is included on the IRCD and on the product 
support site, enhances lectures and simplifies class preparation. Each chapter contains 
objectives followed by a thorough outline of the chapter that easily provides an entire 
lecture model. Also, exhibits from the chapter, such as the new Example Exercises, have 
been recreated as colorful PowerPoint slides to create a powerful, customizable tool. 


Instructor’s Resource CD The Instructor's Resource CD _ includes the 
PowerPoint® Presentations, Instructor’s Manual, Solutions Manual, Test Bank, 
ExamView®, and General Ledger Inspector. 
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For the Student 


Students come to accounting with a variety of learning needs. Accounting 
Using Excel for Success, 2e, offers a broad range of supplements in both 
printed form and easy-to-use technology. We continue to refine our entire 
supplement package around the comments instructors have provided 
about their courses and teaching needs. 


Study Guide This author-written guide provides students Quiz and Test Hints, 
Matching questions, Fill-in-the-Blank questions (Parts A & B), Multiple-Choice questions, 
True/False questions, Exercises, and Problems for each chapter. 


Working Papers for Exercises and Problems The traditional working papers 
include problem-specific forms for preparing solutions for Exercises, A & B Problems, 
the Continuing Problem, and the Comprehensive Problems from the textbook. These 
forms, with preprinted headings, provide a structure for the problems, which helps 
students get started and saves them time. 


Blank Working Papers These Working Papers are available for completing 
exercises and problems either from the text or prepared by the instructor. They have 
no preprinted headings. A guide at the front of the Working Papers tells students 
which form they will need for each problem and are available online in a pdf printable 
format. 


General Ledger Software The GL software is now being offered in a new online 
format. Students can solve selected end-of-chapter assignments in a format that 
emulates commercial general ledger software. Students make entries into the general 
journal or special journals, track the posting of the entries to the general ledger, 
and create financial statements or reports. This gives students important exposure to 
commercial accounting software, yet in a manner that is more forgiving of student 
errors. Assignments are automatically graded online. 


GENERAL 
2 LEDGER:© 


Product Support Web Site http://www.cengagebrain.com/ At the 
CengageBrain.com home page, students can search for the ISBN of this textbook. This will 
take them to the product page with quizzes, supplements, and Enhanced Excel Templates. 
Instructors can use login.cengage.com to access resources. This site provides students 
with a wealth of introductory accounting resources, including quizzing and supplement 
downloads and access to the Enhanced Excel® Templates. 
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Introduction to Accounting 
and Business 


Google oe 


hen two teams pair up for a game of football, there is 

often a lot of noise. The band plays, the fans cheer, and 
fireworks light up the scoreboard. Obviously, the fans are com- 
mitted and care about the outcome of the game. Just like fans at 
a football game, the owners of a business want their business to 
“win” against their competitors in the marketplace. While having 
your football team win can be a source of pride, winning in the 
marketplace goes beyond pride and has many tangible benefits. 


Companies that are winners are better able to serve customers, 
provide good jobs for employees, and make money for their 
owners. 

One such successful company is Google, one of the most 
visible companies on the Internet. Many of us cannot visit the 


Web without using Google to power a search. As one writer said, 
“Google is the closest thing the Web has to an ultimate answer 
machine.” And yet, Google is a free tool—no one asks for your 
credit card when you use Google's search tools. 

Do you think Google has been a successful company? Does 
it make money? How would you know? Accounting helps to 
answer these questions. Google’s accounting information tells 
us that Google is a successful company that makes a lot of 
money, but not from you and me. Google makes its money 
from advertisers. 

This textbook introduces you to accounting, the language of 
business. Chapter 1 begins by discussing what a business is, how 
it operates, and the role that accounting plays. 


Learning Objectives 
After studying this chapter, you should be able to: Example Exercises 


Nature of Business and Accounting 
Types of Businesses 
The Role of Accounting in Business 
Role of Ethics in Accounting and Business 
Opportunities for Accountants 


- Describe the nature of a business, the role of accounting, and ethics in business. 


| Summarize the development of accounting principles and relate them to practice. 
| 9 Generally Accepted Accounting Principles 

Business Entity Concept 

The Cost Concept 


State the accounting equation and define each element of the equation. 
The Accounting Equation 


of the resulting change in the elements of the accounting equation. 


ag! Describe and illustrate how business transactions can be recorded in terms 
| 4 | 
Business Transactions and the Accounting Equation EE 1-3 


Financial Statements 
Income Statement EE 1-4 
Statement of Owner's Equity EE 1-5 
Balance Sheet EE 1-6 
Statement of Cash Flows EE 1-7 
Interrelationships Among Financial Statements 


= Describe the financial statements of a proprietorship and explain how they interrelate. 


Describe and illustrate the use of the ratio of liabilities to owner’s equity 
in evaluating a company’s financial condition. 
Financial Analysis and Interpretation: Ratio of Liabilities to Owner’s Equity 


Ata Glance 


| descibethe Nature of Business and Accounting 


nature of a 
business, the role of 
accounting, and ethics 
in business. 


A business! is an organization in which basic resources (inputs), such as materials 
and labor, are assembled and processed to provide goods or services (outputs) to 
customers. Businesses come in all sizes, from a local coffee house to Starbucks, which 
sells over $10 billion of coffee and related products each year. 

The objective of most businesses is to earn a profit. Profit is the difference between 
the amounts received from customers for goods or services and the amounts paid for 
the inputs used to provide the goods or services. This text focuses on businesses oper- 
ating to earn a profit. However, many of the same concepts and principles also apply 
to not-for-profit organizations such as hospitals, churches, and government agencies. 


Types of Businesses 


Three types of businesses operated for profit include service, merchandising, and 
manufacturing businesses. 


Each type of business and some examples are described below. 


Service businesses provide services rather than products to customers. 

Delta Air Lines (transportation services) 

The Walt Disney Company (entertainment services) 
Merchandising businesses sell products they purchase from other businesses 
to customers. 

Wal-Mart (general merchandise) 

Amazon.com (Internet books, music, videos) 
Manufacturing businesses change basic inputs into products that are sold to 
customers. 

Ford Motor Co. (cars, trucks, vans) 

Dell Inc. (personal computers) 


1 A complete glossary of terms appears at the end of the text. 
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The Role of Accounting in Business 


The role of accounting in business is to provide information for managers to use in 
operating the business. In addition, accounting provides information to other users 
in assessing the economic performance and condition of the business. 

Thus, accounting can be defined as an information system that provides reports 
to users about the economic activities and condition of a business. You may think 
of accounting as the “language of business.” This is because accounting is the means 
by which businesses’ financial information is communicated to users. 


The process by which accounting provides information to users is as follows: 


Identify users. 

Assess users’ information needs. 

Design the accounting information system to meet users’ needs. 
Record economic data about business activities and events. 


hs Pea eS 


Prepare accounting reports for users. 


As illustrated in Exhibit 1, users of accounting information can be divided into 
two groups: internal users and external users. 


Note: 

Accounting is an 
information system 
that provides reports 
to users about the 
economic activities and 
condition of a business. 


Lee a 


Internal users of accounting information include managers and employees. These 
users are directly involved in managing and operating the business. The area of ac- 
counting that provides internal users with information is called managerial account- 
ing or management accounting. 

The objective of managerial accounting is to provide relevant and timely informa- 
tion for managers’ and employees’ decision-making needs. Often times, such infor- 
mation is sensitive and is not distributed outside the business. Examples of sensitive 
information might include information about customers, prices, and plans to expand 
the business. Managerial accountants employed by a business are employed in pri- 
vate accounting. 

External users of accounting information include investors, creditors, customers, 
and the government. These users are not directly involved in managing and operating 
the business. The area of accounting that provides external users with information 
is called financial accounting. 

The objective of financial accounting is to provide relevant and timely information 
for the decision-making needs of users outside of the business. For example, financial 
reports on the operations and condition of the business are useful for banks and 


EXHIBIT 1 
Accounting as 


an Information 
System 
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other creditors in deciding whether to lend money to the business. General-purpose 
financial statements are one type of financial accounting report that is distributed to 
external users. The term general-purpose refers to the wide range of decision-making 
needs that these reports are designed to serve. Later in this chapter, general-purpose 
financial statements are described and illustrated. 


Role of Ethics in Accounting and Business 


The objective of accounting is to provide relevant, timely information for user decision 
making. Accountants must behave in an ethical manner so that the information they 
provide users will be trustworthy and, thus, useful for decision making. Managers 
and employees must also behave in an ethical manner in managing and operating a 
business. Otherwise, no one will be willing to invest in or loan money to the business. 

Ethics are moral principles that guide the conduct of individuals. Unfortunately, 
business managers and accountants sometimes behave in an unethical manner. A 
number of managers of the companies listed in Exhibit 2 engaged in accounting or 


: Nature of Accounting 
ompan' a ae Result 
: pempany orBusinessFraud 

American International Group, Used sham accounting transactions to inflate | CEO resigned. Executives criminally 

Inc. (AIG) performance. convicted. AIG paid $126 million in fines. 

Computer Associates Fraudulently inflated its financial results. CEO and senior executives indicted. 

International, Inc. Five executives pled guilty. $225 million 
fine. 

Enron Fraudulently inflated its financial results. Bankrupcty. Senior executives criminally 
convicted. Over $60 billion in stock market 
losses. 

Fannie Mae Improperly shifted financial performance CEO and CFO fired. Company made a 

between periods. $9 billion correction to previously reported 
earnings. 

HealthSouth Overstated performance by $4 billion in false | Senior executives criminally convicted. 

entries. 

Qwest Communications Improperly recognized $3 billion in false CEO and six other executives criminally 

International, Inc. receipts. convicted of “massive financial fraud” 
$250 million SEC fine. 

Satyam Computer Services Significantly inflated assets and earnings. Chairman and founder is in jail; investors lost 
billions. 

Terex Recorded profit prematurely and inflated Company paid $8 million to Securities:and 

profits. Exchange Commission in settlement. 

Tyco International, Ltd. Failed to disclose secret loans to executives CEO forced to resign and subjected to frozen 

that were subsequently forgiven. asset order and criminally convicted. 

United Rental Inflated profits to meet earnings forecasts Vice chairman and chief financial officer 

and analysts expectations. indicted for conspiracy, securities fraud, and 
insider trading. 

Xerox Corporation Recognized $3 billion in revenue prior to $10 million fine to SEC. Six executives forced 


when it should have been. to pay $22 million. 
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business fraud. These ethical violations led to fines, firings, and lawsuits. In some 
cases, managers were criminally prosecuted, convicted, and sent to prison. 

What went wrong for the managers and companies listed in Exhibit 2? The answer 
normally involved one or both of the following two factors: 


Failure of Individual Character. An ethical manager and accountant is hon- 
est and fair. However, managers and accountants often face pressures from 
supervisors to meet company and investor expectations. In many of the cases 
in Exhibit 2, managers and accountants justified small ethical violations to 
avoid such pressures. However, these small violations became big violations 
as the company’s financial problems became worse. 

Culture of Greed and Ethical Indifference. By their behavior and attitude, 
senior managers set the company culture. In most of the companies listed 
in Exhibit 2, the senior managers created a culture of greed and indifference 
to the truth. 


As a result of the accounting and business frauds shown in Exhibit 2, Congress 
passed new laws to monitor the behavior of accounting and business. For example, 
the Sarbanes-Oxley Act of 2002 (SOX) was enacted. SOX established a new oversight 
body for the accounting profession called the Public Company Accounting Oversight 
Board (PCAOB). In addition, SOX established standards for independence, corporate 
responsibility, and disclosure. 

How does one behave ethically when faced with financial or other types of pres- 
sure? Guidelines for behaving ethically are shown in Exhibit 3.? 
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1. Identify an ethical decision by using your personal ethical standards of honesty and fairness. Guidelines for 
2. Identify the consequences of the decision and its effect on others. Ethical Conduct 
3. Consider your obligations and responsibilities to those that will be affected by your decision. i 

4. Makea decision that is ethical and fair to those affected by it. 


Integrity, Objectivity, and Ethics in Business 


BERNIE MADOFF 


In June 2009, Bernard L. “Bernie” Madoff was sentenced to 
150 years in prison for defrauding thousands of investors 


on the fund's actual performance. As long as the invest- 
ment manager is able to attract new investors, he or she will 
have new funds to pay existing investors and continue the 


in one of the biggest frauds in American history. Madoff’s 
fraud. While most Ponzi schemes collapse quickly when the 


fraud started several decades earlier when he began a 


“Ponzi scheme” in his investment management firm, Ber- 
nard L. Madoff Securities LLC. 

In a Ponzi scheme, the investment manager uses 
funds received from new investors to pay a return to 


investment manager runs out of new investors, Madoff's 
reputation, popularity, and personal contacts provided a 
steady stream of investors which allowed the fraud to sur- 
vive for decades. 


existing investors, rather than basing investment returns 


Opportunities for Accountants 


Numerous career opportunities are available for students majoring in accounting. 
Currently, the demand for accountants exceeds the number of new graduates en- 
tering the job market. This is partly due to the increased regulation of business 
caused by the accounting and business frauds shown in Exhibit 2. Also, more and 


2 Many companies have ethical standards of conduct for managers and employees. In addition, the Institute of Management 
Accountants and the American Institute of Certified Public Accountants have professional codes of conduct. 
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more businesses have come to recognize the importance and value of accounting 
information. 

As indicated earlier, accountants employed by a business are employed in pri- 
vate accounting. Private accountants have a variety of possible career options within 
a company. Some of these career options are shown in Exhibit 4 along with their 
starting salaries. Accountants who provide audit services, called auditors, verify the 
accuracy of financial records, accounts, and systems. As shown in Exhibit 4, several 
private accounting careers have certification options. 

Accountants and their staff who provide services on a fee basis are said to be 
employed in public accounting. In public accounting, an accountant may practice 
as an individual or as a member of a public accounting firm. Public accountants who 
have met a state’s education, experience, and examination requirements may become 
Certified Public Accountants (CPAs). CPAs generally perform general accounting, 


Si ea coun a 
XHIBIT 4 Accounting C 


E 
cay neing Coreet Description : Career cen eee Certification 
Private Accounting Accountants employed by | Bookkeeper $36,125 
companies, government, 
and not-for-profit entities. 
Payroll clerk $34,875 Certified Payroll 
Professional (CPP) 
General accountant $42,000 
Budget analyst $44,375 
Cost accountant $43,750 Certified Management 
Accountant (CMA) 
Internal auditor $48,250 Certified Internal 
Auditor (CIA) 
Information technology $56,500 Certified Information 
auditor Systems Auditor (CISA) 
Public Accounting Accountants employed Local firms $45,063 Certified Public 
individually or within a Accountant (CPA) 
public accounting firm in 
tax or audit services. 
National firms $54,250 Certified Public 


Accountant (CPA) 


Source: Robert Half 2010 Salary Guide (Finance and Accounting), Robert Half International, Inc. 
‘Mean salaries of a reported range. Private accounting salaries are reported for large companies. Salaries may vary by region. 


audit, or tax services. As can be seen in Exhibit 4, CPAs have slightly better starting 
salaries than private accountants. Career statistics indicate, however, that these salary 
differences tend to disappear over time. 

Because all functions within a business use accounting information, experience 
in private or public accounting provides a solid foundation for a career. Many posi- 


tions in industry and in government agencies are held by individuals with accounting 
backgrounds. 


e e e 
ra summarzethe Generally Accepted Accounting Principles 
development of 
accounting principles 
and relate them to 
practice. 


If a company’s management could record and report financial data as it saw fit, com- 
parisons among companies would be difficult, if not impossible. Thus, financial accoun- 
tants follow generally accepted accounting principles (GAAP) in preparing reports. 
These reports allow investors and other users to compare one company to another. 


Chapter 1 


Accounting principles and concepts develop from research, accepted accounting 
practices, and pronouncements of regulators. Within the United States, the Financial 
Accounting Standards Board (FASB) has the primary responsibility for developing 
accounting principles. The FASB publishes Statements of Financial Accounting Stan- 
dards as well as Interpretations of these Standards. In addition, the Securities and 
Exchange Commission (SEC), an agency of the U.S. government, has authority over 
the accounting and financial disclosures for companies whose shares of ownership 
(stock) are traded and sold to the public. The SEC normally accepts the accounting 
principles set forth by the FASB. However, the SEC may issue Staff Accounting Bul- 
letins on accounting matters that may not have been addressed by the FASB. 

Many countries outside the United States use generally accepted accounting prin- 
ciples adopted by the International Accounting Standards Board (IASB). The IASB 
issues International Financial Reporting Standards (IFRSs). Significant differences 
currently exist between FASB and IASB accounting principles. However, the FASB 
and IASB are working together to reduce and eliminate these differences into a single 
set of accounting principles. Such a set of worldwide accounting principles would 
help facilitate investment and business in an increasingly global economy. 

In this chapter and text, accounting principles and concepts are emphasized. It 
is by this emphasis on the “why” as well as the “how” that you will gain an under- 
standing of accounting. 
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See Appendix D for 
more information 


INTERNATIONAL FINANCIAL 


REPORTING STANDARDS (IFRS) 


IFRS are considered to be more “principles-based” than 
U.S. GAAP, which is considered to be more “rules-based.” 


ing rules. In contrast, IFRS allow more judgment in decid- 
ing how business transactions are recorded. Many believe 
that the strong regulatory and litigation environment in 
the United States is the cause for the more rules-based 
GAAP approach. Regardless, IFRS and GAAP share more in 
common than differences.* 


For example, U.S. GAAP consists of approximately 17,000 
pages, which includes numerous industry-specific account- 


*Differences between U.S. GAAP and IFRS are further discussed and illustrated in Appendix D. 


Business Entity Concept 


The business entity concept limits the economic data in an accounting system to 
data related directly to the activities of the business. In other words, the business 
is viewed as an entity separate from its owners, creditors, or other businesses. For 
example, the accountant for a business with one owner would record the activities 
of the business only and would not record the personal activities, property, or debts 
of the owner. 

A business entity may take the form of a proprietorship, partnership, corporation, 
or limited liability company (LLC). Each of these forms and their major characteristics 
are listed below. 


Characteristics 

+ 70% of business entities in the United States. 

Easy and cheap to organize. 

Resources are limited to those of the owner. 

Used by small businesses. 

10% of business organizations in the United States 
(combined with limited liability companies). 
Combines the skills and resources of more than one 


Form of Business Entity 
Proprietorship is owned by one individual. 


Partnership is owned by two or more individuals. 


person. 


(continued) 


Note: 

Under the business 
entity concept, 

the activities of a 
business are recorded 
separately from 

the activities of its 
owners, creditors, or 
other businesses. 
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Form of Business Entity Characteristics 
Corporation is organized under state or federal - Generates 90% of business revenues. 
statutes as a separate legal taxable entity. + 20% of the business organizations in the United States. 


+ Ownership is divided into shares called stock. 

Can obtain large amounts of resources by issuing stock. 
- Used by large businesses. 

Limited liability company (LLC) combines the at- * 10% of business organizations in the United States 

tributes of a partnership and a corporation. (combined with partnerships). 

Often used as an alternative to a partnership. 

- Has tax and legal liability advantages for owners. 


The three types of businesses discussed earlier—service, merchandising, and manu- 
facturing—may be organized as proprietorships, partnerships, corporations, or limited 
liability companies. Because of the large amount of resources required to operate a 
manufacturing business, most manufacturing businesses such as Ford Motor Company are 
corporations. Most large retailers such as Wal-Mart and Home Depot are also corporations. 


The Cost Concept 


Under the cost concept, amounts are initially recorded in the accounting records at 
their cost or purchase price. To illustrate, assume that Aaron Publishers purchased 
the following building on February 20, 2010, for $150,000: 


Price listed by seller on January 1, 2010 $160,000 
Aaron Publishers’ initial offer to buy on January 31, 2010 140,000 
Purchase price on February 20, 2010 150,000 
Estimated selling price on December 31, 2012 220,000 
Assessed value for property taxes, December 31, 2012 190,000 


Under the cost concept, Aaron Publishers records the purchase of the building 
on February 20, 2010, at the purchase price of $150,000. The other amounts listed 
above have no effect on the accounting records. 

The fact that the building has an estimated selling price of $220,000 on Decem- 
ber 31, 2012, indicates that the building has increased in value. However, to use the 
$220,000 in the accounting records would be to record an illusory or unrealized profit. 
If Aaron Publishers sells the building on January 9, 2014, for $240,000, a profit of 
$90,000 ($240,000 — $150,000) is then realized and recorded. The new owner would 
record $240,000 as its cost of the building. 

The cost concept also involves the objectivity and unit of measure concepts. The 
objectivity concept requires that the amounts recorded in the accounting records 
be based on objective evidence. In exchanges between a buyer and a seller, both 
try to get the best price. Only the final agreed-upon amount is objective enough to 
be recorded in the accounting records. If amounts in the accounting records were 
constantly being revised upward or downward based on offers, appraisals, and opin- 
ions, accounting reports could become unstable and unreliable. 

The unit of measure concept requires that economic data be recorded in dollars. 
Money is a common unit of measurement for reporting financial data and reports. 


Example Exercise 1-1 


On August 25, Gallatin Repair Service extended an offer of $125,000 for land that had been priced for sale at $150,000. 
On September 3, Gallatin Repair Service accepted the seller's counteroffer of $137,000. On October 20, the land was 
assessed at a value of $98,000 for property tax purposes. On December 4, Gallatin Repair Service was offered $160,000 
/ for the land by a national retail chain. At what value should the land be recorded in Gallatin Repair Service’s records? 

i 


, Follow My Example 1-1 


i $137,000. Under the cost concept, the land should be recorded at the cost to Gallatin Repair Service, _ 


Keele ala. eie Oie.\a/8 ie. 6 \a)(8 6.0) e/a iui a ale b bia dar etalantal arene, diimtaceos? ar erie Y 
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e Exercises: PE 1-1A, PE 
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The Accounting Equation 


The resources owned by a business are its assets. Examples of assets include cash, 
land, buildings, and equipment. The rights or claims to the assets are divided into two 
types: (1) the rights of creditors and (2) the rights of owners. The rights of creditors 
are the debts of the business and are called liabilities. The rights of the owners are 


called owner’s equity. The following equation shows the relationship among assets, 
liabilities, and owner’s equity: 


Assets = Liabilities + Owner's Equity 


This equation is called the accounting equation. Liabilities usually are shown 


before owner’s equity in the accounting equation because creditors have first rights 
to the assets. 


Given any two amounts, the accounting equation may be solved for the third un- 
known amount. To illustrate, if the assets owned by a business amount to $100,000 
and the liabilities amount to $30,000, the owner’s equity is equal to $70,000, as 
shown below. 

Assets - Liabilities = Owner's Equity 
$100,000 - $30,000 = $70,000 


Example Exercise 1-2 


equation, determine the following amounts: 
a. Owner's equity, as of December 31, 2011. 


$25,000 during 2012. 


Follow My Example 1-2 


a. Assets = Liabilities + Owner's Equity 
$800,000 = $350,000 + Owner's Equity 
Owner's Equity =$450,000 
b. First, determine the change in Owner's Equity during 2012 as follows: 
Assets = Liabilities + Owner's Equity 
$130,000 = -$25,000 + Owner's Equity 
Owner’s Equity = $155,000 


shown below. 
Owner's Equity on December 31, 2012 = $605,000 = $450,000 + $155,000 


Secreie sastpiaivar a)eial a ei sie [oie lait ev arlewir'/wlsese/0l'¥)\miets/eiimyale) 6'6)\6 18/01 8\/s) 10 )a\'n)la\a a eip\eiwie) vei n\e ‘siaie h' 6/6 le'p eo \s e656 16,8/e-n/e/e\p\p e)sia pie aves 6 0/6 0.0 6\6 nie/Siyn 6 .0,:6 6) ¢ love 6) 6/606.) 8:8) ¢\e)8(s 0 /e\binin 
» SSICIG ISO DIDIDIIDIIDIOIOIO CISC Ini iio ii CCC 


Practice Exercises: PE 1-2A, PE 1-2B 


Business Transactions and the 
Accounting Equation 


Paying a monthly telephone bill of $168 affects a business’s financial condition 
because it now has less cash on hand. Such an economic event or condition that 
directly changes an entity’s financial condition or its results of operations is a business 
transaction. For example, purchasing land for $50,000 is a business transaction. In 
contrast, a change in a business’s credit rating does not directly affect cash or any 
other asset, liability, or owner’s equity amount. 


q John Joos is the owner and operator of You're A Star, a motivational consulting business. At the end of its accounting 
period, December 31, 2011, You're A Star has assets of $800,000 and liabilities of $350,000. Using the accounting 


b. Owner's equity, as of December 31, 2012, assuming that assets increased by $130,000 and liabilities decreased by 


Next, add the change in Owner's Equity on December 31, 2011, to arrive at Owner's Equity on December 31, 2012, as 


State the 
accounting 


equation and define 
each element of the 
equation. 


Pee 


Describe and 
illustrate how 


business transactions 
can be recorded in 
terms of the resulting 
change in the elements 
of the accounting 
equation. 
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The accounting equation serves as the basic foundation for 
the accounting systems of all companies. From the small- 


ection 


THE ACCOUNTING EQUATION largest business, such as Ford Motor Company, compa- 


nies use the accounting equation. Some examples taken 
from recent financial reports of well-known companies are 
shown below. 


est business, such as the local convenience store, to the 


Note: 

All business 
transactions can 

be stated in terms 

of changes in the 
elements of the 
accounting equation. 


Transaction A 


Company Assets* = Liabilities + Owner’s Equity 
The Coca-Cola Company § 40,519 = $20,047 + $20,472 
Dell, Inc. 26,5000 =" 22;2205s 4,271 
eBay, Inc. 15,593 = 4509 + 11,084 
Google S1V76Gn 3 520 28,239 
McDonald's 28,462, = 15,079 =F 13,383 
Microsoft Corporation J 1,888e=— 9) 38,330 7b 39,558 
Southwest Airlines Co. 14,308 = 9355 + 4,953 
Wal-Mart 163,429 = 98,144 + 65,285 


*Amounts are shown in millions of dollars. 


All business transactions can be stated in terms of changes in the elements of the 
accounting equation. How business transactions affect the accounting equation can be 
illustrated by using some typical transactions. As a basis for illustration, a business 
organized by Chris Clark is used. 

Assume that on November 1, 2011, Chris Clark begins a business that will be 
known as NetSolutions. The first phase of Chris’s business plan is to operate Net- 
Solutions as a service business assisting individuals and small businesses in develop- 
ing Web pages and installing computer software. Chris expects this initial phase of 
the business to last one to two years. During this period, Chris plans on gathering 
information on the software and hardware needs of customers. During the second 
phase of the business plan, Chris plans to expand NetSolutions into a personalized 
retailer of software and hardware for individuals and small businesses. 

Each transaction during NetSolutions’ first month of operations is described in 
the following paragraphs. The effect of each transaction on the accounting equation 
is then shown. 


Nov. 1, 2011 Chris Clark deposited $25,000 in a bank account in the name of 
NetSolutions. 


This transaction increases the asset cash (on the left side of the equation) by $25,000. 
To balance the equation, the owner’s equity (on the right side of the equation) in- 
creases by the same amount. The equity of the owner is identified using the owner’s 
name and “Capital,” such as “Chris Clark, Capital.” 

The effect of this transaction on NetSolutions’ accounting equation is shown below. 


Assets | = Owner's Equity 
Cash = } Chris Clark, Capital 
a. 25,000 25,000 


Since Chris Clark is the sole owner, NetSolutions is a proprietorship. Also, the 
accounting equation shown above is only for the business, NetSolutions. Under the 
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business entity concept, Chris Clark’s personal assets, such as a home or personal 
bank account, and personal liabilities are excluded from the equation. 


Nov. 5, 2011 NetSolutions paid $20,000 for the purchase of land as a future 
building site. 


The land is located in a business park with access to transportation facilities. Chris 
Clark plans to rent office space and equipment during the first phase of the busi- 
ness plan. During the second phase, Chris plans to build an office and a warehouse 
on the land. 

The purchase of the land changes the makeup of the assets, but it does not change 
the total assets. The items in the equation prior to this transaction and the effect of 
the transaction are shown below. The new amounts are called balances. 


Assets =| Owner's Equity 
Cash + Land Chris Clark, Capital 
Bal. 25,000 = 25,000 
b. ~20,000  +20,000 
Bal. 5,000 20,000 25,000 


Nov. 10, 2011 NetSolutions purchased supplies for $1,350 and agreed to pay the 
supplier in the near future. 


You have probably used a credit card to buy clothing or other merchandise. In this 
type of transaction, you received clothing for a promise to pay your credit card bill 
in the future. That is, you received an asset and incurred a liability to pay a future 
bill. Net-Solutions entered into a similar transaction by purchasing supplies for $1,350 
and agreeing to pay the supplier in the near future. This type of transaction is called 
a purchase on account and is often described as follows: Purchased supplies on ac- 
count, $1,350. 

The liability created by a purchase on account is called an account payable. Items 
such as supplies that will be used in the business in the future are called prepaid 
expenses, which are assets. Thus, the effect of this transaction is to increase assets 
(Supplies) and liabilities (Accounts Payable) by $1,350, as follows: 


Assets = ( Liabilities + Owner’s Equity 
Accounts + Chris Clark, 
Cash + Supplies + Land = Payable Capital 
Bal. 5,000 20,000 25,000 
cS +1,350 +1,350 
Bal. 5,000 1,350 20,000 1,350 25,000 


Nov. 18, 2011 NetSolutions received cash of $7,500 for providing services to 
customers. 


You may have earned money by painting houses or mowing lawns. If so, you received 
money for rendering services to a customer. Likewise, a business earns money by 
selling goods or services to its customers. This amount is called revenue. 

During its first monch of operations, NetSolutions received cash of $7,500 for 
providing services to customers. The receipt of cash increases NetSolutions’ assets 
and also increases Chris Clark’s equity in the business. The revenues of $7,500 are 
recorded in a Fees Earned column to the right of Chris Clark, Capital. The effect of 
this transaction is to increase Cash and Fees Earned by $7,500, as shown at the top 


of the next page. 


Transaction B 


Transaction C 


Transaction D 
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Transaction E 


Assets = ( Liabilities + Owner’s Equity 
Accounts Chris Clark, Fees 
Cash + Supplies + Land \— Payable + Capital + Earned 
Bal. 5,000 1,350 20,000 1,350 25,000 
d. +7,500 wees ae +7,500 
Bal. 12,500 1,350 20,000 1,350 25,000 7,500 


Different terms are used for the various types of revenues. As illustrated above, 
revenue from providing services is recorded as fees earned. Revenue from the 
sale of merchandise is recorded as sales. Other examples of revenue include rent, 
which is recorded as rent revenue, and interest, which is recorded as interest 
revenue. 

Instead of receiving cash at the time services are provided or goods are sold, a 
business may accept payment at a later date. Such revenues are described as fees 
earned on account or sales on account. For example, if NetSolutions had provided 
services on account instead of for cash, transaction (d) would have been described 
as follows: Fees earned on account, $7,500. 

In such cases, the firm has an account receivable, which is a claim against the 
customer. An account receivable is an asset, and the revenue is earned and recorded 
as if cash had been received. When customers pay their accounts, Cash increases and 
Accounts Receivable decreases. 


Nov. 30, 2011 NetSolutions paid the following expenses during the month: wages, 
$2,125; rent, $800; utilities, $450; and miscellaneous, $275. 


During the month, NetSolutions spent cash or used up other assets in earning 
revenue. Assets used in this process of earning revenue are called expenses. 
Expenses include supplies used and payments for employee wages, utilities, and 
other services. 

NetSolutions paid the following expenses during the month: wages, $2,125; 
rent, $800; utilities, $450; and miscellaneous, $275. Miscellaneous expenses in- 
clude small amounts paid for such items as postage, coffee, and newspapers. 
The effect of expenses is the opposite of revenues in that expenses reduce assets 
and owner’s equity. Like fees earned, the expenses are recorded in columns to 
the right of Chris Clark, Capital. However, since expenses reduce owner’s equity, 
the expenses are entered as negative amounts. The effect of this transaction is 
shown below. 


Assets = |Liabilities + Owner’s Equity 
a I Sd ee 
Accounts — Chris Clark, Fees Wages Rent Utilities Misc. 
Cash + Supplies + Land } = Payable + Capital + Earned - Exp. - Exp, = Exp, = Exp: 
Bal. 12,500 1,350 20,000 1,350 25,000 7,500 
e. -3,650 ares -2,125 -800 -450 -275 
Bal. 8,850 17300 20,000 J 1,350 25,000 7,500 -2,125 -800 —450 =—275 


Transaction F 


Businesses usually record each revenue and expense transaction as it occurs. 


However, to simplify, NetSolutions’ revenues and expenses are summarized for the 
month in transactions (d) and (e). 


Nov. 30, 2011 NetSolutions paid creditors on account, $950. 


When you pay your monthly credit card bill, you decrease the cash in your checking 
account and decrease the amount you owe to the credit card company. Likewise, 


when NetSolutions pays $950 to creditors during the month, it reduces assets and 
liabilities, as shown at the top of the next page. 
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Assets = ( Liabilities + Owner’s Equity 
Accounts — Chris Clark, Fees Wages Rent Utilities | Misc. 
Cash + Supplies + Land | — Payable + Capital + Earned - Exp. - Exp. - EXD Sa EXp: 
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 -2,125 -800 —450 O'S) 
f. -950 —950 
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 -800 -450 —27 5 


Paying an amount on account is different from paying an expense. The paying 
of an expense reduces owner’s equity, as illustrated in transaction (e). Paying an 
amount on account reduces the amount owed on a liability. 
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Nov. 30, 2011 Chris Clark determined that the cost of supplies on hand at the end Transaction G 


of the month was $550. 


The cost of the supplies on hand (not yet used) at the end of the month is $550. 
Thus, $800 ($1,350 — $550) of supplies must have been used during the month. This 
decrease in supplies is recorded as an expense, as shown below. 


Assets = ( Liabilities + Owner’s Equity 
Accounts — Chris Clark, Fees Wages Rent Supplies 
Cash + Supplies + Land Payable + Capital + Earned - Exp. - Exp. - Exp. - 
Bal. 7,900 1,350 20,000 | = 400 25,000 7,500 -2,125 —800 
g- 800 wt ~800 
Bal. 7,900 550 20,000 400 25,000 7,500 = AS —800 -800 


Nov. 30, 2011 Chris Clark withdrew $2,000 from NetSolutions for personal use. 


At the end of the month, Chris Clark withdrew $2,000 in cash from the business for 
personal use. This transaction is the opposite of an investment in the business by 
the owner. Withdrawals by the owner should not be confused with expenses. With- 
drawals do not represent assets or services used in the process of earning revenues. 
Instead, withdrawals are a distribution of capital to the owner. Owner withdrawals are 
identified by the owner’s name and Drawing. For example, Chris Clark’s withdrawal 
is identified as Chris Clark, Drawing. Like expenses, withdrawals are recorded in a 
column to the right of Chris Clark, Capital. The effect of the $2,000 withdrawal is 
as follows: 


Assets = ( Liabilities + Owner's Equity 
Accounts Chris Clark, Chris Clark, Fees Wages 
Cash + Supp. + Land | —J Payable + Capital - Drawing + Earned - Exp. - 
Bal. 7,900 550 20,000 400 25,000 7,500 —2,125 
h. -—2,000 me Reece —2,000 
Bal. 5,900 550 20,000 400 25,000 -2,000 7,500 -2,125 


Summary The transactions of NetSolutions are summarized at the top of the next 
page. Each transaction is identified by letter, and the balance of each accounting 
equation element is shown after every transaction. 


You should note the following: 


1. The effect of every transaction is an increase or a decrease in one or more of the ac- 
counting equation e/2ements. 

2. The two sides of the accounting equation are dlways equal. 

3. The owner’s equity is increased by amounts invested by the owner and is decreased 
by withdrawals by the owner. In addition, the owner's equity is increased by revenues 
and is decreased by expenses. 


Utilities 


Exp. = 


-450 


-450 


Misc. 
Exp. 
-275 


=2Y'5 


Transaction H 


Supplies Utilities | Misc. 
EXP) es EXps Expr 
-800 -450 -275 
-800 -450 =275 
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Assets = Liabilities + Owner's Equity 
Accounts Chris Clark, Chris Clark, | Fees Wages Rent Supplies Utilities Misc. 

Cash +Supp. + Land = Payable + Capital - Drawing + Earned — Exp. - Exp. - Exp. - Exp. — Exp. 
a. +25,000 +25,000 
b. -20,000 +20,000 
Bal. 5,000 20,000 25,000 
C. +1,350 +1,350 
Bal. 5,000 +1,350 20,000 +1,350 25,000 
d. +7,500 +7,500 
Bal. 12,500 1,350 20,000 1,350 25,000 7,500 
e _-3,650 -2,125 -800 -450 9-275 
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 -2,125 -800 -450 -275 
f. -950 -950 a tC OF cad 
Bal. 7,900 1,350 20,000 400 25,000 7,500 -2,125 -800 -450 =275 
g. -800 cep 2000 pel 24a 
Bal. 7,900 550 20,000 400 25,000 7,500 -2,125 -800 -800 -450 -275 
h. —2,000 —2,000 yi ba) webrt 2 cleat 
Bal. "5,900 550 20,000 400 25,000 —2,000 7,500  -2,125 -800 -800 —450 =2ID 


EXHIBIT 5_— ~ 


Types of Owner’s Equity 

Transactions 

Affecting | Types of = — — —= 

Owner's Equity Transactions Ose eaer’s Revenues Expenses 
Investments Withdrawals 


——— ,—_— 


Net Income (Net Loss) 


Example Exercise 1-3 ry 


Salvo Delivery Service is owned and operated by Joel Salvo. The following selected transactions were completed by 
Salvo Delivery Service during February: 


1. Received cash from owner as additional investment, $35,000. 
2. Paid creditors on account, $1,800. 

Billed customers for delivery services on account, $11,250. 
Received cash from customers on account, $6,740. 

Paid cash to owner for personal use, $1,000. 


oie CS 


Indicate the effect of each transaction on the accounting equation elements (Assets, Liabilities, Owner's Equity, Drawing, 


Revenue, and Expense). Also, indicate the specific item within the accounting equation element that is affected. To 
illustrate, the answer to (1) is shown below. 


(1) Asset (Cash) increases by $35,000; Owner's Equity (Joel Salvo, Capital) increases by $35,000. 
Follow My Example 1-3 


(2) Asset (Cash) decreases by $1,800; Liability (Accounts Payable) decreases by $1,800. 

(3) Asset (Accounts Receivable) increases by $11,250; Revenue (Delivery Service Fees) increases by $11,250. 
(4) Asset (Cash) increases by $6,740; Asset (Accounts Receivable) decreases by $6,740. 
(5) Asset (Cash) decreases by $1,000; Drawing (Joel Salvo, Drawing) increases by $1,000. 


pot ERIE TMG ieintie Beraie Bien awe 89.40 0:6/9/80/e:s/Riaete vie, ee 0i6)a\eiacwis\s\aleo\n le a/Ais.v.0\n\a, jaime sinie.e\nyw/SeCeyo)misioleolalistach al Wia'ele is TMiaual cs arrpleetete rete wlan che coer ee Ta 
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Practice Exercises: PE 1-3A,PE1-3B_ | 
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° e 
Financial Statements = Describe the 

financial 
After transactions have been recorded and summarized, reports are prepared for users. giaterments oie 
The accounting reports providing this information are called financial statements. The Peete ae 
primary financial statements of a proprietorship are the income statement, the statement on ana 
of owner’s equity, the balance sheet, and the statement of cash flows. The order that the cares” 


financial statements are prepared and the nature of each statement is described as follows. 


Order 
Prepared _ Financial Statement Description of Statement 

1. Income statement A summary of the revenue and expenses for a specific 
period of time, such as a month or a year. 

2 Statement of owner’s A summary of the changes in the owner's equity that 

equity have occurred during a specific period of time, such as a 

month or a year. 

3: Balance sheet A list of the assets, liabilities, and owner's equity as of 


a specific date, usually at the close of the last day of a 
month or a year. 

4. Statement of cash flows A summary of the cash receipts and cash payments for a 
specific period of time, such as a month or a year. 


The four financial statements and their interrelationships are illustrated in Exhibit 6, 
on page 17. The data for the statements are taken from the summary of transactions 
of NetSolutions on page 14. 

All financial statements are identified by the name of the business, the title of the 
statement, and the date or period of time. The data presented in the income statement, 
the statement of owner’s equity, and the statement of cash flows are for a period of 
time. The data presented in the balance sheet are for a specific date. 


Income Statement 


The income statement reports the revenues and expenses for a period of time, Note: 
based on the matching concept. This concept is applied by matching the expenses When revenues exceed 
incurred during a period with the revenue that those expenses generated. The excess eS 
of the revenue over the expenses is called net income, net profit, or earnings. If hefnrehinare x angel 
the expenses exceed the revenue, the excess is a net loss. When expenses exceed 
The revenue and expenses for NetSolutions were shown in the equation as __ revenues, it is referred 
separate increases and decreases. Net income for a period increases the owner’s teas net loss. 
equity (capital) for the period. A net loss decreases the owner’s equity (capital) for 
the period. 
The revenue, expenses, and the net income of $3,050 for NetSolutions are reported 
in the income statement in Exhibit 6, on page 17. The order in which the expenses 
are listed in the income statement varies among businesses. Most businesses list 
expenses in order of size, beginning with the larger items. Miscellaneous expense is 


usually shown as the last item, regardless of the amount. 


Example Exercise 1-4 


The revenues and expenses of Chickadee Travel Service for the year ended April 30, 2012, are listed below. 


Fees earned $263,200 
Miscellaneous expense 12,950 
Office expense 63,000 
Wages expense 131,700 


Prepare an income statement for the current year ended April 30, 2012. 


(Continued) 
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Follow My Example 1-4 
| | 
Chickadee Travel Service | 
| Income Statement 

For the Year Ended April 30, 2012 | 
FOGS Gale noice. casccneaennsciwi cain dreads $263,200 | 
Expenses: ; 
/ WhaQes OXDONSe cies ices iiscoteessovenspassasoreess $131,700 . 
Office expanse. cuca siete hae 63,000 I 
MiscellaneOUs CXPENSE ......sssseseesseceeeeenneees 12,950 | 
TOtaliexDenSes waaiedi Gesivcstenscaen neers 207,650 
Net IMGOME Hisccsciec nomen in aeecenstacnives $55,550 [ 
3 Be 
| 
escape cece boEeSakotweu Sessasendgniessdueanwersecoesctataaeaensvrmnacor tie debe sar etimees say sums cannes cs sy qaieremellonntiainasainetagnae- sites eaibanenmnas . 


Practice Exercises: PE 1-4A, PE 1-4B 


Statement of Owner's Equity 
The statement of owner’s equity reports the changes in the owner’s equity for a 
period of time. It is prepared after the income statement because the net income 
or net loss for the period must be reported in this statement. Similarly, it is pre- 
pared before the balance sheet, since the amount of owner’s equity at the end of 
the period must be reported on the balance sheet. Because of this, the statement 
of owner’s equity is often viewed as the connecting link between the income state- 
ment and balance sheet. 

Three types of transactions affected owner’s equity of NetSolutions during November: 


1. the original investment of $25,000, 
2. the revenue and expenses that resulted in net income of $3,050 for the month, and 
3. a withdrawal of $2,000 by the owner. 


The preceding information is summarized in the statement of owner’s equity in Exhibit 6. 


Example Exercise 1-5 


Using the income statement for Chickadee Travel Service shown in Example Exercise 1-4, prepare a statement of 
owner's equity for the year ended April 30, 2012. Adam Cellini, the owner, invested an additional $50,000 in the 
business and withdrew cash of $30,000 for personal use during the year. The capital of the owner, Adam Cellini, was 
$80,000 on May 1, 2011, the beginning of the current year. 


Follow My Example 1-5 


Chickadee Travel Service 
Statement of Owner’s Equity 
For the Year Ended April 30, 2012 


bdamceliint: capital May 1,200 V ssasacaistslsa, ance eauckcce atm tea $ 80,000 
Additional investment by owner Curing Veal srssssssssssssssssssssssssssssssssssssssssssee $ 50,000 
NQEHICONMMESTOR TG: WRAL IS, 3. kiss cdoesastveattansccanvcsueecee vale sears Sarees eee 55,550 

$105,550 
ASE ANE TL ANNALS einai araccvtsss gaps anaensnsdesa ab endows humus oaoeaee ee 30,000 
PAGIEASE NG OVNINER'S CUNY 25.50 saan oust ncatsmr eee Sen eee Vfssj5\0) 


etadaatossbasbabosncastsveetrsvareczesenl eV coe eeM ean TRetTTE $155,550 
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Practice Exercises: PE 1-5A, PE 1-5B 
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Balance Sheet 


The balance sheet in Exhibit 6 reports the amounts of NetSolutions’ assets, liabilities, 
and owner’s equity as of November 30, 2011. The asset and liability amounts are taken 
from the last line of the summary of transactions on page 14. Chris Clark, Capital 
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NetSolutions 
Income Statement 
For the Month Ended November 30, 2011 


Fees earned 


J. co CNT O GORROM CoE BT eM AR aH cig ao et idiora vic elvis as sien $7,500 


ALS Sei SSC BREN ES i eB a SE Si BS SURO z 


Expenses: 
Wades xPenseie mass hinuh shad sien toe ithe Aa ty Eee $2125 
PROIE NOR Heater ah homing c oth a \ehie ids acces! cate le, 800 | 
DUPRE eMORU Se ers aul rece en Uli era Aoi 800 
Pan ERMC cn soe aiiitia id. eek hic fe oe 450 
MISCCIIAMEOUSTEXDEhSel tere rae cst ele tne immer 275 

MOtalexDenSeunem a saat ise eum eb Oh ie Ce abort 4,450 | 

NGWINGOME Nastia meh Gaus cae giMe al ce Nei yee LG lie, eal, $3,050 


NetSolutions 
Statement of Owner’s Equity 
For the Month Ended November 30 2011 


Chris Clark, capital, November 1, 2011............0.5. Suen egre 
InvestmentoniNovember 1.2011 aaccc sen cles ee EAN eaten $25,000 


NN cc Ne RRC CO 


NeEmcomejtorNOVeMmbent ct: cs ese kco liked roe ate ee ale 3,050 i 

§ 28,050 

PessiwithGrawalsyacnn nee ree ns Aree ree eile allie 2,000 i 
INGFEASENN OWNERS GQUITYi, a creas) cs tiwe es Wises nee ee 26,050 | 

| Chris Clark, capital, November 30, 2011............ccccce cece eeeeas $26,050 


NetSolutions 
Balance Sheet 
November 30, 2011 


Assets Liabilities 
Accounts payable 
Owner's Equity 
20,000 ~ Chris Clark, capital 
$26,450 Total liabilities and owner’s equity $ 26,450 


eee ee reece cereccars eee ec 


NetSolutions 
Statement of Cash Flows 
For the Month Ended November 30, 2011 


Cash flows from operating activities: 

Cash received from customers 

Deduct cash payments for expenses and payments 

to creditors 

Net cash flow from operating activities 
Cash flows from investing activities: 

Cash payments for purchase of land 
Cash flows from financing activities: 

Cash received as owner's investment $25,000 

Deduct cash withdrawal by owner 2,000 

Net cash flow from financing activities 23,000 
Net cash flow and November 30, 2011, cash balance $ 5,900 


SEEel {icant ee near oe amaneaeme ceetmeae teeeeee ene 


Meee eee Peas 
EXHIBIT 6 
Financial 
Statements for 
NetSolutions 
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as of November 30, 2011, is taken from the statement of owner’s equity. The form 
of balance sheet shown in Exhibit 6 is called the account form. This is because it 
resembles the basic format of the accounting equation, with assets on the left side 


Bank loan officers use and the liabilities and owner’s equity sections on the right side.’ 
a business's financial The assets section of the balance sheet presents assets in the order that they 
phates ai tinesoin will be converted into cash or used in operations. Cash is presented first, followed 


rant a loan : ; ee 
oe Ones by receivables, supplies, prepaid insurance, and other assets. The assets of a more 


the loan is granted, permanent nature are shown next, such as land, buildings, and equipment. 
the borrower may be In the liabilities section of the balance sheet in Exhibit 6, accounts payable is the 
required to maintain a only liability. When there are two or more liabilities, each should be listed and the 


sorateN af assels total amount of liabilities presented as follows: 
in excess of liabilities. 


The business’s financial 


statements are used to Liabilities 
monitor this level. Accounts payable $12,900 
Wages payable 2,570 
Total liabilities $15,470 
Example Exercise 1-6 = 


Using the following data for Chickadee Travel Service as well as the statement of owner's equity shown in Example 
Exercise 1-5, prepare a balance sheet as of April 30, 2012. 


Accounts receivable $31,350 
Accounts payable 12,200 
Cash 53,050 
Land 80,000 
Supplies 3,350 


Follow My Example 1-6 


Chickadee Travel Service 
Balance Sheet 


April 30, 2012 
Assets Liabilities 
GEE) Ile Sc PENROSE AAP aon Genie 553,050." Accounts payableiary.ce s-.a0 sas joxeuecs $ 12,200 
Accounts receivable .................. 31,350 
ONS yeaa rath an ate et dU Misialynrs 3,350 Owner’s Equity 
[Elna iis ieee a mtea tier et ae RN oN Lal Ain 80,000... Adam Cellini, Capital... chs. ssicen ene nctiernnre 155,550 
Motaliassetsuc ter een ee ony he $167,750 Total liabilities and owner's equity .......... $167,750 


DIP 98 04.4 O' 0) (a) 010/80) 46) 0106) 6' 8/6) 4.4.9 © 6)0\m:6\va-a\w aloe 0.8 Rave @ 0 Pine vier eialacace le Ole) sme, W\¢)oiarb i einlailh we Musi evaha)ia aiminrepaa eiiaiaidleieiele a) alle eu, onmipi sl Wibl pine eu iW\ieraiiaiie.S/p,6)mial sie) si =a bla) eis bie a tn lerkial@ieemial oieenyerana/lavaiaierereraeteleratt 


Practice Exercises: PE 1-6A, PE 1-6B 


Statement of Cash Flows 


The statement of cash flows consists of the following three sections, as shown in 
Exhibit 6: 


1. operating activities, 
2. investing activities, and 
3. financing activities. 


Each of these sections is briefly described below. 


Cash Flows from Operating Activities This section reports a summary of cash 
receipts and cash payments from operations. The net cash flow from operating activities 
normally differs from the amount of net income for the period. In Exhibit 6, NetSolutions 


3 An alternative form of balance sheet, called the report form, is illustrated in Chapter 6. It presents the liabilities and owner's equity 
sections below the assets section. 
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reported net cash flows from operating activities of $2,900 and net income of $3,050. This 
difference occurs because revenues and expenses may not be recorded at the same time 
that cash is received from customers or paid to creditors. 


Cash Flows from Investing Activities This section reports the cash transactions for 


the acquisition and sale of relatively permanent assets. Exhibit 6 reports that NetSolutions 
paid $20,000 for the purchase of land during November. 


Cash Flows from Financing Activities This section reports the cash transactions 
related to cash investments by the owner, borrowings, and withdrawals by the owner. 
Exhibit 6 shows that Chris Clark invested $25,000 in the business and withdrew $2,000 
during November. 

Preparing the statement of cash flows requires that each of the November cash 
transactions for NetSolutions be classified as an operating, investing, or financing 
activity. Using the summary of transactions shown on page 14, the November cash 
transactions for NetSolutions are classified as follows: 


Transaction Amount Cash Flow Activity 
a. $25,000 Financing (Investment by Chris Clark) 
b. —20,000 Investing (Purchase of land) 
d. 7,500 Operating (Fees earned) 
e. -3,650 Operating (Payment of expenses) 
f. -950 Operating (Payment of account payable) 
h. -2,000 Financing (Withdrawal by Chris Clark) 


Transactions (c) and (g) are not listed above since they did not involve a cash 
receipt or payment. In addition, the payment of accounts payable in transaction (f) is 
classified as an operating activity since the account payable arose from the purchase of 
supplies, which are used in operations. Using the preceding classifications of Novem- 
ber cash transactions, the statement of cash flows is prepared as shown in Exhibit 6.‘ 

The ending cash balance shown on the statement of cash flows is also reported 
on the balance sheet as of the end of the period. To illustrate, the ending cash of 
$5,900 reported on the November statement of cash flows in Exhibit 6 is also reported 
as the amount of cash on hand in the November 30, 2011, balance sheet. 

Since November is NetSolutions’ first period of operations, the net cash flow for 
November and the November 30, 2011, cash balance are the same amount, $5,900, 
as shown in Exhibit 6. In later periods, NetSolutions will report in its statement of 
cash flows a beginning cash balance, an increase or a decrease in cash for the period, 
and an ending cash balance. For example, assume that for December NetSolutions 
has a decrease in cash of $3,835. The last three lines of NetSolutions’ statement of 
cash flows for December would be as follows: 


Decrease in cash $3,835 
Cash as of December 1, 2011 5,900 
Cash as of December 31, 2011 $2,065 


Example Exercise 1-7 


A summary of cash flows for Chickadee Travel Service for the year ended April 30, 2012, is shown below. 


Cash receipts: 
Cash received from customers $251,000 
Cash received from additional investment of owner 50,000 


Cash payments: 


Cash pad fOr CXPAMSeSsy ... sinus iraa’s be). ales doisin wiejed viata wleie tb sini wle eaenie ale cies 210,000 
Gash oaiel ROR TAIN @ receigtis « Leiacrm cule ysl | Sampler sales .ninys Lb ent ae oe Ree: 80,000 
Cash paid to owner for personal USE ....... cee cece eee e eee eee teen nett e ene 30,000 


The cash balance as of May 1, 2011, was $72,050. Prepare a statement of cash flows for Chickadee Travel Service for the 


year ended April 30, 2012. 


4This method of preparing the statement of cash flows is called the “direct method” This method and the indirect method are 
discussed further in Chapter 16. 


( 


Continued) 
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Sone 


y Example 1-7 > 


acl sili ai eS 


ollow 


Chickadee Travel Service - 
Statement of Cash Flows 
For the Year Ended April 30, 2012 
Cash flows from operating activities: 
Cash received from customers $251,000 
Deduct cash payments for expenses 210,000 
Net cash flows from operating activities : ss | $41,000 - 
Cash flows from investing activities: ? 
Cash payments for purchase of land (80,000) 
Cash flows from financing activities: 
Cash received from owner as investment 
Deduct cash withdrawals by OWNEFr .... 2... e cece eect eee 
Net cash flows from financing activities 20,000 — 
-_§(19,000) 
72,050 
$ 53,050 


Practice Exercises: PE 1-7A,PE1-7B 


Interrelationships Among Financial Statements 


Financial statements are prepared in the order of the income statement, statement 
of owner’s equity, balance sheet, and statement of cash flows. This order is im- 
portant because the financial statements are interrelated. These interrelationships 
for NetSolutions are shown in Exhibit 6 and are described below.’ 


Financial Statements __Interrelationship NetSolutions Example (Exhibit 6) 
Income Statement Net income or net loss reported on the NetSolutions’ net income of $3,050 

and Statement of income statement is also reported on for November is added to Chris Clark's 
Owner's Equity the statement of owner's equity as either investment of $25,000 in the statement 


an addition (net income) to or deduction — of owner's equity. 
(net loss) from the beginning owner's 

equity and any additional investments 

by the owner during the period. 


Statement of Owner's Owner's capital at the end of the Chris Clark, Capital of $26,050 as of 
Equity and Balance period reported on the statement of November 30, 2011, on the statement 
Sheet owner's equity is also reported on the of owner's equity also appears on the 
balance sheet as owner's capital. November 30, 2011, balance sheet as 
Chris Clark, Capital. 
Balance Sheet and The cash reported on the balance Cash of $5,900 reported on the 
Statement of Cash sheet is also reported as the end-of- balance sheet as of November 30, 2011, 
Flows period cash on the statement of is also reported on the November 
cash flows. statement of cash flows as the end-of- 
period cash. 


The preceding interrelationships are important in analyzing financial statements 
and the impact of transactions on a business. In addition, these interrelationships 
serve as a check on whether the financial statements are prepared correctly. For 


example, if the ending cash on the statement of cash flows doesn’t agree with the 
balance sheet cash, then an error has occurred. 


5 Depending on the method of preparing the cash flows from Operating activities section of the statement of cash flows, net income 


(or net loss) may also appear on the statement of cash flows. This interrelationship or method of preparing the statement of cash 
flows, called the “indirect method,” is described and illustrated in Chapter 16. 
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Financial Analysis and Interpretation: 
Ratio of Liabilities to Owner’s Equity 


The basic financial statements illustrated in this chapter are useful to bankers, credi- Describe and 
tors, owners, and others in analyzing and interpreting the financial performance and illustrate the 
condition of a company. Throughout this text, various tools and techniques that are _ s¢ of the ratio of 
often used to analyze and interpret a company’s financial performance and condition _ bilities to owner's 
are described and illustrated. The first such tool that is discussed is useful in analyz- LUG CIEE: 
ing the ability of a company to pay its creditors. s cones financial 

The relationship between liabilities and owner’s equity, expressed as a ratio of ees 
liabilities to owner’s equity, is computed as follows: 


Ratio of Liabilities 


to Owner's Equity ~ 


Total Liabilities 


Total Owner's Equity (or Total 
Stockholders’ Equity) 


NetSolutions’ ratio of liabilities to owner’s equity at the end of November is 0.015, 
as computed below. 


Ratio of Liabilities _ $400 


to Owner's Equity $26,050 ares 


- Corporations refer to total owner’s equity as total stockholders’ equity. Thus, total 
stockholders’ equity is substituted for total owner’s equity when computing this ratio. 

To illustrate, balance sheet data Gn millions) for Google Inc. and McDonald's 
Corporation are shown below. 


Dec. 31, Dec. 31, 
2009 2008 
Google Inc. 
Total liabilities $ 3,529 $ 2,646 
Total stockholders’ equity 28,239 22,690 
McDonald's Corporation 
Total liabilities $15,079 $14,112 
Total stockholders’ equity 13,383 15,280 


The ratio of liabilities to stockholders’ equity as of December 31, 2009 and 2008 
for Google and McDonald’s is computed below. 


Dec. 31, Dec. 31, 
2009 2008 
Google Inc. 
Total liabilities $ 3,529 $ 2,646 
Total stockholders’ equity 28,239 22,690 
Ratio of liabilities to stockholders’ equity 0.12 0.12 
($3,529/$28,239) ($2,646/$22,690) 
McDonald's Corporation 
Total liabilities $15,079 $14,112 
Total stockholders’ equity 13,383 15,280 
Ratio of liabilities to stockholders’ equity (les 0.92 
($15,079/$13,383) ($14,112/$15,280) 


The rights of creditors to a business’s assets come before the rights of the owners 
or stockholders. Thus, the lower the ratio of liabilities to owner’s equity, the better 
able the company is to withstand poor business conditions and pay its obligations 
to creditors. 

Google is unusual in that it has a very low amount of liabilities; thus, its ratio of 
liabilities to stockholders’ equity of 0.12 is small. In contrast, McDonald’s has more 
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liabilities; its ratio of liabilities to stockholders’ equity is 1.13 and 0.92 on Decempes 
31, 2009 and 2008, respectively. Since McDonald’s ratio of liabilities to stockholders 
equity increased slightly from 2008 to 2009, its creditors are slightly more at risk on 
December 31, 2009, as compared to December 31, 2008. Also, McDonald’s creditors 
are more at risk than are Google’s creditors. The creditors of both companies are, 
however, well protected against the risk of nonpayment. 


Example Exercise 1-8 Ratio of Liabilit Owne! | _ 
The following data were taken from Hawthorne Company's balance sheet: 


Dec. 31, Dec. 31, 


2012 2011 
Total liabilities $120,000 $105,000 
Total owner's equity 80,000 75,000 


a. Compute the ratio of liabilities to owner's equity. 
b. Has the creditors’ risk increased or decreased from December 31, 2011, to December 31, 2012? 


Follow My Example 1-8 | 


a. Dec. 31, Dec. 31, 
2012 } 2011 
Total liabilities $120,000 $105,000 
Total owner's equity 80,000 75,000 
Ratio of liabilities to owner's equity 1.50 1.40 


($120,000/$80,000) ($105,000/$75,000) 


b. Increased 


ee ee ee rr er ei er i rr rr rr rrr rt 


Practice Exercises: PE 1-8A, PE 1-8B 


At a Glance 


Describe the nature of a business, the role of accounting, and ethics in business. 


Key Points A business provides goods or services (outputs) to customers with the objective of earning a 
profit. Three types of businesses include service, merchandising, and manufacturing businesses. 

Accounting is an information system that provides reports to users about the economic activities and 
condition of a business. 

Ethics are moral principles that guide the conduct of individuals. Good ethical conduct depends on 
individual character and firm culture. 

Accountants are engaged in private accounting or public accounting. 


Learning Outcomes Example Practice 
Exercises Exercises 


* Distinguish among service, merchandising, and manufacturing businesses. 


* Describe the role of accounting in business and explain why account- 
ing is called the “language of business.” 


* Define ethics and list the two factors affecting ethical conduct. 


* Describe what private and public accounting means. 
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| Summarize the development of accounting principles and relate them to practice. 


Key Points Generally accepted accounting principles (GAAP) are used in preparing financial statements. 
Accounting principles and concepts develop from research, practice, and pronouncements of authoritative 
bodies. 

The business entity concept views the business as an entity separate from its owners, creditors, or other 
businesses. Businesses may be organized as proprietorships, partnerships, corporations, and limited liability 
companies. The cost concept requires that purchases of a business be recorded in terms of actual cost. The 
objectivity concept requires that the accounting records and reports be based on objective evidence. The 
unit of measure concept requires that economic data be recorded in dollars. 


ili ners 


Learning Outcomes Example Practice 
Exercises Exercises 


* Explain what is meant by generally accepted accounting principles. 


* Describe how generally accepted accounting principles are developed. 


a Ni eS ae HS MSA SSN se i a 
ngs rm eee SoReOe S HIS Rrereos eoeneseNece h  ese e NRO 


* Describe and give an example of what is meant by the business 
entity concept. 


Describe the characteristics of a proprietorship, partnership, 
corporation, and limited liability company. 


i SS NR TEL CT et 
e 


* Describe and give an example of what is meant by the cost concept. EE1-1 PE1-1A, 1-1B 


* Describe and give an example of what is meant by the 
objectivity concept. 


* Describe and give an example of what is meant by the unit of 
measure concept. | 


| suaiaaseei ea Aes 


State the accounting equation and define each element of the equation. 


Key Points The resources owned by a business and the rights or claims to these resources may be stated in 
the form of an equation, as follows: 


Assets = Liabilities + Owner’s Equity 


Learning Outcomes oe 
¢ State the accounting equation. 
* Define assets, liabilities, and owner’s equity. 


* Given two elements of the accounting equation, solve for the third PE1-2A, 1-2B 
element. 


Describe and illustrate how business transactions can be recorded in terms of the resulting 
change in the elements of the accounting equation. 


Key Points All business transactions can be stated in terms of the change in one or more of the three ele- 
ments of the accounting equation. 


: ; Example Practice 
| Learning Outcomes Exercises Exercises 


e Define a business transaction. 


* Using the accounting equation as a framework, record transactions. EE1-3 PE1-3A, 1-3B 


: 
TN aN ER SD ee 
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Describe the financial statements of a proprietorship and explain how they interrelate. 


Key Points The primary financial statements of a proprietorship are the income statement, the statement of 
owner’s equity, the balance sheet, and the statement of cash flows. The income statement reports a period’s 
net income or net loss, which is also reported on the statement of owner’s equity. The ending owner's capi- 


tal reported on the statement of owner's equity is also reported on the balance sheet. The ending cash bal- 


ance is reported on the balance sheet and the statement of cash flows. 


Example Practice 
Learning Outcomes Exercises Exercises 
* List and describe the financial statements of a proprietorship. 
¢ Prepare an income statement. EE1-4 PE1-4A, 1-4B 
* Prepare a statement of owner’s equity. EE1-5 PE1-5A, 1-5B 
* Prepare a balance sheet. EE1-6 PE1-6A, 1-6B 
* Prepare a statement of cash flows. EE1-7 PE1-7A, 1-7B 
¢ Explain how the financial statements of a proprietorship are interrelated. 


See 


Describe and illustrate the use of the ratio of liabilities to owner's equity in evaluating a 


company’s financial condition. 


Key Points A ratio useful in analyzing the ability of a business to pay its creditors is the ratio of liabilities 
to owner's (stockholders’) equity. The lower the ratio of liabilities to owner’s equity, the better able the 
company is to withstand poor business conditions and pay its obligations to creditors. 


Learning Outcomes 


¢ Describe the usefulness of the ratio of liabilities to owner’s 


(stockholders’) equity. 


* Compute the ratio of liabilities to owner's (stockholders’) equity. 


Example Practice 
Exercises Exercises 
EE1-8 PE1-8A, 1-8B 


Key Terms 


account form (18) 
account payable (11) 
account receivable (12) 
accounting (3) 
accounting equation (9) 
assets (9) 

balance sheet (15) 
business (2) 


business entity concept (7) 


business transaction (9) 


Certified Public Accountant 


(CPA) (6) 


corporation (8) 


LLL LL LLL LENE TT LN LET ON ITE NE EE TTL ON OTE NET TNT TIE TES Ger creer 


cost concept (8) 
earnings (15) 

ethics (4) 

expenses (12) 

fees earned (12) 
financial accounting (3) 


Financial Accounting Standards 
Board (FASB) (7) 


financial statements (15) 


general-purpose financial 
statements (4) 


generally accepted accounting 
principles (GAAP) (6) 


income statement (15) 
interest revenue (12) 


International Accounting 
Standards Board (IASB) (7) 


liabilities (9) 


limited liability company 
(LLC) (8) 


management (or managerial) 
accounting (3) 


manufacturing business (2) 
matching concept (15) 
merchandising business (2) 
net income (or net profit) (15) 
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net loss (15) proprietorship (7) Securities and Exchange 
objectivity concept (8) public accounting (6) Commission (SEC) (7) 
owner's equity (9) ratio of liabilities to owner’s service business (2) 
partnership (7) (stockholders’) equity (21) statement of cash flows (15) 
prepaid expenses (11) rent revenue (12) statement of owner’s 
private accounting (3) revenue (11) equity (15) 

profit (2) sales (12) unit of measure concept (8) 


Illustrative Problem 


Cecil Jameson, Attorney-at-Law, is a proprietorship owned and operated by Cecil Jameson. 
On July 1, 2011, Cecil Jameson, Attorney-at-Law, has the following assets and liabilities: 
cash, $1,000; accounts receivable, $3,200; supplies, $850; land, $10,000; accounts payable, 
$1,530. Office space and office equipment are currently being rented, pending the con- 
struction of an office complex on land purchased last year. Business transactions during 
July are summarized as follows: 


a. Received cash from clients for services, $3,928. 

b. Paid creditors on account, $1,055. 
Received cash from Cecil Jameson as an additional investment, $3,700. 
Paid office rent for the month, $1,200. 
Charged clients for legal services on account, $2,025. 


€ 
d 

e 

f. Purchased supplies on account, $245. 

g. Received cash from clients on account, $3,000. 
h 


. Received invoice for paralegal services from Legal Aid Inc. for July (to be paid on 
August 10), $1,635. 


i. Paid the following: wages expense, $850; answering service expense, $250; utilities 
expense, $325; and miscellaneous expense, $75. 


j. Determined that the cost of supplies on hand was $980; therefore, the cost of sup- 
plies used during the month was $115. 


k. Jameson withdrew $1,000 in cash from the business for personal use. 


Instructions 


1. Determine the amount of owner’s equity (Cecil Jameson’s capital) as of July 1, 2011. 


2. State the assets, liabilities, and owner’s equity as of July 1 in equation form similar 
to that shown in this chapter. In tabular form below the equation, indicate the in- 
creases and decreases resulting from each transaction and the new balances after 
each transaction. 


3. Prepare an income statement for July, a statement of owner’s equity for July, and a 
balance sheet as of July 31, 2011. 


4. (Optional). Prepare a statement of cash flows for July. 


Solution 


1. 
Assets — Liabilities = Owner’s Equity (Cecil Jameson, capital) 
($1,000 + $3,200 + $850 + $10,000) — $1,530 = Owner’s Equity (Cecil Jameson, capital) 
$15,050 — $1,530 = Owner’s Equity (Cecil Jameson, capital) 
$13,520 = Owner’s Equity (Cecil Jameson, capital) 


Fees earned 


Expenses: 


Paralegal expense 
Rent expense 
Wages expense 


Utilities expense 


Answering service expense 
Supplies expense 
Miscellaneous expense 
Total expenses 

Net income 


Cecil Jameson, capital, July 1, 2011 


Additional investment by owner 
Net income for the month 


Cecil Jameson, A 


Income Statement 
For the Month Ended July 31, 2011 


= (5) siWieVt e/a. aiesote laheiehetwlal eal crete ae Ghee ee $3,700 
Syimleag e's: eanva iufelocaea Wore: dicen a deyellntSanan GRATER ena 1,503 


a Rasiattng'ay 4 gavelen ste) Shy We cl also 0's, as ahelGN ORS el mala ee Oat ne 1,000 


eT Tr Ses ee ake hin esc $13,520 
$5,203 
OLS PALME r occ wos citcktiog nyc ot canon a 4,203 
pet SIG (aldis teu RTA a $17,723 
(continued) 
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De 
Assets = Liabilities + Owner's Equity 
Cecil Cecil Answering 
Accts. Accts Jameson, Jameson, Fees Paralegal Rent Wages Utilities Service Supp Misc. 

Cash + Rec. + Supp. + Land = Pay. + Capital —- Drawing + Earned - Exp. — Exp.— Exp: = ExXDaag = Exp. — Exp. — Exp. 
Bal. 1,000 3,200 850 10,000 1,530 13,520 
a. +3,928 3,928 
Bal "4,928 3,200 850 10,000 1,530 13,520 3,928 
be -.=1,055 —1,055 
Bal "3,873 3,200 850 10,000 475 13,520 3,928 
£3,700 +3,700 
Bal “7573 3,200 850 10,000 475 17,220 3,928 
d. -1,200 —1,200 
Bal. 6,373 3,200 850 10,000 475. 47,220 3,928 ~1,200 
@ + 2,025 +2,025 
Bal. 6,373 5,225 850 10,000 475 17,220 5,953 —1,200 
f. +245 +245 
Bal. 6,373 5,225 1,095 10,000 720 17,220 5,953 —1,200 
g. +3,000 3,000 
Bal. 9,373 D225 1,095 10,000 720 17,220 5,953 -1,200 
h. +1,635 =1,635 
Bal. 9,373 2,225 1,095 10,000 2309 17,220 5,953 1,635 -1,200 
i, =1,500 -850 © -325 =250 -75 
Bal. 7,873 2,225 1,095 10,000 2355 17,220 5,953 —1/635 —1,200 -—850 325 —250 =75 
j. -115 he me PST re ees 
Bal. 7,873 2,225 980 10,000 2355 17,220 5,953 -1,635 -1,200 -850 -325 -—250 =115 =-75 
k. -1,000 -1,000 eos Scelabe ek 
Bal. 6,873 2,225 980 10,000 ABST) 1220 —1,000 5,953 =1,635 =1,200 -850 —325 —250 Stts =75 

Di 


torn 


SEE ad Cee Daren oc ne Aon Aen Bm ened ode albn ans Roh oc $5,953 


Ui 
RR RESTO ee HO SP TS TE TIL 


"oghrenne age ape eT 


seusiueneiesioabeouentecezaembescnsaciemierasmetcmetanes Ccaencinamrsrran nea Tac NO RC Te ete eR Oot eR NC er eee 


Cecil Jameson, Attorney-at-Law 
Statement of Owner's Equity 
For the Month Ended July 31, 2011 


Sa a ie a ho Canna ara teatro te 
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SAMAR 


Cecil Jameson, Attorney-at-Law | 
/ Balance Sheet | 
July 31, 2011 i 
Assets Liabilities 
b MAGA Mimpmberer snc ins st. verses 26,873> Accounts payable 2.00 foes Sh levey i 
| Accounts receivable..............; 2,225 Owner’s Equity 

: t 
| SUppliesmmecr at tick ico wel 980 Cecil Jameson, capital ............ 17,723 i 
| LECIN\e| at sneha eNO eer a ey nas 10,000 Total liabilities and owner's | 
| MOtalfassets ae ctetes hae) tee ee $20,078 QQUITY Smart tobe at eter enme, cs $20,078 : 


4. Optional. 


siemens omc NE ie alii ene : . 5 
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Cecil Jameson, Attorney-at-Law 
Statement of Cash Flows 
For the Month Ended July 31, 2011 


Cash flows from operating activities: 


eS a ED NG Oia i Se Si 


Gashireceived fromuCuStOMIerS tise Lalo es bass ee ee $6,928* 
a Deduct cash payments for operating expenses...............0.0e0es SVE ee 
Net cash flows from operating activities ............ 0. ccc cece eee euee SS ie 
,. GCashiflowsiromnvestingpactivities cj. same av anne chess ok ete — 
3 Cash flows from financing activities: 
Cash received from owner as investment.........2.0.csecseseceseeee $3,700 
Deducticash withdrawals: by Owners «ck. abs. cucaanths sos shee eaenee 1,000 
Net cash flows from finamcingiactivities seers oo unc. .bsaecce nes neces 2,700 
NEEINGreAs eineGaShisCUniNG VGal eer... nth c als sagas dae che viatstan wae $5,873 
Gas aSzOls EY IZ Olli ae caste terns cts tacit c venoms ean ten Gn tes each ut 1,000 
GASH ASTOR UI sa eed Olin s ceeer teal Mrs Mie sre espe tne nM dea S late ane Rl ont ga $6,873 


*$6,928 = $3,928 + $3,000 
**$3,755 = $1,055 + $1,200 + $1,500 


ee 
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Discussion Questions 


accepted the seller’s counteroffer of $82,000. De- 
scribe how A2Z Repair Service should record the 
land. 


1. Name some users of accounting information. 
2. What is the role of accounting in business? 


3. Why are most large companies like Microsoft, 6 
PepsiCo, Caterpillar, and AutoZone organized as f 
corporations? 


a. Land with an assessed value of $400,000 for 
property tax purposes is acquired by a busi- 
ness for $525,000. Ten years later, the plot of 
land has an assessed value of $700,000 and the 
business receives an offer of $1,000,000 for it. 
Should the monetary amount assigned to the 


4. Murray Stoltz is the owner of Ontime Delivery 
Service. Recently, Murray paid interest of $3,200 
on a personal loan cf $60,000 that he used to be- 


gin the business. Should Ontime Delivery Service 
record the interest payment? Explain. 


5. On October 3, A2Z Repair Service extended an of- 
fer of $75,000 for land that had been priced for sale 
at $90,000. On November 23, A2Z Repair Service 


land in the business records now be increased? 


b. Assuming that the land acquired in (a) was 


sold for $1,000,000, how would the various el- 
ements of the accounting equation be affected? 
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Describe the difference between an account re- 
ceivable and an account payable. 


A business had revenues of $430,000 and operating 
expenses of $615,000. Did the business (a) incur 
a net loss or (b) realize net income? 


A business had revenues of $825,000 and operating 
expenses of $708,000. Did the business (a) incur 
a net loss or (b) realize net income? 


10. What particular item of financial or operating data 


appears on both the income statement and the 
statement of owner’s equity? What item appears 
on both the balance sheet and the statement of 
owner’s equity? What item appears on both the 
balance sheet and the statement of cash flows? 
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Practice Exercises 


Learning 
Objectives 


OBJ.2 


OBJ.2 


OBJ.3 


OBJ.3 


OBJ.4 


Example 
Exercises 


EE 1-1 p38 


EE 1-1 p.8 


EE 1-2 p9 


EE 1-2 p.9 


EE1-3 p. /4 


PE 1-1A Cost concept 


On June 10, Easy Repair Service extended an offer of $95,000 for land that had been priced 
for sale at $118,500. On August 2, Easy Repair Service accepted the seller’s counteroffer 
of $105,000. On August 27, the land was assessed at a value of $80,000 for property tax 
purposes. On April 1, Easy Repair Service was offered $125,000 for the land by a national 
retail chain. At what value should the land be recorded in Easy Repair Service’s records? 


PE1-1B Cost concept 


On February 7, AAA Repair Service extended an offer of $50,000 for land that had been 
priced for sale at $65,000. On February 21, AAA Repair Service accepted the seller’s 
counteroffer of $57,500. On April 30, the land was assessed at a value of $40,000 for 
property tax purposes. On August 30, AAA Repair Service was offered $90,000 for the 
land by a national retail chain. At what value should the land be recorded in AAA Repair 
Service’s records? 


PE 1-2A Accounting equation 

Shannon Cook is the owner and operator of Galaxy LLC, a motivational consulting busi- 

ness. At the end of its accounting period, December 31, 2011, Galaxy has assets of 

$800,000 and liabilities of $450,000. Using the accounting equation, determine the fol- 

lowing amounts: 

a. Owner’s equity, as of December 31, 2011. 

b. Owner’s equity, as of December 31, 2012, assuming that assets increased by $175,000 
and liabilities decreased by $60,000 during 2012. 


PE1-2B Accounting equation 

Jan Petri is the owner and operator of You’re the One, a motivational consulting busi- 

ness. At the end of its accounting period, December 31, 2011, You’re the One has assets 

of $575,000 and liabilities of $125,000. Using the accounting equation, determine the 

following amounts: 

a. Owner’s equity, as of December 31, 2011. 

b. Owner’s equity, as of December 31, 2012, assuming that assets increased by $85,000 
and liabilities increased by $30,000 during 2012. 


PE 1-3A_ Transactions 
Queens Delivery Service is owned and operated by Lisa Dewar. The following selected 
transactions were completed by Queens Delivery Service during June: 


1. Received cash from owner as additional investment, $18,000. 
Paid creditors on account, $1,800. 
Billed customers for delivery services on account, $12,500. 


Received cash from customers on account, $6,900. 


es es 


Paid cash to owner for personal use, $4,000. 

Indicate the effect of each transaction on the accounting equation elements (Assets, Li- 
abilities, Owner’s Equity, Drawing, Revenue, and Expense). Also, indicate the specific 
item within the accounting equation element that is affected. To illustrate, the answer to 
(1) is shown below. 

(1) Asset (Cash) increases by $18,000; Owner’s Equity (Lisa Dewar, Capital) increases by 
$18,000. 
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EE 1-4 p16 


EE 1-4 p. 1/6 


EE 1-5 p. 16 


EE 1-5 p. 16 
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PE 1-3B Transactions 
Motorcross Delivery Service is owned and operated by Jim Smith. The following selected 
transactions were completed by Motorcross Delivery Service during February: 


1. Received cash from owner as additional investment, $30,000. 
Paid advertising expense, $1,200. 
Purchased supplies on account, $450. 


Billed customers for delivery services on account, $7,500. 


Ca St ANS 


Received cash from customers on account, $4,900. 

Indicate the effect of each transaction on the accounting equation elements (Assets, Li- 
abilities, Owner’s Equity, Drawing, Revenue, and Expense). Also, indicate the specific 
item within the accounting equation element that is affected. To illustrate, the answer to 
(1) is shown below. 

(1) Asset (Cash) increases by $30,000; Owner’s Equity Jim Smith, Capital) increases by 
$30,000. 


PE 1-4A_ Income statement 


The revenues and expenses of Dynasty Travel Service for the year ended June 30, 2012, 
are listed below. 


Fees earned $950,000 
Office expense 222,000 
Miscellaneous expense 16,000 
Wages expense 478,000 


Prepare an income statement for the current year ended June 30, 2012. 


PE 1-4B Income statement 


The revenues and expenses of Escape Travel Service for the year ended November 30, 
2012, are listed below. 


Fees earned $942,500 
Office expense 391,625 
Miscellaneous expense 15,875 
Wages expense 562,500 


Prepare an income statement for the current year ended November 30, 2012. 


PE 1-5A Statement of owner’s equity 


Using the income statement for Dynasty Travel Service shown in Practice Exercise 1-4A, 
prepare a statement of owner’s equity for the current year ended June 30, 2012. Nancy 
Coleman, the owner, invested an additional $60,000 in the business during the year and 
withdrew cash of $36,000 for personal use. Nancy Coleman, capital as of July 1, 2011, 
was $250,000. 


PE1-5B Statement of owner’s equity 


Using the income statement for Escape Travel Service shown in Practice Exercise 1-4B, 
prepare a statement of owner’s equity for the current year ended November 30, 2012. 
Brett Daniels, the owner, invested an additional $45,000 in the business during the year 


and withdrew cash of $25,000 for personal use. Brett Daniels, capital as of December 1, 
2011, was $475,000. 


PE 1-6A Balance sheet 


Using the following data for Dynasty Travel Service as well as the statement of owner’s 
equity shown in Practice Exercise 1-5A, prepare a balance sheet as of June 30, 2012. 
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Learning Example 

Objectives Exercises 
Accounts receivable S$ 64,000 
Accounts payable 24,000 
Cash 156,000 
Land 300,000 
Supplies 12,000 


OBJ.5 EE1-6 5/8 PE1-6B Balance sheet 


Using the following data for Escape Travel Service as well as the statement of owner’s 
equity shown in Practice Exercise 1-5B, prepare a balance sheet as of November 30, 2012. 


Accounts receivable § 94,375 
Accounts payable 52,500 
Cash 56,750 
Land 362,500 
Supplies 6,375 


OBJ.5 EE1-7 p20 PE1-7A Statement of cash flows 


A summary of cash flows for Dynasty Travel Service for the year ended June 30, 2012, 
is shown below. 


Cash receipts: 


Cash received from customers $920,000 
Cash received from additional investment of 60,000 
owner 

Cash payments: 
Cash paid for operating expenses 710,000 
Cash paid for land 208,000 
Cash paid to owner for personal use 36,000 


The cash balance as of July 1, 2011, was $130,000. 


Prepare a statement of cash flows for Dynasty Travel Service for the year ended June 
30, 2012. 


OBJ.5 EE1-7 » 20 PE1-7B Statement of cash flows 


A summary of cash flows for Escape Travel Service for the year ended November 30, 
2012, is shown below. 


Cash receipts: 


Cash received from customers $875,000 

Cash received from additional investment of owner 45,000 
Cash payments: 

Cash paid for operating expenses 912,500 

Cash paid for land 67,500 

Cash paid to owner for personal use 25,000 


The cash balance as of December 1, 2011, was $141,750. 
Prepare a statement of cash flows for Escape Travel Service for the year ended No- 
vember 30, 2012. 


OBJ.6 EE1-8 p22 PE1-8A Ratio of liabilities to owner’s equity 


Cw The following data were taken from White Company’s balance sheet: 
Dec. 31,2012 Dec.31,2011 
Total liabilities $375,000 $287,500 
Total owner's equity 300,000 250,000 


a. Compute the ratio of liabilities to owner’s equity. 
b. Has the creditor’s risk increased or decreased from December 31, 2011 to December 
31, 2012? 
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PE1-8B_ Ratio of liabilities to owner’s equity 
The following data were taken from Stone Company’s balance sheet: 


Dec. 31, 2012 Dec. 31, 2011 
Total liabilities $340,000 $300,000 
Total owner's equity 500,000 400,000 


a. Compute the ratio of liabilities to owner’s equity. 


b. Has the creditor’s risk increased or decreased from December 31, 2011 to December 
31, 2012? 


OBJ.1 


& 


OBJ. 1 


OBJ.2 


EX 1-1 Types of businesses : 
The following is a list of well-known companies. 

1. H&R Block 9. Procter & Gamble 

2. eBay Inc. 10. FedEx 

3. Wal-Mart Stores, Inc. 11. Gap Inc. 

4. Ford Motor Company 12. Hilton Hospitality, Inc. 

5. Citigroup 13%-EVS 

6. Boeing 14. Caterpillar 

7. SunTrust 15. The Dow Chemical Company 

8. Alcoa Inc. 

a. Indicate whether each of these companies is primarily a service, merchandise, or 


manufacturing business. If you are unfamiliar with the company, use the Internet to 
locate the company’s home page or use the finance Web site of Yahoo (http://finance. 
yahoo.com). 


b. For which of the preceding companies is the accounting equation relevant? 


EX 1-2 Professional ethics 


A fertilizer manufacturing company wants to relocate to Jones County. A report from 
a fired researcher at the company indicates the company’s product is releasing toxic 
by-products. The company suppressed that report. A later report commissioned by the 
company shows there is no problem with the fertilizer. 

mmm ~Should the company’s chief executive officer reveal the content of the unfavor- 
able report in discussions with Jones County representatives? Discuss. 


EX 1-3 Business entity concept 


Rocky Mountain Sports sells hunting and fishing equipment and provides guided hunt- 
ing and fishing trips. Rocky Mountain Sports is owned and operated by Mike Weber, a 
well-known sports enthusiast and hunter. Mike’s wife, Susan, owns and operates Madison 
Boutique, a women’s clothing store. Mike and Susan have established a trust fund to 


finance their children’s college education. The trust fund is maintained by National Bank 
in the name of the children, Kerri and Kyle. 


a. For each of the following transactions, identify which of the entities listed should 
record the transaction in its records. 


Entities 

R Rocky Mountain Sports 
B National Bank Trust Fund 
M Madison Boutique 

xX None of the above 


OBJ.3 


V Starbucks, 
$3,046 


OBJ.3 


vV Dollar Tree, 
$1,253 


OBJ.3 
V a. 600,000 


OBJ. 3,4 
V b. $530,000 
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1. Susan authorized the trust fund to purchase mutual fund shares. 

2.Susan purchased two dozen spring dresses from a Chicago designer for a special 
spring sale. 

3. Mike paid a breeder’s fee for an English springer spaniel to be used as a hunting 
guide dog. 

4.Susan deposited a $3,000 personal check in the trust fund at National Bank. 


5. Mike paid a local doctor for his annual physical, which was required by the work- 
men’s compensation insurance policy carried by Rocky Mountain Sports. 


6. Mike received a cash advance from customers for a guided hunting trip. 
7.Susan paid her dues to the YWCA. 


8.Susan donated several dresses from inventory for a local charity auction for the 
benefit of a women’s abuse shelter. 


9. Mike paid for dinner and a movie to celebrate their fifteenth wedding anniversary. 
10. Mike paid for an advertisement in a hunters’ magazine. 


b. What is a business transaction? 


EX 1-4 Accounting equation 
The total assets and total liabilities of Peat’s Coffee & Tea Inc. and Starbucks Corporation are 
shown below. 
Peat’s Coffee & Tea (in millions) Starbucks (in millions) 
Assets $176 35,507 
Liabilities 32 2,531 


Determine the owners’ equity of each company. 


EX 1-5 Accounting equation 
The total assets and total liabilities of Dollar Tree Inc. and Target Corporation are shown below. 
Dollar Tree (in millions) Target Corporation (in millions) 
Assets $2,036 $44,106 
Liabilities 783 30,394 


Determine the owners’ equity of each company. 


EX 1-6 Accounting equation 
Determine the missing amount for each of the following: 


Assets = Liabilities + Owner's Equity 
a. x = $150,000 + $450,000 
b. $275,000) = x “P 50,000 
(es 615,000) =. +190;000 5 + x 


EX 1-7 Accounting equation 

Todd Olson is the owner and operator of Alpha, a motivational consulting business. At 

the end of its accounting period, December 31, 2011, Alpha has assets of $800,000 and 

liabilities of $350,000. Using the accounting equation and considering each case indepen- 

dently, determine the following amounts: 

a. Todd Olson, capital, as of December 31, 2011. 

b. Todd Olson, capital, as of December 31, 2012, assuming that assets increased by 
$150,000 and liabilities increased by $70,000 during 2012. 

c. Todd Olson, capital, as of December 31, 2012, assuming that assets decreased by 
$60,000 and liabilities increased by $20,000 during 2012. 

d. Todd Olson, capital, as of December 31, 2012, assuming that assets increased by 
$100,000 and liabilities decreased by $40,000 during 2012. 

e. Net income (or net loss) during 2012, assuming that as of December 31, 2012, 
assets were $975,000, liabilities were $400,000, and there were no additional in- 
vestments or withdrawals. 
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EX 1-8 Asset, liability, owner’s equity items 

Indicate whether each of the following is identified with (1) an asset, (2) a liability, or 
(3) owner’s equity: 

a. cash 

b. wages expense 

accounts payable 

fees earned 

supplies 

land 


ie a0 


EX 1-9 Effect of transactions on accounting equation 


Describe how the following business transactions affect the three elements of the ac- 
counting equation. 


a. Invested cash in business. 
Purchased supplies for cash. 
Purchased supplies on account. 


Received cash for services performed. 


CEs OES: 


Paid for utilities used in the business. 


EX 1-10 Effect of transactions on accounting equation 
a. A vacant lot acquired for $100,000 is sold for $350,000 in cash. What is the effect of the 
sale on the total amount of the seller’s (1) assets, (2) liabilities, and (3) owner’s equity? 


b. Assume that the seller owes $75,000 on a loan for the land. After receiving the $350,000 
cash in (a), the seller pays the $75,000 owed. What is the effect of the payment on 
the total amount of the seller’s (1) assets, (2) liabilities, and (3) owner’s equity? 


c. Is it true that a transaction always affects at least two elements (Assets, Liabilities, or 
Owner’s Equity) of the accounting equation? Explain. 


EX 1-11 Effect of transactions on owner’s equity 


Indicate whether each of the following types of transactions will either (a) increase owner’s 
equity or (b) decrease owner’s equity: 


1. owner’s investments 
2. revenues 
3. expenses 


4. owner’s withdrawals 


EX 1-12 Transactions 


The following selected transactions were completed by Speedy Delivery Service during 
October: 


1. Received cash from owner as additional investment, $30,000. 
2.Purchased supplies for cash, $1,500. 

3. Paid rent for October, $4,000. 

4.Paid advertising expense, $2,500. 

5. Received cash for providing delivery services, $18,750. 

6. Billed customers for delivery services on account, $41,500. 
7.Paid creditors on account, $6,000. 


8. Received cash from customers on account, $26,200. 


9. Determined that the cost of supplies on hand was $250; therefore, $1,250 of supplies 
had been used during the month. 


10. Paid cash to owner for personal use, $2,000. 


OBJ.4 
V d. $13,200 


OBJ.5 


OBJ.5 


V Leo: Net income, 
$60,000 
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Indicate the effect of each transaction on the accounting equation by listing the num- 
bers identifying the transactions, (1) through (10), in a column, and inserting at the right 
of each number the appropriate letter from the following list: 


a. Increase in an asset, decrease in another asset. 
Increase in an asset, increase in a liability. 
Increase in an asset, increase in owner’s equity. 


Decrease in an asset, decrease in a liability. 


Oke eS 


Decrease in an asset, decrease in owner’s equity. 


EX 1-13 Nature of transactions 


Jeremy Zabel operates his own catering service. Summary financial data for February are 
presented in equation form as follows. Each line designated by a number indicates the 
effect of a transaction on the equation. Each increase and decrease in owner’s equity, 
except transaction (5), affects net income. 


Assests = Liabilities + Owner's Equity 
; Accounts Jeremy Zabel, Jeremy Za- Fees 

Cash + Supplies+ Land = Payable + Capital — bel, Drawing + Earned — Expenses 
Bal. 25,000 2,000 75,000 12,000 90,000 
is +29,000 29,000 
2: -20,000 +20,000 
Be —14,000 —14,000 
4. +1,000 +1,000 
Sy} — 2,000 2,000 
6. — 7,000 -7,000 
We —1800 —1,800 
Bal. 11,000 1,200 95,000 6,000 90,000 —2,000 29,000 —15,800 
a. Describe each transaction. 
b. What is the amount of net decrease in cash during the month? 
c. What is the amount of net increase in owner’s equity during the month? 
d. What is the amount of the net income for the month? 
e. How much of the net income for the month was retained in the business? 


EX 1-14 Net income and owner’s withdrawals 

The income statement of a proprietorship for the month of December indicates a net 
income of $120,000. During the same period, the owner withdrew $130,000 in cash from 
the business for personal use. 


a Would it be correct to say that the business incurred a net loss of $10,000 dur- 
ing the month? Discuss. 


EX 1-15 Net income and owner's equity for four businesses 
Four different proprietorships, Aries, Gemini, Leo, and Pisces, show the same balance sheet 
data at the beginning and end of a year. These data, exclusive of the amount of owner’s 
equity, are summarized as follows: 
Total Assets Total Liabilities 

Beginning of the year $400,000 $100,000 

End of the year 750,000 300,000 
On the basis of the above data and the following additional information for the year, 
determine the net income (or loss) of each company for the year. (Hint: First determine 
the amount of increase or decrease in owner’s equity during the year.) 


Aries: The owner had made no additional investments in the business and had made 
no withdrawals from the business. 


Gemini: The owner had made no additional investments in the business but had with- 
drawn $40,000. 
Leo: The owner had made an additional investment of $90,000 but had made no 


withdrawals. 
Pisces: The owner had made an additional investment of $90,000 and had withdrawn $40,000. 
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OBJ.5 


OBJ.5 
V Penny Beall, capital, 


EX 1-16 Balance sheet items 
From the following list of selected items taken from the records of Hoosier Appliance 
Service as of a specific date, identify those that would appear on the balance sheet: 


1. Accounts Receivable 6. Supplies 

2. Cash 7.Supplies Expense 
3. Fees Earned 8. Utilities Expense 
4. Land 9. Wages Expense 
5. Patsy Adkins, Capital 10. Wages Payable 


EX 1-17. Income statement items 


Based on the data presented in Exercise 1-16, identify those items that would appear on 
the income statement. 


EX 1-18 Statement of owner’s equity 
Financial information related to Lost Trail Company, a proprietorship, for the month ended 


~ 


June 30, 2012: $482,000 June 30, 2012, is as follows: 


OBJ.5 


V Net income: 
$449,000 


OBJ.5 
V (a) $45,000 


Net income for June $125,000 
Penny Beall’s withdrawals during June 18,000 
Penny Beall’s capital, June 1, 2012 375,000 


a. Prepare a statement of owner’s equity for the month ended June 30, 2012. 


b. Why is the statement of owner’s equity prepared before the June 30, 2012, balance 
sheet? 


EX 1-19 Income statement 


Universal Services was organized on October 1, 2012. A summary of the revenue and 
expense transactions for October follows: 


Fees earned $800,000 
Wages expense 270,000 
Rent expense 60,000 
Supplies expense 9,000 
Miscellaneous expense 12,000 


Prepare an income statement for the month ended October 31. 


EX 1-20 Missing amounts from balance sheet and income statement data 


One item is omitted in each of the following summaries of balance sheet and income 
statement data for the following four different proprietorships: 


Aquarius Libra Scorpio Taurus 

Beginning of the year: 

Assets $300,000 $500,000 $100,000 (d) 

Liabilities 120,000 260,000 76,000 $120,000 ~ 
End of the year: 

Assets 420,000 700,000 90,000 248,000 

Liabilities 110,000 220,000 80,000 136,000 
During the year: 

Additional investment in the business (a) 100,000 10,000 40,000 

Withdrawals from the business 25,000 32,000 (oc) 60,000 

Revenue 190,000 (b) 115,000 112,000 

Expenses 80,000 128,000 122,500 128,000 


Determine the missing amounts, identifying them by letter. (Hint: First determine the 
amount of increase or decrease in owner’s equity during the year.) 


OBJ.5 
¥ b. $40,000 


OBJ.5 


OBJ.5 


OBJ.5 
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EX 1-21 Balance sheets, net income 


Financial information related to the proprietorship of Lady Interiors for July and August 
2012 is as follows: 


July 31,2012 August 31,2012 


Accounts payable $ 90,000 $100,000 
Accounts receivable 200,000 240,000 
Garth Jacobs, capital ? ? 
Cash 80,000 95,000 
Supplies 20,000 15,000 


Prepare balance sheets for Lady Interiors as of July 31 and August 31, 2012. 


b. Determine the amount of net income for August, assuming that the owner made no 


additional investments or withdrawals during the month. 


Determine the amount of net income for August, assuming that the owner made no 
additional investments but withdrew $35,000 during the month. 


EX 1-22 Financial statements 
Each of the following items is shown in the financial statements of ExxonMobil Corporation. 


1. Accounts payable 9. Marketable securities 
2.Cash equivalents 10. Notes and loans payable 
3. Crude oil inventory 11. Notes receivable 

4. Equipment 12. Operating expenses 

5. Exploration expenses 13. Prepaid taxes 

6. Income taxes payable 14. Sales 

7. Investments 15. Selling expenses 


8. Long-term debt 


Identify the financial statement (balance sheet or income statement) in which each 
item would appear. 


Can an item appear on more than one financial statement? 


Is the accounting equation relevant for ExxonMobil Corporation? 


EX 1-23 Statement of cash flows 
Indicate whether each of the following activities would be reported on the statement of 
cash flows as (a) an operating activity, (b) an investing activity, or (c) a financing activity: 


1; 


2. 
a 
4 


Cash received from fees earned. 

Cash paid for expenses. 

Cash paid for land. 

Cash received as an additional investment by owner. 


EX 1-24 Statement of cash flows 
A summary of cash flows for Absolute Consulting Group for the year ended July 31, 
2012, is shown below. 


Cash receipts: 


Cash received from customers $187,500 

Cash received from additional investment of owner 40,000 
Cash payments: 

Cash paid for operating expenses 127,350 

Cash paid for land 30,000 

Cash paid to owner for personal use 5,000 


The cash balance as of August 1, 2011, was $27,100. 


Prepare a statement of cash flows for Absolute Consulting Group for the year ended 


July 31, 2012. 
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OBJ.5 EX 1-25 Financial statements 
¥ Correct amount Empire Realty, organized May 1, 2012, is owned and operated by Bertram Mitchell. How 
of total assets is many errors can you find in the following statements for Empire Realty, prepared after 
$88,200. its first month of operations? 
Empire Realty 
Income Statement 
May 31, 2012 
Gales COMMMISSIOMSt ac ..c re nacic susie emterac ai sieere stamens toter stake era Cetet TeneU ete $233,550 
Expenses: 
OfficesalaniesiexDeNSe@mcvanvaac isha. 4 etd -h ieee teeter) haere $145,800 
REMtOX DOM SC fescre creeper tevetesete clerols ea aneter eek cops eenttals tefsesisiete teat Reese ie 49,500 
INUWoT nao oO 4e\lacera oto ocd poe enonanoenes dogosuaudnoeuaaon canoe 11,250 
MiscellamGOUstexPemSe@ srrrccenicine <leatoktae cele ioiaen si ier leet toe ere 3,600 
SU Vays CXS (alc on eelamarncnBo ot cniobodebdedobonduondo ond co onEme ase 1,350 
MOtalREXPensess.5 on te caesenaxt ener mieerrne el Rote crane e retort eee 211,500 
NGI GONE seats oars) a¥s cpetevasend cud aucl cual tenet sorcerer sree ieiel ee eelotccoretteraLet neers $ 67,050 


Bertram Mitchell 
Statement of Owner’s Equity 


May 31, 2011 
Bertram Mitchellicapital; May 1; 2002.2.) senutaeke ert ver-tata see ettiote rte mia e oe aie) leit $ 46,800 
LessuwithdrawalsGuriingi Mays sc.-ccaciecoseteaesd tered - tire ere eid elect custs =a etctaraiale 9,000 
$ 37,800 
Aaditionaliinvestment: dUniinguMay rac cvicctiartn ciercen a telcle cnc menecottel east iekekt ata taten eae 11,250 
$ 49,050 
Net IN CONTE PORMaY so cs Siete aco sastateeneetn erate taste eta Chae aicaene Nt pee ener Slayer oyaaatets 67,050 
BertrameMitehell! capital). May 31) 2012)5....n2n: 5 seen teecr yee airs $ 116,100 
Balance Sheet 
For the Month Ended May 31, 2012 
Assets Liabilities 
Casi enareprrais. «onievrtls eis ses $14;850' pAccountsiraceivable: esa thse. asec S$ 64,350 
AGCOUMUS) Payal lOecu se ccs eiele VANOO) «SUPPLE Siecses eyez sla age ogehs Sraastals Cacesicystas ose 9,000 
Owner’s Equity 
Bertram Mitchell, capital................. 116,100 
NO talbaSS tsi tat ad suc cisiey cre ae $31,950 Total liabilities and owner's equity........ $189,450 
OBJ.6 EX 1-26 Ratio of liabilities to stockholders’ equity 


The Home Depot, Inc., is the world’s largest home improvement retailer and one of the 
largest retailers in the United States based on net sales volume. The Home Depot oper- 
ates over 2,000 Home Depot® stores that sell a wide assortment of building materials and 
home improvement and lawn and garden products. 

The Home Depot reported the following balance sheet data (in millions): 


srngnneneenanpesis 


Feb.1,2009 Feb. 3, 2008 
Total assets $41,164 $44,324 
Total stockholders’ equity WGP. 17,714 


a. Determine the total liabilities as of February 1, 2009, and February 3, 2008. 


b. Determine the ratio of liabilities to stockholders’ equity for 2009 and 2008. Round to 
two decimal places. 


c. What conclusions regarding the margin of protection to the creditors can you draw 
from (b)? 


EX 1-27 Ratio of liabilities to stockholders’ equity 


Lowe’s, a major competitor of The Home Depot in the home improvement business, oper- 


ates over 1,600 stores. For the years ending January 30, 2009, and February 1, 2008, 
Lowe’s reported the following balance sheet data (in millions): 
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Jan. 30,2009 Feb. 1, 2008 
Total assets $32,686 $30,869 
Total liabilities 14,631 14,771 


a. Determine the total stockholders’ equity as of January 30, 2009, and February 1, 2008. 


b. Determine the ratio of liabilities to stockholders’ equity for 2009 and 2008. Round to 
two decimal places. 


c. What conclusions regarding the margin of protection to the creditors can you draw 
from (b)? 


d. Using the balance sheet data for The Home Depot in Exercise 1-26, how does the ratio 
of liabilities to stockholders’ equity of Lowe’s compare to that of The Home Depot? 


Problems Series A 
a oN ON ae ee RO UR 


OBJ.4 PR1-1A_ Transactions 


V Cash bal. atend of | On September 1 of the current year, Maria Edsall established a business to manage rental 
September: $37,700 _—_ property. She completed the following transactions during September: 


Opened a business bank account with a deposit of $40,000 from personal funds. 
Purchased supplies (pens, file folders, and copy paper) on account, $2,200. 
Received cash from fees earned for managing rental property, $6,000. 

Paid rent on office and equipment for the month, $2,700. 

Paid creditors on account, $1,000. 


Billed customers for fees earned for managing rental property, $5,000. 


mmo aoe Ss 


Paid automobile expenses (including rental charges) for month, $600, and miscella- 
neous expenses, $300. 


h. Paid office salaries, $1,900. 


i. Determined that the cost of supplies on hand was $1,300; therefore, the cost of sup- 
plies used was $900. 


j. Withdrew cash for personal use, $1,800. 
Instructions 


1. Indicate the effect of each transaction and the balances after each transaction, using 
the following tabular headings: 


Assets = Liabilities + Owner’s Equity 
Accounts Accounts Maria Edsall, Maria Edsall, Fees Rent Salaries Supplies Auto Misc. 
Cash + Receivable + Supplies = Payable + Capital - Drawing + Earned - Expense - Expense - Expense — Expense - Expense 


2. <i Briefly explain why the owner’s investment and revenues increased owner's 
equity, while withdrawals and expenses decreased owner’s equity. 


3. Determine the net income for September. 
4, How much did September’s transactions increase or decrease Maria Edsall’s capital? 


OBJ.5 PR1-2A_ Financial statements 
V 1. Net income: Following are the amounts of the assets and liabilities of New World Travel Agency at 
$40,000 December 31, 2012, the end of the current year, and its revenue and expenses for the 


year. The capital of Kris Taber, owner, was $120,000 on January 1, 2012, the beginning 
of the current year. During the current year, Kris withdrew $10,000. 


Accounts payable $ 25,000 Rent expense $45,000 

Accounts receivable 60,000 Supplies 5,000 

Cash 110,000 Supplies expense 3,000 

Fees earned 200,000 Utilities expense 18,000 

Miscellaneous expense 4,000 Wages expense 90,000 
Instructions 


1. Prepare an income statement for the current year ended December 31, 2012. 
2. Prepare a statement of owner’s equity for the current year ended December 31, 2012. 
(Continued ) 
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OBJ. 5 


Chapter 1 


¥ 1. Net income: 


Introduction to Accounting and Business 


3. Prepare a balance sheet as of December 31, 2012. 
4. What item appears on both the statement of owner's equity and the balance sheet? 


PR 1-3A_ Financial statements 
Heidi Fritz established Freedom Financial Services on March 1, 2012. Freedom Financial 


$26,400 Services offers financial planning advice to its clients. The effect of each transaction and 
the balances after each transaction for March are shown below. 
Assets = Liabilities + Owner's Equity 
Heidi Heidi : ‘ 
Accounts Accounts Fritz, Fritz, Fees Salaries Rent Auto Supplies Misco. 
Cash + Receivable +Supplies= Payable + Capital -Drawing+ Earned -— Expense — Expense — Expense — Expense — Expense 
+45,000 +45,000 
+6,540 +6,540 
45,000 6,540 6,540 45,000 
-1,800 —1,800 
43,200 6,540 4,740 45,000 
+84,000 +84,000 
127,200 6,540 4,740 45,000 84,000 
—22,500 —22,500 
104,700 6,540 4,740 45,000 84,000 -22,500 
—17,100 -13,500 —3,600 
87,600 6,540 4,740 45,000 84,000 —22,500 —13,500 —3,600 
—48,000 —48,000 
39,600 6,540 4,740 45,000 84,000 —48,000 -22,500 -13,500 —3,600 
-4,500 -4,500 
39,600 2,040 4,740 45,000 84,000 —48,000 -22,500 —13,500 —4,500 —3,600 
+34,500 +34,500 
39,600 34,500 2,040 4,740 45,000 118,500 —48,000 -—22,500 —13,500 —4,500 —3,600 
-—15,000 —15,000 
24,600 34,500 2,040 4,740 45,000 -15,000 118,500 —48,000 —22,500 —13,500 —4,500 —3,600 
Instructions 
1. Prepare an income statement for the month ended March 31, 2012. 
2. Prepare a statement of owner’s equity for the month ended March 31, 2012. 
3. Prepare a balance sheet as of March 31, 2012. 
4. (Optional). Prepare a statement of cash flows for the month ending March 31, 2012. 
OBJ.4,5 PR1-4A Transactions; financial statements 


V 2. Net income: 


$12,150 


On January 1, 2012, Carlton Myers established Vista Realty. Carlton completed the fol- 


lowing transactions during the month of January: 


as 


mma ao 


Opened a business bank account with a deposit of $25,000 from personal funds. 
Purchased supplies (pens, file folders, paper, etc.) on account, $2,500. 

Paid creditor on account, $1,600. 

Earned sales commissions, receiving cash, $25,500. 

Paid rent on office and equipment for the month, $5,000. 


Withdrew cash for personal use, $8,000. 


Paid automobile expenses (including rental charge) for month, $2,500, and miscel- 
laneous expenses, $1,200. 


Paid office salaries, $3,000. 


Determined that the cost of supplies on hand was $850; therefore, the cost of supplies 
used was $1,650. 


Instructions 


il, 


Indicate the effect of each transaction and the balances aft 


er each transaction, usin 
the following tabular headings: : 
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Assets = Liabilities + Owner's Equity 
Carlton Carlton Office 
Accounts Myers Myers, Sales Rent Salaries Auto Supplies Misc. 
Cash + Supplies = Payable + Capital - Drawing + Commissions - Expense - Expense - Expense - Expense - Expense 


2. Prepare an income statement for January, a statement of owner’s equity for January, 
and a balance sheet as of January 31. 


OBJ. 4,5 PR1-5A_ Transactions; financial statements 
V 3. Net income: Kean Dry Cleaners is owned and operated by Wally Lowman. A building and equipment 
$14,900 are currently being rented, pending expansion to new facilities. The actual work of dry 


cleaning is done by another company at wholesale rates. The assets and the liabilities 
of the business on March 1, 2012, are as follows: Cash, $15,000; Accounts Receivable, 
$31,000; Supplies, $3,000; Land, $36,000; Accounts Payable, $13,000. Business transactions 
during March are summarized as follows: 


a. Wally Lowman invested additional cash in the business with a deposit of $28,000 in 
the business bank account. 


Paid $14,000 for the purchase of land as a future building site. 
Received cash from cash customers for dry cleaning revenue, $17,000. 
Paid rent for the month, $5,000. 

Purchased supplies on account, $2,500. 

Paid creditors on account, $12,800. 


Charged customers for dry cleaning revenue on account, $34,000. 


So ooo SF 


. Received monthly invoice for dry cleaning expense for March (to be paid on April 
10), $13,500. 

Paid the following: wages expense, $7,500; truck expense, $2,500; utilities expense, 
$1,300; miscellaneous expense, $2,700. 


he 


Received cash from customers on account, $28,000. 


k. Determined that the cost of supplies on hand was $1,900; therefore, the cost of sup- 
plies used during the month was $3,600. 


1. Withdrew $8,000 cash for personal use. 


—- 


Instructions 
1. Determine the amount of Wally Lowman’s capital as of March 1 of the current year. 


2. State the assets, liabilities, and owner’s equity as of March 1 in equation form similar to 
that shown in this chapter. In tabular form below the equation, indicate increases and 
decreases resulting from each transaction and the new balances after each transaction. 

3. Prepare an income statement for March, a statement of owner’s equity for March, and 
a balance sheet as of March 31. 


4. (Optional). Prepare a statement of cash flows for March. 


OBJ.5 PR1-6A Missing amounts from financial statements 
V k. $300,000 The financial statements at the end of Alpine Realty’s first month of operations are as 
follows: 
Alpine Realty 


Income Statement 
For the Month Ended June 30, 2012 


EGESTCATINC CMR T ame tr ctimeitic cater tar Nets re aceiird) ololelindeye jotsrare oC stalsiemist mss (erece $ (a) 
Expenses: 
WAGES CX PENSE acticts LE Celene Hel ihrs Wa Mere ate eda Aes ok AN EER A $120,000 
RETMESK OEMS Gt teres oucyeroke wlegevoneleynteiroisjeypnoverocaiere ootedefeyor- tne fe ghee o Giejemniers areret ste 40,000 
SHMIES CXDENSEi sie sins Mactan «nual cnuaiente ros ee es emeowrsieaye > Reale pie (b) 
ADIL SiOx DEMS Clann. oro rayu eaters, 16 shares crore actiavs <bale old ofp (ais oisicye lo ceypictneystn 8,000 
10,000 


MisGellain COUSIOXDGMS Cammy gyi wieisiehsyaic 0s o, cule cneueieiwicynolnlealazs e.g. } 
NGA MERTIOINSES og cry Cea sions oy tie tis wise anes stig eee ee HeREw eR 
NGIAIINGCONTGRMR AUIRd NAST A TIN SRO Gime she aktabinic onslete cibedste sls: vdeheve angiacdetel’ % 


190,000 
$110,000 
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Alpine Realty 
Statement of Owner’s Equity 
For the Month Ended June 30, 2012 


AaroniGilbent, capital) JUMeM 2012 te toenail ieee re) te $ (c) 
i ecaineaieOn Wine |, 202 nannansodnvcocbvouancccoosssocndansHDe. $150,000 
Net incomexforJUMme’ 2 1. nei tenan pcietae Giese errant e iL tid) 
$ (e) 
Sst Walls: scented Ae ese ee eee crea ose reiterate 50,000 
INErease IM OWNEY S'S CQUItY Ai cpeteuepyctors clevalepeeseleiele oclieyeetelensin phen - ea _ a ali) 
Aaron Gilbert; capital) JUNE: 30, 2012 aor. spe. ori rtatetetinener ae telieacil $ (g) 
Alpine Realty 
Balance Sheet 
June 30, 2012 
Assets Liabilities 
Cashier once creas eee $ 185,000 Accounts payable............... $40,000 
Supplies aysatttdeth:.cnita..tieokreaas 5,000 Owner's Equity 
ee lale lier ven A ata een Oo ao uncon 60,000 Aaron Gilbert, capital............ (i) 
Totalvassetsvashteseriech icc ee eee $ (h) Total liabilities and owner's equity $ (j) 
Alpine Realty 
Statement of Cash Flows 
For the Month Ended June 30, 2012 
Cash flows from operating activities: 
Gashireceivedi trom eUStOmMelsSs s.r acct steers ci eieneciaesctsiere oe eeirattene S$ (k) 
Deduct cash payments for expenses and payments to creditors..... 155,000 
Net cash flow from operating activities ..................00 0000 eee $ (I) 
Cash flows from investing activities: 
Cashipaymentsiforacquisition oflandiennc-.s..0- cerita (m) 
Cash flows from financing activities: 
Cash received as owner's investment .......... 00 ccc eee eee e eee eaes $ (n) 
DeducticashwitharawallbycOWine hacen meiiiace aaciaetareer eet (0) 
Net cash flow from financing activities................. cece eee eee (p) 
Net cash flow and June 30, 2012, cash balance ....................-- iS (q) 


Instructions 


By analyzing the interrelationships among the four financial statements, determine the 
proper amounts for (a) through (q). 


Problems Series B 
ERO IE BF LEE IE EN IE LENO REIN ME SEIDEL EINE ODS EERE CL ELLE SLA SS ELI NE ELT LIED EN ENTOMOL ENTE 


OBJ.4 PR 1-1B_ Transactions 
V Cash bal. atend of | Cody Macedo established an insurance agency on January 1 of the current year and com- 
January: $73,500 pleted the following transactions during January: 


a. Opened a business bank account with a deposit of $75,000 from personal funds. 
b. Purchased supplies on account, $3,000. 

Paid creditors on account, $1,000. 

Received cash from fees earned on insurance commissions, $11,800. 

Paid rent on office and equipment for the month, $4,000. 


Paid automobile expenses for month, $600, and miscellaneous expenses, $200. 
Paid office salaries, $2,500. 


so =o & 2 


Determined that the cost of supplies on hand was $1,900; therefore, the cost of sup- 
plies used was $1,100. 


i. Billed insurance companies for sales commissions earned, $12,500. 
j. Withdrew cash for personal use, $5,000. 


Instructions 


1. Indicate the effect of each transaction and the balances after 


each transaction, usin 
the following tabular headings: : 
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Assets = Liabilities + Owner’s Equity 
Cody Cody 
Accounts Accounts Macedo, Macedo, Fees Rent Salaries Supplies Auto Misc. 
Cash + Receivable + Supplies = Payable + Capital — Drawing + Earned - Expense - Expense - Expense - Expense - Expense 
2. <i Briefly explain why the owner’s investment and revenues increased owner’s 
equity, while withdrawals and expenses decreased owner's equity. 
3. Determine the net income for January. 
4. How much did January’s transactions increase or decrease Cody Macedo’s capital? 
OBJ.5 PR1-2B Financial statements 
V 1. Net income: The amounts of the assets and liabilities of St. Simon Travel Service at June 30, 2012, the 
$80,000 end of the current year, and its revenue and expenses for the year are listed below. The 
capital of Gwen Perez, owner, was $150,000 at July 1, 2011, the beginning of the current 
year, and the owner withdrew $30,000 during the current year. 
Accounts payable $ 25,000 Supplies $ 12,000 
Accounts receivable 90,000 Supplies expense 10,000 
Cash 123,000 Taxes expense 8,000 
Fees earned 500,000 Utilities expense 36,000 
Miscellaneous expense 11,000 Wages expense 280,000 
Rent expense 75,000 
Instructions 
1. Prepare an income statement for the current year ended June 30, 2012. 
2. Prepare a statement of owner’s equity for the current year ended June 30, 2012. 
3. Prepare a balance sheet as of June 30, 2012. 
4. What item appears on both the income statement and statement of owner’s equity? 
OBJ.5 PR 1-3B_ Financial statements 
V 1. Net income: Rory Kalur established Computers 4 Less on February 1, 2012. The effect of each transac- 
$91,900 tion and the balances after each transaction for February are shown below. 
Assets = Liabilities + Owner’s Equity 
Accounts Accounts Rory Kalur, — Rory Kalur, Fees Salaries Rent Auto Supplies Misc. 
Cash + Receivable + Supplies = Payable + Capital — Drawing + Earned -— Expense — Expense — Expense — Expense — Expense 
a. +120,000 +120,000 
b. +10,400 +10,400 
Bal. 120,000 10,400 10,400 120,000 
S +118,000 +118,000 
Bal. 238,000 10,400 10,400 120,000 118,000 
d. -32,000 ~32,000 
Bal. 206,000 10,400 10,400 120,000 118,000 —32,000 
é. —5,000 —5,000 
Bal. 201,000 10,400 5,400 120,000 118,000 —32,000 
f. +83,000 z +83,000 
Bal. 201,000 83,000 10,400 5,400 120,000 201,000 —32,000 
g. -23,000 -15,500 -7,500 
Bal. 178,000 83,000 10,400 5,400 120,000 201,000 -32,000 -15,500 -7,500 
h. —48,000 —48,000 en 
Bal. 130,000 83,000 10,400 5,400 120,000 201,000 —48,000 -32,000 -15,500 -7,500 
[b —6,100 —6,100 
Bal. 130,000 83,000 4,300 5,400 120,000 201,000 —48,000 -32,000 -15,500 —6,100 -7,500 
j. -30,000 30,000 
Bal. 100,000 83,000 4,300 5,400 120,000 —30,000 201,000 —48,000 -32,000 —15,500 —6,100 -7,500 
Instructions 


1. Prepare an income statement for the month ended February 29, 2012. 
Prepare a statement of owner’s equity for the month ended February 29, 2012. 


2 
3. Prepare a balance sheet as of February 29, 2012. 
4. (Optional). Prepare a statement of cash flows for the month ending February 29, 2012. 
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OBJ. 4,5 PR1-4B_ Transactions; financial statements 
V 2. Net income: On June 1, 2012, Lindsey Brown established Equity Realty. Lindsey completed the fol- 
$9,300 lowing transactions during the month of June: 


a. Opened a business bank account with a deposit of $15,000 from personal funds. 
b. Paid rent on office and equipment for the month, $4,000. 


c. Paid automobile expenses (including rental charge) for month, $1,200, and miscel- 
laneous expenses, $800. 


Purchased supplies (pens, file folders, and copy paper) on account, $1,000. 
Earned sales commissions, receiving cash, $18,500. 

Paid creditor on account, $600. 

Paid office salaries, $2,500. 

Withdrew cash for personal use, $5,000. 


so mo f 


Determined that the cost of supplies on hand was $300; therefore, the cost of supplies 
used was $700. 


es 


Instructions 
1. Indicate the effect of each transaction and the balances after each transaction, using 
the following tabular headings: 


Assets = Liabilities + Owner’s Equity 
Lindsey Lindsey Office 
Accounts Brown, Brown, Sales Rent Salaries Auto Supplies Misc. 
Cash+Supplies = Payable + Capital - Drawing + Commissions — Expense - Expense - Expense — Expense — Expense 


2. Prepare an income statement for June, a statement of owner’s equity for June, and a 
balance sheet as of June 30. 


OBJ. 4,5 PR1-5B_ Transactions; financial statements 
V 3. Net income: Anny’s Dry Cleaners is owned and operated by Anny Brum. A building and equipment 
$3,700 are currently being rented, pending expansion to new facilities. The actual work of dry 
cleaning is done by another company at wholesale rates. The assets and the liabilities of 
ye ;s the business on June 1, 2012, are as follows: Cash, $25,000; Accounts Receivable, $30,000; 
LEDGER! Supplies, $5,000; Land, $50,000; Accounts Payable, $18,000. Business transactions during 


June are summarized as follows: 


a. Anny Brum invested additional cash in the business with a deposit of $15,000 in the 
business bank account. 


Purchased land for use as a parking lot, paying cash of $20,000. 

Paid rent for the month, $3,000. 

Charged customers for dry cleaning revenue on account, $22,000. 
Paid creditors on account, $13,000. 

Purchased supplies on account, $1,000. 

Received cash from cash customers for dry cleaning revenue, $28,000. 
Received cash from customers on account, $27,000. 


Page. Sah Gk 


i. Received monthly invoice for dry cleaning expense for June (to be paid on July 10), 
$21,500. 


j. Paid the following: wages expense, $14,000; truck expense, $2,100; utilities expense, 
$1,800; miscellaneous expense, $1,300. 


k. Determined that the cost of supplies on hand was $3,400; therefore, the cost of sup- 
plies used during the month was $2,600. 
1. Withdrew $1,000 for personal use. 


Instructions 


1. Determine the amount of Anny Brum’s capital as of June 1. 


2. State the assets, liabilities, and owner’s equity as of June 1 in equation form similar to 


that shown in this chapter. In tabular form below the equation, indicate increases and 
decreases resulting from each transaction and the new balances after each transaction. 
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3. Prepare an income statement for June, a statement of owner’s equity for June, and a 
balance sheet as of June 30. 


4. (Optional) Prepare a statement of cash flows for June. 


OBJ.5 PR1-6B Missing amounts from financial statements 
V i. $130,000 The financial statements at the end of Cyber Realty’s first month of operations are shown 
below. 
Cyber Realty 


income Statement 
For the Month Ended October 31, 2012 


FOCS CERNE 6 cnigtid.o OSE DIE OGO CO tee eer eI ene TT eee ee nr $250,000 
Expenses: 
WEG ESKOXP Ct) SE re rtraca ocak ieee lays costo hot ie eye nc RE SVE $ (a) 
REMMEXD OMSOs serie mer met nm neh rar heate. sila iaerape amie sera i peek pa ae eae 30,000 
SUPDILCSIOX DEMS Clemente Ca atcsete omar ani. astenyteee A rroce eee e 11,000 
WET CLESTOX DChS Oren sam teeters SINS caawals nation meets eraceteheRe aus Hee eee 9,000 
NiSCe AMC OUSTOX DENIS Caateecr oeac gtelions o niattore icles Taare «henna eee 3,000 
MOtAWEXD EMSS Se er cttern contin anise Sic ierapeoce era iciscslectie sunk ataicnrataal eee ner aes 180,000 
NGUMICOn Cree NTN ont crrarie cite tiie e es eR ane ee ee S. ) 
Cyber Realty 
Statement of Owner’s Equity 
For the Month Ended October 31, 2012 
Kendra Garelascapital,/October 172012 . 92900 Fo. APU VES, BIE... $ (c) 
Investmenton Octoberi1,-2012 ce. ss. Sn ee See Bae: $ (d) 
Netsincome for October ae 4722 SALES Std MISE crc ah Raa ee dead. ae oki os (e) 
$ (f) 
SSSA TING eel Vall Seas cts Aeletsls au stevecs ans etecs exdlerie- Stee oink ee ec (g) 
Inereasexiniownenstequityc wuristiasns. foes bet ON: Sark ce da Qa. (h) 
KendraGarcla, capital, October.31) 2012. ..)... .eeseree tise ascent dace oe eae: $ (i) 
Cyber Realty 
Balance Sheet 
October 31, 2012 
Assets Liabilities 
al SM iar te seta terefae oie rere 6 eVeesmyatiedt eve, cvare S77, OUR PACCOUNTS Pavia Gianna eeeee cen mte $ 30,000 
SUD ES ee sytert eo sspears fsa ore) ayeveserel aie nae 8,000 Owner’s Equity 
PAVE Cl cette ate cafes tel oxv ales crete evermore eS ioe (i) -Kendra‘Garciay capital erry nteiste erie (I) 
MICAIPASSOES HO ttte tc etn erties hicdia ws-eure $ (k) Total liabilities and owner's equity....... $ (m) 
Cyber Realty 
Statement of Cash Flows 
For the Month Ended October 31, 2012 
Cash flows from operating activities: 
GASTECEIVEGIILONILGUISEONIG Hoes srersiarscrare ettersinrciecs,<iniaivisialern neieliaiie sroieiesecerer’ $ (n) 
Deduct cash payments for expenses and payments to creditors.......... 158,000 
Netcashhlow troll OPeratiMNG:aCtiVICleS 1. .oanle aoes nee caine tain nulecieire vise $ (0) 
Cash flows from investing activities: 
Gashipaymentstoracquisition OfilanGisi sc) .thslow. los .e et alliyes side» stan ste (75,000) 
Cash flows from financing activities: 
GASMMFEGEIVEC AS TOWNES INVESUMEN Cane sss wend ste «nods eens a nevimene sine $100,000 
DeciChiGaSh Witt WamOVCOW MEN crac cudtecinramareinit keeles rurussessne ctw ¥Yaceonus 40,000 
Netcashitlow fromitiManGInGvaGUVItIGS cect wan ssa po vine vesnieee aman —_(p) 
Net cash flow and October 31, 2012, cash balance .........-..see esse eeeee $ (q) 
Instructions 


By analyzing the interrelationships among the four financial statements, determine the 
proper amounts for (a) through (q). 
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Continuing Problem 


Pat Sharpe enjoys listening to all types of music and owns countless CDs. Over the years, 
Pat has gained a local reputation for knowledge of music from classical to rap and the 


GENERAL Z 

ere ability to put together sets of recordings that appeal to all ages. 

V 2. Net income: During the last several months, Pat served as a guest disc jockey on a local radio sta- 
$1,980 tion. In addition, Pat has entertained at several friends’ parties as the host deejay. 


On June 1, 2012, Pat established a proprietorship known as PS Music. Using an extensive 
collection of music MP3 files, Pat will serve as a disc jockey on a fee basis for weddings, 
college parties, and other events. During June, Pat entered into the following transactions: 


June 1. Deposited $5,000 in a checking account in the name of PS Music. 

2. Received $3,600 from a local radio station for serving as the guest disc jockey for 
June. 

2. Agreed to share office space with a local real estate agency, Downtown Realty. PS 
Music will pay one-fourth of the rent. In addition, PS Music agreed to pay a por- 
tion of the salary of the receptionist and to pay one-fourth of the utilities. Paid 
$750 for the rent of the office. ‘ 

4. Purchased supplies from City Office Supply Co. for $350. Agreed to pay $100 
within 10 days and the remainder by July 5, 2012. 

6. Paid $450 to a local radio station to advertise the services of PS Music twice daily 
for two weeks. 

8. Paid $700 to a local electronics store for renting digital recording equipment. 

12. Paid $350 (music expense) to Cool Music for the use of its current music demos 
to make various music sets. 

13. Paid City Office Supply Co. $100 on account. 

16. Received $500 from a dentist for providing two music sets for the dentist to play 
for her patients. 

22. Served as disc jockey for a wedding party. The father of the bride agreed to pay 
$1,250 the ist of July. 

25. Received $400 for serving as the disc jockey for a cancer charity ball hosted by 
the local hospital. 

29. Paid $240 (music expense) to Galaxy Music for the use of its library of music 
demos. 

30. Received $900 for serving as PS disc jockey for a local club’s monthly dance. 

30. Paid Downtown Realty $400 for PS Music’s share of the receptionist’s salary for 
June. 

30. Paid Downtown Realty $300 for PS Music’s share of the utilities for June. 

30. Determined that the cost of supplies on hand is $170. Therefore, the cost of sup- 
plies used during the month was $180. 

30. Paid for miscellaneous expenses, $300. 

30. Paid $1,000 royalties (music expense) to National Music Clearing for use of vari- 
ous artists’ music during the month. 

30. Withdrew $500 of cash from PS Music for personal use. 


Instructions 


1. Indicate the effect of each transaction and the balances after each transaction, using 
the following tabular headings: 


Assets = Liabilities + Owner’s Equity 
: Pat Pat Office Equipment 
ccts. Accounts Sharpe, Sharpe Fees Music Rent Rent Advertisin Ww. iliti i i 
1 1 ages Utilities S$ 
Cash + Rec. + Supplies = Payable + Capital — Drawing + Earned - EXp. = Exp: = Exp. ~ Exp. : ~ es = (Exp; = pe - a 


2. Prepare an income statement for PS Music for the month ended June 30, 2012. 
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3. Prepare a statement of owner’s equity for PS Music for the month 
ended June 30, 2012. 


4. Prepare a balance sheet for PS Music as of June 30, 2012. 


— 


You can access the Cases & Projects online at www.cengage.com/accounting/reeve 
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Analyzing Transactions 


Apple, Inc. 


E veryday it seems like we get an incredible amount of incoming 
e-mail messages; you get them from your friends, relatives, 
subscribed e-mail lists, and even spammers! But how do you 
organize all of these messages? You might create folders to sort 
messages by sender, topic, or project. Perhaps you use keyword 
search utilities. You might even use filters/rules to automatically 
delete spam or send messages from your best friend to a special 
folder. In any case, you are organizing information so that it is 
simple to retrieve and allows you to understand, respond, or refer 
to the messages. 

In the same way that you organize your e-mail, compa- 
nies develop an organized method for processing, record- 
ing, oe Sie alte financial transactions. For example, 
Apple, , has a huge volume of financial transactions, re- 
Siig fbih sales of its innovative computers, digital media 


(iTunes), iPods, iPhones, and iPads. When Apple sells an iPad, 
a customer has the option of paying with credit card, a debit 
or check card, an Apple gift card, a financing arrangement, 
or cash. In order to analyze only the information related to 
Apple’s cash transactions, the company must record or sum- 
marize all these similar sales using a single category or “cash” 
account. Similarly, Apple will record credit card payments 
for iPads and sales from financing arrangements in different 
accounts (records). 

While Chapter 1 uses the accounting equation (Assets = 
Liabilities + Owner's Equity) to analyze and record financial transac- 
tions, this chapter presents more practical and efficient recording 
methods that most companies use. In addition, this chapter discusses 
possible accounting errors that may occur, along with methods to 


detect and correct them. 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises 


(@amm|-~Describe the characteristics of an account and a chart of accounts. 
| Using Accounts to Record Transactions 
Chart of Accounts 


accounting system. 
Double-Entry Accounting System 
Balance Sheet Accounts 
Income Statement Accounts 
Owner Withdrawals ae i" 
Normal Balances = 2- 
Journalizing EE 2-2 excel 59 


Describe and illustrate journalizing transactions using the double-entry 


to accounts. a 
Posting Journal Entries to Accounts EE 2-3 success 64 
EE 2-4 67 


Eq Describe and illustrate the journalizing and posting of transactions 


discover errors. 


ma Prepare an unadjusted trial balance and explain how it can be used to 
Trial Balance excel : 


SUCCESS 
Errors Affecting the Trial Balance EE 2-6 72 
Errors Not Affecting the Trial Balance EE 2-7 73 
[ea—| Describe and illustrate the use of horizontal analysis in evaluating a 
5 | company’s performance and financial condition. 
Financial Analysis and Interpretation: Horizontal Analysis EE 2-8 75 


‘Ata Glance — 


EE pescribethe Using Accounts to Record Transactions 


characteristics 
of an account and a 


In Chapter 1, the November transactions for NetSolutions were recorded using the 
chart of accounts. 


accounting equation format shown in Exhibit 1. However, this format is not efficient 
or practical for companies that have to record thousands or millions of transac- 
tions daily. As a result, accounting systems are designed to show the increases and 
decreases in each accounting equation element as a separate record. This record is 
called an account. 

To illustrate, the Cash column of Exhibit 1 records the increases and decreases in 
cash. Likewise, the other columns in Exhibit 1 record the increases and decreases 
in the other accounting equation elements. Each of these columns can be organized 
into a separate account. 

An account, in its simplest form, has three parts. 


1. A title, which is the name of the accounting equation element recorded in the account. 
2. A space for recording increases in the amount of the element. 
3. A space for recording decreases in the amount of the element. 


The account form presented below is called a T account because it resembles 


the letter T. The left side of the account is called the debit side, and the right side 
is called the credit side.' 


Title 
Left side Right side 
debit credit 


1 The terms debit and credit are derived from the Latin debere and credere. 


Chapter 2 Analyzing Transactions 51 


i alae mers ree 


NetSolutions November Transactions 


i 


Betas 


Assets = Liabilities oo : . Owner's Equity. . 
Accounts Chris Clark, — Chris Clark, Fees Wages Rent Supplies Utilities — Misc. 

Cash + Supp. + Land = Payable + Capital - Drawing + Earned - Exp. - Exp. - Exp. - Exp. -— Exp. 
a: . 25/000 — +25,000 
b. -20,000 +20,000 
Bal. 5,000 20,000 25,000 
Se l50 +1,350 
Bal. 5,000 1,390 20,000 1,350 25,000 
d. +7,500 +7,500 
Bal. 12,500 1,350 20,000 1,350 25,000 7,500 
e. —3,650 -2,125 -800 -450 =275 
Bal. 8,850 1,350 20,000 1,350 25,000 7,500 —2,125 -800 -450 -275 
f, =950 -950 
Bal. 7,900 1,350 20,000 400 25,000 7,500  -2,125 -800 —450 —275 
g. -800 -800 
Bal. 7,900 550 20,000 400 25,000 7,500 -2,125 -800 -800 -450 —275 
h. —2,000 —2,000 
Bal. 5,900 550 20,000 400 25,000 2,000 7,500 ~-2,125  -800 -800 -450 ES 

The amounts shown in the Cash column of Exhibit 1 would be recorded ina Note: 


cash account as follows: 


(a) 25,000 | (b) 20,000 
Debit (d) 7,500 | (e) 3,650 Credit 
Side of (f) 950 Side of 
Account (h) 2,000 Account 
Balance 5,900 


Balance of account 


Recording transactions in accounts must follow certain rules. For example, in- 
creases in assets are recorded on the debit Cleft side) of an account. Likewise, de- 
creases in assets are recorded on the credit (right side) of an account. The excess of 
the debits of an asset account over its credits is the balance of the account. 

To illustrate, the receipt (increase in Cash) of $25,000 in transaction (a) is entered 
on the debit (left) side of the cash account shown above. The letter or date of the 
transaction is also entered into the account. This is done so if any questions later 
arise related to the entry, the entry can be traced back to the underlying transaction 
data. In contrast, the payment (decrease in Cash) of $20,000 to purchase land in 
transaction (b) is entered on the credit (right) side of the account. 

The balance of the cash account of $5,900 is the excess of the debits over the 
credits as shown below. 


Del ofits (CPETCOOML STASI > aati tidieacic’ aia Cb Oc CMEISTORORIOR GeO ROD SOM SOUS OUT UADL Abort $32,500 
Messterecitsn S20 O00 SSjO50) 2 SO50 SZ/000)) ice cc ce eo soins vai lelalatis sleet vrs sales 26,600 
Ba GCrORGASASION NOVEIMDEIISONZON I... oeere asclewa c+ slee nedenemetatiintens a eine § 5,900 


The balance of the cash account is inserted in the account, in the Debit column. 
In this way, the balance is identified as a debit balance.’ This balance represents 
NetSolutions’ cash on hand as of November 30, 2011. This balance of $5,900 is 
reported on the November 30, 2011, balance sheet for NetSolutions as shown in 


Exhibit 6 of Chapter 1. 


2 The totals of the debit and credit columns may be shown separately in an account. When this is done, these amounts should be 
identified in some way so that they are not mistaken for entries or the ending balance of the account. 


Amounts entered on 
the left side of an 
account are debits, 
and amounts entered 
on the right side of an 
account are credits. 
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In an actual accounting system, a more formal account form replaces the T account. 
Later in this chapter, a four-column account is illustrated. The T account, however, is 
a simple way to illustrate the effects of transactions on accounts and financial state- 
ments. For this reason, T accounts are often used in business to explain transactions. 

Each of the columns in Exhibit 1 can be converted into an account form in a 
similar manner as was done for the Cash column of Exhibit 1. However, as mentioned 
earlier, recording increases and decreases in accounts must follow certain rules. These 
rules are discussed after the chart of accounts is described. 


Chart of Accounts 


A group of accounts for a business entity is called a ledger. A list of the accounts 
in the ledger is called a chart of accounts. The accounts are normally listed in the 
order in which they appear in the financial statements. The balance sheet accounts 
are listed first, in the order of assets, liabilities, and owner’s equity. The income state- 
ment accounts are then listed in the order of revenues and expenses. 

Assets are resources owned by the business entity. These resources can be physical 
items, such as cash and supplies, or intangibles that have value. Examples of intangible 
assets include patent rights, copyrights, and trademarks. Assets also include accounts 
receivable, prepaid expenses (such as insurance), buildings, equipment, and land. 

Liabilities are debts owed to outsiders (creditors). Liabilities are often identified on 
the balance sheet by titles that include payable. Examples of liabilities include accounts 
payable, notes payable, and wages payable. Cash received before services are delivered 
creates a liability to perform the services. These future service commitments are called 
unearned revenues. Examples of unearned revenues include magazine subscriptions 
received by a publisher and tuition received at the beginning of a term by a college. 

Owner’s equity is the owner’s right to the assets of the business after all liabili- 
ties have been paid. For a proprietorship, the owner’s equity is represented by the 
balance of the owner’s capital account. A drawing account represents the amount 
of withdrawals made by the owner. 

Revenues are increases in owner’s equity as a result of selling services or products 
to customers. Examples of revenues include fees earned, fares earned, commissions 
revenue, and rent revenue. 


HSessCONNECION 


THE HIJACKING RECEIVABLE 


able to come up with $2 million. Eventually, the pilot talked 
the hijackers into settling for the $2 million when the plane 


A company’s chart of accounts should reflect the basic na- landed in Chattanooga for refueling, 


ture of its operations. Occasionally, however, transactions 
take place that give rise to unusual accounts. The following 
is a story of one such account. 

Before strict airport security was implemented across 
the United States, several airlines experienced hijacking 
incidents. One such incident occurred when a South- 
ern Airways DC-9 en route from Memphis to Miami was 
hijacked during a stopover in Birmingham, Alabama. The 
three hijackers boarded the plane in Birmingham armed 
with handguns and hand grenades. At gunpoint, the hi- 
jackers took the plane, the plane's crew, and the passengers 
to nine American cities, Toronto, and eventually to Havana, 
Cuba. 

During the long flight, the hijackers demanded a ran- 
som of $10 million. Southern Airways, however, was only 


Upon landing in Havana, the Cuban authorities ar- 
rested the hijackers and, after a brief delay, sent the plane, 
passengers, and crew back to the United States. The hijack- 
ers and $2 million stayed in Cuba. 

How did Southern Airways account for and report the 
hijacking payment in its subsequent financial statements? 
As you might have analyzed, the initial entry credited Cash 
for $2 million. The debit was to an account entitled “Hijack- 
ing Payment.” This account was reported as a type of re- 
ceivable under “other assets” on Southern’s balance sheet. 
The company maintained that it would be able to collect 
the cash from the Cuban government and that, therefore, 
a receivable existed. In fact, Southern Airways was repaid $2 
million by the Cuban government, which was, at that time, 
attempting to improve relations with the United States. 
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Expenses result from using up assets or consuming services in the process of 
generating revenues. Examples of expenses include wages expense, rent expense, 
utilities expense, supplies expense, and miscellaneous expense. 

A chart of accounts should meet the needs of a company’s managers and other 
users of its financial statements. The accounts within the chart of accounts are num- 
bered for use as references. A numbering system is normally used, so that new ac- 
counts can be added without affecting other account numbers. 

Exhibit 2 is NetSolutions’ chart of accounts that is used in this chapter. Additional 
accounts will be introduced in later chapters. In Exhibit 2, each account number has 
two digits. The first digit indicates the major account group of the ledger in which 
the account is located. Accounts beginning with 1 represent assets; 2, liabilities; 3, 
owner’s equity; 4, revenue; and 5, expenses. The second digit indicates the location 
of the account within its group. 


Balance Sheet Accounts Income Statement Accounts 


. Assets 4. Revenue 


11. Cash 41 Fees Earned 
12 Accounts Receivable 5. Expenses 
14 Supplies 51 Wages Expense 
15 Prepaid Insurance 52 Rent Expense 
17. Land 54 Utilities Expense 
18 Office Equipment 55 Supplies Expense 
2. Liabilities 59 Miscellaneous Expense 


21 Accounts Payable 
23 Unearned Rent 

3. Owner’s Equity 
31 Chris Clark, Capital 
32. Chris Clark, Drawing 


Each of the columns in Exhibit 1 has been assigned an account number in the 
chart of accounts shown in Exhibit 2. In addition, Accounts Receivable, Prepaid 
Insurance, Office Equipment, and Unearned Rent have been added. These accounts 
will be used in recording NetSolutions’ December transactions. 


Double-Entry Accounting System 


All businesses use what is called the double-entry accounting system. This system 
is based on the accounting equation and requires: 


1. Every business transaction to be recorded in at least two accounts. 
2. The total debits recorded for each transaction to be equal to the total credits recorded. 


The double-entry accounting system also has specific rules of debit and credit for 
recording transactions in the accounts. 


Balance Sheet Accounts 
The debit and credit rules for balance sheet accounts are as follows: 
Balance Sheet Accounts 
ASSETS LIABILITIES OWNER’S EQUITY 
Asset Accounts = Liability Accounts + Owner's Equity Accounts 


Debit for | Credit for Debit for | Credit for Debit for | Credit for 
increases (+) decreases (-) decreases (-) increases (+) decreases (-) increases (+) 


Procter & Gamble’s account 
numbers have over 

30 digits to reflect 
P&G's many different 
operations and regions. 


CRORE RSET ae ee ADEE oC PRINTS eee BENT ee RCM eat Dh ne enema tr aerean 


Chart of 
Accounts for 
NetSolutions 


= Describe and 
illustrate 


journalizing transactions 
using the double-entry 
accounting system. 
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Income Statement Accounts 


The debit and credit rules for income statement accounts are based on their relation- 
ship with owner’s equity. As shown on page 53, owner's equity accounts are increased 
by credits. Since revenues increase owner’s equity, revenue accounts are increased 
by credits and decreased by debits. Since owner’s equity accounts are decreased by 
debits, expense accounts are increased by debits and decreased by credits. Thus, the 
rules of debit and credit for revenue and expense accounts are as follows: 


Income Statement Accounts 


Revenue Accounts Expense Accounts 
Debit for | Credit for Debit for Credit for 
decreases (-) increases (+) increases (+) decreases (-) 
Owner Withdrawals 


The debit and credit rules for recording owner withdrawals are based on the effect 
of owner withdrawals on owner’s equity. Since owner’s withdrawals decrease owner's 
equity, the owner’s drawing account is increased by debits. Likewise, the owner’s 
drawing account is decreased by credits. Thus, the rules of debit and credit for the 
owner’s drawing account are as follows: 


Drawing Account 


? Debit for | Credit for 
increases (+) decreases (-) 
Normal Balances 


The sum of the increases in an account is usually equal to or greater than the sum 
of the decreases in the account. Thus, the normal balance of an account is either a 
debit or credit depending on whether increases in the account are recorded as debits 
or credits. For example, since asset accounts are increased with debits, asset accounts 
normally have debit balances. Likewise, liability accounts normally have credit balances. 

The rules of debit and credit and the normal balances of the various types of 
accounts are summarized in Exhibit 3. Debits and credits are sometimes abbreviated 
as Dr. for debit and Cr. for credit. 

When an account normally having a debit balance has a credit balance, or vice 
versa, an error may have occurred or an unusual situation may exist. For example, a 
credit balance in the office equipment account could result only from an error. This 


Example Exercise 2-1 rt 


4 State for each account whether it is likely to have (a) debit entries only, (b) credit entries only, or (c) both debit and 


credit entries. Also, indicate its normal balance. 


1. Amber Saunders, 
2. Accounts Payable 
3. Cash 


Follow My Example 2-1 


1. Debit entries only; normal debit balance 
2. Debit and credit entries; normal credit balance : 
3. Debit and credit entries; normal debit balance 6. 


SEIS URSSral SS Frey eum ere trees reso a sesebeher es. Gis, efe-she)aie\s.eis/a}allesa/a:4\a Rimishe\aye e\uret Alva: sia wlalaieisie\ale einciein\s\aisleleie’s aise a's pie 


Drawing 4. Fees Earned 
Supplies 
6. Utilities Expense 


Credit entries only; normal credit balance 
Debit and credit entries; normal debit balance 
Debit entries only; normal debit balance 


Practice Exercises: PE 2-1A, PE 2-1B “ 
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excel Excel can be used to input a journal entry as follows: 
SUCCESS F ee 


etSolutions 
November Transactions 


ee NOUNS fk Page 1 
Z Date Description Post. Ref.| Debit | Credit 
‘—eF]_ 2011 | 
b. Sf i-Nov[Casho—~—SCS ui 
| 8 | | Chris Clark, Capital 9- 
e. 


a In cell A6, the journal year is entered (type 2011). 

b. The month and day is then entered for each transaction. In cell A7, type “11-1”. 

c. The account to be debited is entered in cell B7 (type “Cash’). 

d The account to be credited is entered and indented in cell B8 (type “Chris Clark, Capital”). 
Use the Excel indent format button to make indention. 


e. A description of the transaction is entered and indented, twice, in cell B9 (type “Invested 
cash in NetSolutions’). 
f. The amount of the debit is entered in cell D7 (type 25000). Use the Excel comma format 


to insert commas. 
g. The amount of the credit is entered in cell E8 (type 25000). 


Trylt Go to the hands-on Excel Tutor for this example! 


Ce Cae 


th arto 


ime i : unts | 


LIABILITIES + OWNER’S EQUITY 
Liability Accounts Owner's Capital Account 
Debit for | Cr 
decreases (—) 


ASSETS 
Asset Accounts 


Credit for Debit for 
decreases (-) decreases (—) 


- Owner's Drawing Account Income Statement Accounts 


Credit for + Revenue Accounts 


decreases (-) Debit for 
decreases(-) 


- Expense Accounts 
Credit for 
decreases (-) 
The side of the account for recording increases 
and the normal balance is shown in green. 


Net income or net loss 


is because a business cannot have more decreases than increases of office equipment. 
On the other hand, a debit balance in an accounts payable account could result from 


an overpayment. 


Journalizing 


Using the rules of debit and credit, transactions are initially entered in a record called 
a journal. In this way, the journal serves as a record of when transactions occurred 
and were recorded. To illustrate, the November transactions of NetSolutions from 


Chapter 1 are used. 
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Transaction A Nov. 1 Chris Clark deposited $25,000 in a bank account in the name is NetSolutions. 


Analysis 


Journal Entry 


Accounting 
Equation 
Impact 


A journal can be thought 
of as being similar to 

an individual's diary of 
significant day-to-day life 
events. 


This transaction increases an asset account and increases an ownert’s equity 
account. It is recorded in the journal as an increase (debit) to Cash and an 
increase (credit) to Chris Clark, Capital. 


Journal 


Description _ 


Chris Clark, Capital 
Invested cash in NetSolutions. 


Step 1 Step 3 
Step 4 


Assets = Liabilities + Owner's Equity (Investment) 


The transaction is recorded in the journal using the following steps: 


Step 1. The date of the transaction is entered in the Date column. 

Step 2. The title of the account to be debited is recorded at the left-hand margin 
under the Description column, and the amount to be debited is entered in 
the Debit column. 

Step 3. The title of the account to be credited is listed below and to the right of 
the debited account title, and the amount to be credited is entered in the 
Credit column. 

Step 4. A brief description may be entered below the credited account. 

Step 5. The Post. Ref. (Posting Reference) column is left blank when the journal 
entry is initially recorded. This column is used later in this chapter when 
the journal entry amounts are transferred to the accounts in the ledger. 


The process of recording a transaction in the journal is called journalizing. The 
entry in the journal is called a journal entry. 


The following is a useful method for analyzing and journalizing transactions: 


1. Carefully read the description of the transaction to determine whether an asset, a 
liability, an owner’s equity, a revenue, an expense, or a drawing account is affected. 


2. For each account affected by the transaction, determine whether the account increases 
or decreases. 


3. Determine whether each increase or decrease should be recorded as a debit or a 
credit, following the rules of debit and credit shown in Exhibit 3. 


4. Record the transaction using a journal entry. 


The following table summarizes terminology that is often used in describing a trans- 
action along with the related accounts that would be debited and credited. . 


Journal Entry Account 


Common transaction terminology Debit Credit 

Received cash for services provided Cash Fees Earned 

Services provided on account Accounts Receivable Fees Earned 
Received cash on account Cash Accounts Receivable 


Purchased on account Asset Account Accounts Payable 

Paid on account Accounts Payable Cash 

Paid cash Asset or Expense Account Cash 

Owner investments Cash and/or other assets (Owner's Name), Capital 


Owner withdrawals (Owner's Name), Drawing Cash 
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The remaining transactions of NetSolutions for November are analyzed and jour- 
nalized next. 


Nov. ig ASO EGAS POA ay 000 Ore the tigated of land as a future aad site. Transaction B 


rmaaesue 
See ABEL GEN ata eet eee ee edie e he UR oy aT! Ueevi eta, oy Fig SOL MY Re Bang 


This eaesetlGn | increases one aesex ACCOR ad ddtnbides anothEe Iti is recomend 


in the journal as a $20,000 increase (debit) to Land and a $20,000 decrease Analysis 
(credit) to Cash. 


seemeemenetemeirinit ae NO Ua Sie a aS: 


Journal Entry 


Cash | 20,000 


| 

Nov. | 5} Land | 20,000 
| Purchased land for building site. 
| 


| 


Petre eer etree ee tot eet eres 


Assets = Liabilities + Owner's Equity Accounting 
Equation 
Impact 


Nov. 10 ROL rs “aces aca tl on account nen # it Zi 50. Transaction C 


Le 


is pecorded in che journal’ asa uve 350 i increase (epi to ones an ; $1, 350 Analysis 
increase (credit) to Accounts Payable. 


Nov. |10! Supplies 1,350 : 
Accounts Payable 1,350 Journal Entry 
Purchased supplies on account. . 
Assets Liabilities Owner’s Equity Accounting 
Equation 
Impact 
Nov. 18 WNetSolutions received cash of $7,500 from customers Ae services eelaegs Transaction D 


-_ - 
Morante» 


This transaction increases an BEset account cael increases a “revenue account. 
It is recorded in the journal as a $7,500 increase (debit) to Cash and a $7,500 Analysis 
increase (credit) to Fees Earned. 


Nov. |18] Cash 


Fees Earned : _ Journal Entry 
Received fees from customers. 


Assets = Liabilities + Owner’s Equity (Revenue) Accounting 
' Equation 


Nov. 30 NetSolutions incurred the following expenses: wages, $2,125; rent, $800; Transaction E 
utilities, $450; and miscellaneous, $275. 

© This “transaction increases panos. expense “accounts and decreases: an igser 

- (Cash) account. You should note that regardless of the number of accounts, the Analysis 


sum of the debits is always equal to the sum of the credits in a journal entry. It is 


(continued) 
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recorded in the journal with increases (debits) to the expense accounts (Wages 
Expense, $2,125; Rent Expense, $800; Utilities Expense, $450; and Miscellaneous 
Expense, $275) and a decrease (credit) to Cash, $3,650. 


és i ace eA At TREN i 
iia i as BSS ll i sis 


Paid expenses. 


Nov. |30| Wages Expense 2,125 

/ Rent Expense 800 

Utilities Expense 450 
JoursalEatsy Miscellaneous Expense 275 

| Cash 3,650 

1 


Accounting Assets = Liabilities + Owner’s Equity (Expense) 


Equation 
Impact 


Transaction F Nov. 30 NetSolutions paid creditors on account, $950. 

cuit aaa ay : n agra ; : : a, = ? 

is transaction decreases a liability account and decreases an asset account. It 

Analysis is recorded in the journal as a $950 decrease (debit) to Accounts Payable and 
a $950 decrease (credit) to Cash. 


il vo 


| Nov. |30; Accounts Payable 950 
Journal Entry — Cash 950 
| Paid creditors on account. 

Accounting Assets = Liabilities + Owner's Equity 


Equation 
Impact 


Transaction G Nov. 30 Chris Clark determined that the cost of supplies on hand at November 30 
was $550. 


aes me?) 9 Pe tag a 
NetSolutions purchased $1,350 of supplies on November 10. Thus, $800 ($1,350 — 
$550) of supplies must have been used during November. This transaction is 


recorded in the journal as an $800 increase (debit) to Supplies Expense and an 
$800 decrease (credit) to Supplies. 


Analysis 


itis Sesion aot 


Nov. |30} Supplies Expense 800 
Journal Entry | Supplies 800 
| Supplies used during November. 
Accounting Assets = Liabilities + Owner's Equity (Expense) 
Equation 
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Nov. 30 Chris Clark withdrew $2,000 from NetSolutions for personal use. Transaction H 


This transaction decreases assets and owner’s equity. This transaction is recorded 


in the journal as a $2,000 increase (debit) to Chris Clark, Drawing and a $2,000 Analysis 
decrease (credit) to Cash. 


| 
| 
| 
| 
i 
| 
| 
E 
| 
| 
' 


Journal 


Post. 
Date Description Ref. 


: Credit 
2011 


Journal Entry 


Nov. |30] Chris Clark, Drawing 
Cash 


Chris Clark withdrew cash for personal use. 


deena pte esas daseen ian ie memmmmalenneietenar rare 


Be ee poy a aa aie. 


Seem aaron oreo scrmmrernentcantormencorane ~ - < 
STG ee ett met err terrace muni 


Assets = Liabilities + Owner’s Equity (Drawing) Accounting 


Equation 
Impact 


Integrit Objectivity, and Ethics in Business 


WILL JOURNALIZING PREVENT FRAUD? 


While journalizing transactions reduces the possibility of | system by creating fictitious suppliers to whom checks are 
fraud, it by no means eliminates it. For example, embezzle- issued. 
ment can be hidden within the double-entry bookkeeping 


Example Exercise 2-2 


Prepare a journal entry for the purchase of a truck on June 3 for $42,500, paying $8,500 cash and the remainder 
on account. 


Follow My Example 2-2 


JUNE 3 TUCK ans asecseivccsssnsnsenccccccccccecceneeeessesssennsnonsnnnessnenaccngenconsssnunnannsnoserceseoceencvsensnasanet 42,500 
c= GTS eceeee core eras ack Re eco. Sees vatroedissaasi iteanasklazaueochiaderasivtaned 8,500 
PSUR MCS TARY MENG oo ihadi tev secsosa tins Nevstst seeded beCabriVoussisuobaveradiqerstidlenssedttbee 34,000 


SyAeteepie tioiaoaaiois a leitic) aha iaile) etsteh ued ais, avehal oi aieeRis) i eters bie) a\eie clove iatp! »/s\l0\ 0 6 «)0ie\e aie) kin, 4].6,a/eivid eles, 65.8, 0.49 A.8 6.6/¥ipleie.' bis oe 0/0) t/G\0\e)s)¥; Ale <i'0\0\ 00) €)6:e)n/0) we) 6 Srys¥iuCelvte ehe.w) 6 piv) @ Beans) bie ie 0 o\6)0 /6\6 0/6 6:6 4/6) a/b, 0) wane ia, miely Sie 


Practice Exercises: PE 2-2A, PE 2-2B 


Posting Journal Entries to Accounts Ea pesenipe aha 


illustrate the 
journalizing and posting 


As illustrated, a transaction is first recorded in a journal. Periodically, the Brae a 


journal entries are transferred to the accounts in the ledger. The process of 
transferring the debits and credits from the journal entries to the accounts is called 
posting. 

The December transactions of NetSolutions are used to illustrate posting from the 
journal to the ledger. By using the December transactions, an additional review of 
analyzing and journalizing transactions is provided. 


accounts. 


Dec. 1 NetSolutions paid a premium of $2,400 for an insurance policy for Transaction 
liability, theft, and fire. The policy covers a one-year period. 
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Advance payments of expenses, such as for insurance premiums, are called 
prepaid expenses. Prepaid expenses are assets. For NetSolutions, the asset 

Analysis purchased is insurance protection for 12 months. This transaction is recorded 
as a $2,400 increase (debit) to Prepaid Insurance and a $2,400 decrease (credit) 
to Cash. 


oat eee es asco UNS 


Cash 11 2,400 
Paid premium on one-year policy. 


| Dec. | 1 | Prepaid Insurance 15 2,400 
Journal Entry — 


Accounting Assets = Liabilities + Owner’s Equity 
Equation _ ais Saye 
Impact 
The posting of the preceding December 1 transaction is shown in Exhibit 4. Notice 
that the T account form is not used in Exhibit 4. In practice, the T account is usually 
replaced with a standard account form similar to that shown in Exhibit 4. 
aa ae era ee a ee ae eee 


EXHIBIT 4 __ Diagram of the Recording and Posting of a Debit and a Credit 


Journal 


Description 


Dec. | 1 | Prepaid Insurance Step 4 15 
Cash Step 4 11 
: Paid premium on one-year policy. 


Step 2 


Credit 


Step 2 


Account No. 15 


Credit | 


Debit Credit | 


Step 1g 2,400 


Account No. 71 


Balance 
Credit 


| 2 | 2,000 5,900 


Step 1 lige 


Step 3 
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The debits and credits for each journal entry are posted to the accounts in the 
order in which they occur in the journal. To illustrate, the debit portion of the 


December 1 journal entry is posted to the prepaid account in Exhibit 4 using 
the following four steps: 


Step 1. The date (Dec. 1) of the journal entry is entered in the Date column of 
Prepaid Insurance. 

Step 2. The amount (2,400) is entered into the Debit column of Prepaid Insurance. 

Step 3. The journal page number (2) is entered in the Posting Reference (Post. Ref.) 
column of Prepaid Insurance. 

Step 4. The account number (15) is entered in the Posting Reference (Post. Ref.) 


column in the journal. 


As shown in Exhibit 4, the credit portion of the December 1 journal entry is 
posted to the cash account in a similar manner. 

The remaining December transactions for NetSolutions are analyzed and jour- 
nalized in the following paragraphs. These transactions are posted to the ledger in 
Exhibit 5 on pages 68-69. To simplify, some of the December transactions are stated 
in summary form. For example, cash received for services is normally recorded on 
a daily basis. However, only summary totals are recorded at the middle and end of 
the month for NetSolutions. 


el The general ledger can be created in the same workbook on a separate worksheet. The general ledger (GL) 


SUCCESS 


Journal Peepage 
Date Description Post. Ref. Debit Credit 
2011 | . | L 
1-Dec |Prepaid Insurance Hereails | esl b. 
2,400 


=, 


| Cash 11 
| Paid premium on one-year policy. | 
| | | 

| 


worksheet references cells from the journal worksheet (JE) in order to post the journal entries into the ledger accounts. 


| Prepaid Insurance Account No. 
| Balance 
Item Post. Ref. | Debit Credit | Debit | Credit 
ce 
| | 
2 =JE!D4 e. =F5+D6-E6 
Always precede | | | 
a cell reference | Account Ne: ; 11 
Oe Te It Post. Ref.| Debit Credit | Debit a Credit 
an = sign. wa : a = 
2 
c. 


Build a formula Label a worksheet JE. This will be used as the spreadsheet journal. 


by clicking ona 
referenced cell. 


Trylt 


Creat= the Dec. 1 prepaid insurance journal entry in the JE worksheet. 


a 
b. 

Cc. Label a new worksheet “GL” for general ledger. 

d In cell D6 of the GL worksheet, enter a cell reference to the debit of Prepaid insurance from the 


JE worksheet. 


e. In cell F6, enter a formula to compute the new balance (previous balance plus debits minus 
credits, =F5+D6-E6.) ; 
ie In cell E12 (of the GL worksheet), enter a cell reference to the credit to Cash from the JE worksheet. 


Go to the hands-on Excel Tutor for this example! 
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Transaction Dec. 1 NetSolutions paid rent for December, $800. The company from which 
NetSolutions is renting its store space now requires the payment of rent 
on the first of each month, rather than at the end er the month. 


: a re ae, RE wae pea sf the. i 
isk ae advance payment. On rent is an asset, Bee ie fee a lv: nce payment oe 


insurance premium in the preceding transaction. However, unlike the insurance ae 
premium, this prepaid rent will expire in one month. When an asset is purchased 
with the expectation that it will be used up in a short period of time, such as a 


panei month, it is normal to debit an expense account initially. This avoids having to 
transfer the balance from an asset account (Prepaid Rent) to an expense account 

(Rent Expense) at the end of the month. Thus, this transaction is recorded as 

an $800 increase (debit) to Rent Expense and an $800 decrease (credit) to Cash. 

1} Rent Expense 52 800 
Journal Entry Cash 11 800 
Paid rent for December. 
Accounting = Liabilities + Owner’s Equity (Expense) 
Impact 


Transaction Dec. 1 NetSolutions received an offer from a local retailer to rent the land purchased 
on November 5. The retailer plans to use the land as a parking lot for its 
employees and customers. NetSolutions agreed to rent the land to the retailer 
for three months, with the rent payable in advance. NetSolutions received 
$360 He three months’ rent beginning December 1. 


Vine 


: ‘By agreeing | to rent the land and acc pting 


ae sy 


th e © $360, Netsolatans has incurred an 


~ obligation (liability) to the retailer. This obligation is to make the land available 
for use for three months and not to interfere with its use. The liability created 
by receiving the cash in advance of providing the service is called unearned 
revenue. As time passes, the unearned rent liability will decrease and will be- 
come revenue. Thus, this transaction is recorded as a $360 increase (debit) to 
Cash and a $360 increase (credit) to Unearned Rent. 


Analysis 


1| Cash Mt 360 
Unearned Rent 23 360 
Received advance payment for three 
| months’ rent on land. 


Journal Entry 


Accounting Assets = Liabilities + 
Equation 
Impact 


Transaction Dec. 4 NetSolutions purchased office equipment on account Srom Executive 
Supply Co. for $1,800. 


ee 


“The haset (Office Equipment) and liability secOunle tccounee Payables. tee 


Owner's Equity 


Analysis Thi 
is transaction is recorded as a $1,800 increase (debit) to Office Equipment 
and a $1,800 increase (credit) to Accounts Payable. 
4 | Office Equipment 18 1,800 
Journal Entry Accounts Payable 21 1,800 


Purchased office equipment on account. 


Chapter2 Analyzing Transactions 63 


Assets = Liabiliti s + Owner’s Equity Accounting 
aiibe Equation 
Impact 
Dec. 6 eee. bee $180 for a CRN Gs advertisement. Transaction 
en, ut 
ae expense increases aay an asset (Gash). eg Aipense items “hat” are 
expected to be minor in amount are normally included as part of the miscel- Analysis 


laneous expense. This transaction is recorded as a $180 increase (debit) to 
Miscellaneous Expense and a $180 decrease (credit) to Cash. 


6 | Miscellaneous Expense 59 180 
Cash 11 180 
Paid for newspaper advertisement. 


Journal Entry 


Assets = Liabilities + Owner's Equity (Expense) ‘ Accounting 
Cas : Equation 
Impact 


Dec. 11 NetSolutions Pere creditors wee Transaction 


a liability Cacebunts Payable) aad an b enee (Cash) oe “This transaction is 
recorded as a $400 decrease (debit) to Accounts Payable and a $400 decrease Analysis 
(credit) to Cash. 


11] Accounts Payable 
Cash _ Journal Entry 
Paid creditors on account. : 


Assets = Liabilities te Owner's Equity Accounting 
Py Sea sa das Equation 
Dec. 13 NetSolutions paid a receptionist and a part-time assistant $950 for two Transaction 
weeks’ wages. 
This transaction is similar to the December 6 transaction, where an expense one 
account is increased and Cash is decreased. This transaction is recorded as a anysiS 
$950 increase (debit) to Wages Expense and a $950 decrease (credit) to Cash. 
Journal 
Date | te 2 Description — | ‘ Debit | Credit 
2011 Journal Entry 
Dec. |13| Wages Expense a 
Cash 
Paid two weeks’ wages. 
pee Wee i “a Liabilities + Owner’s Equity (Expense) Accounting 


Equation 
Impact 
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COMPUTERIZED ACCOUNTING SYSTEMS 


Computerized accounting systems are widely used by 
even the smallest of companies. These systems simplify the 
record keeping process in that transactions are recorded in 
electronic forms. Forms used to bill customers for services 
provided are often completed using drop down menus 
that list services that are normally provided to customers. 
An auto-complete entry feature may also be used to fill in 


customer names. For example, type “ca” to display custom- 
ers with names beginning with “Ca” (Caban, Cahill, Carey, 
and Caswell). And, to simplify data entry, entries are auto- 
matically posted to the ledger accounts when the electronic 
form is completed. 

One popular accounting software package used by 
small- to medium-sized businesses is QuickBooks®. Some 
examples of using QuickBooks to record accounting trans- 
actions are illustrated and discussed in Chapter 5. 


Transaction Dec. 16 NetSolutions received $3,100 from fees earned for the first half of 


December. 


LY 


An asset account (Cash) and a revenue account (Fees Earned) increase. This 


Analysis 


(credit) to Fees Earned. 


16} Cash 


| 
Journal Entry | Fees Earned 


transaction is recorded as a $3,100 increase (debit) to Cash and a $3,100 increase 


11 3,100 
41 3,100 


| Received fees from customers. 


Accounting Assets ii 


Equation 
Impact 


Liabilities + Owner’s Equity (Revenue) 


Transaction 


eC 


eee 


pede my = 


- = 
When a bine agrees fae a casio ae oe ae services panded ata later 


_ date, an account receivable is created. An account receivable is a claim against 


Analysis 


the customer. An account receivable is an asset, and the revenue is earned 


even though no cash has been received. Thus, this transaction is recorded as 
a $1,750 increase (debit) to Accounts Receivable and a $1,750 increase (credit) 


to Fees Earned. 


EE 


Journal Entry 


Fees Earned 


Accounting Assets = 
Equation 
Impact 


Example Exercise 2-3 


Prepare a journal entry on August 7 for the fees earned on account, $115,000. 


Follow My Example 2-3 


Aug. 7 Accounts Receivable 


~ Fees Earned 


16| Accounts Receivable 


PPO e erence eaneeeeeseeeeeee seen seeee eee Est esesteeessebssseeeseeessseeeeonnce 


See eee eeeeeeeeeeenseeeses 
SAAN eee eee nsec es eaaaanrennesessseeeeseeee ee ee Hesse ssssetenaeensseseeesereoeuenes 


Sa iS Ci Ss 


12 1,750 
41 1,750 


Fees earned on account. 


Owner's Equity (Revenue) 


Liabilities + 


DOs aon ari aici arr iran tr ard 


eG Mais! - 2-3A, PE 2-3B 
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Dec. 20 NetSolutions paid $900 to Executive Supply Co. on the $1,800 debt owed Transaction 
ee the ee 4 transaction. 


ae 


Analysis 


seememmtenni 


20, Accounts Payable 21 900 


Cash 11 900 
Paid creditors on account. 


Journal Entry 


+ Owner’s Equity Accounting 
Equation 
Impact 


Assets = 


Dec. 21 NetSolutions received $650 from customers in payment of their Transaction 
accounts. 


one asset increases led sae asset Se re transaction is. ‘recorded — 


as a $650 increase (debit) to Cash and a $650 decrease (credit) to Accounts  AM#lysis 
Receivable. 
| 
21| Cash 11 650 
Accounts Receivable 12 650 Journal Entry 
Received cash from customers on account. 
Assets Liabilities + Owner's Equity Accounting 
Equation 
Impact 
Dec. 23 NetSolutions spas $1, 4 50 poe wiles: Transaction 
Oke Asse account: SEP) i increases ane ONES: asset pecoUnt (Cash) eke 
creases. This transaction is recorded as a $1,450 increase (debit) to Supplies Analysis 


and a $1,450 decrease (credit) to Cash. 


23| Supplies 14 1,450 
Cash 11 1,450 
Purchased supplies. 


Journal Entry 


Assets = Liabilities + Owner's Equity Accounting 


——t impact 


Impact 
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Transaction Dec. 27 NetSolutions paid the receptionist and the part-time assistant $1,200 for 
two weeks’ wages. 
“This transaction is similar to the transaction of December 13. This transaction 
Analysis is recorded as a $950 increase (debit) to Wages Expense and a $950 decrease 
Sol to Cash. 


Bein acer ec eee ieee naeeaemaaeanmaanatlil 


| 27| Wages Expense S| | 
Journal Entry | Cash 11 
L Paid two weeks’ wages. 
woeeanensesstene sees Re ON SOP ONE EESTI 
Accounting Assets = Liabilities + Owner's ae (Expense) 
Equation ee ee ea a 


Impact 


Transaction Dec. 31 NetSolutions paid its $310 telephone bill for the month. 


This is similar to the transaction of December 6. This transaction is recorded’as 


Analysis ves : 
z a $310 increase (debit) to Utilities Expense and a $310 decrease (credit) to Cash. 
31} Utilities Expense 54 310 
Journal Entry | Cash Ua 310 
Paid telephone bill. | 
Accounting Assets = Liabilities + Owner’s Equity (Expense) 
Equation Te i a eee 
Impact 


Transaction Dec. 31 NetSolutions paid its $225 electric bill for the month. 


This is similar to the preceding transaction. This transaction is recorded as a 


Analysis ; ; mish 
$225 increase (debit) to Utilities Expense and a $225 decrease (credit) to Cash. 


Journal 


Description 

Journal Entry 

Utilities Expense 
Cash 

Paid electric bill. 


“cecil eA IS ea 


snenenreeremmenesereceneeecenetomecenn: enue martactroxarceemmenncansemathneisnettommennr stn 


Accounting Assets = Liabilities + Owner's Equity (Expense) 
Equation a 
Impact 


Transaction Dec. 31 NetSolutions received $2,870 from fees earned for the second half of 
December, 


nantes ‘This is similar to the transaction of December 16. This transaction is wonccd: es 
a $2,870 increase at. to Cash a a he a increase idee to ins ened: 


ii LE SR Ni li oor 
AS iN RE al aise 


31] Cash 11 
Journal Entry Fees Earned 41 


) Received fees from customers. 


2,870 
2,870 


a net aati ayer ec ete eee = 
cette conueranctemgnneanconenntenngte 


Accounting Assets = Pane remeron a 
. = iabilities Ep ro] f, : 
Equation See saci wner's Equity (Revenue) 


Impact 
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ne 


Dec. ea Fees aed on account totaled $1,120 for the second half of December. Transaction 
this is conilar to ee transaction of December 16. This trancaction is recorded as 
a $1,120 increase (debit) to Accounts Receivable and a $1,120 increase (credit) Analysis 
to Fees Earned. 


rinse ee re 


31} Accounts Receivable 12 1,120 | | 
Fees Earned 41 1,120 

Fees earned on account. | | 

| 


Journal Entry 


Assets 2 witha Liabilities + Owner's Equity (Revenue) Accounting 
: ee age pee tiga Equation 
Impact 
Dec. 31 Chris Clark withdrew #2, 000 for personal use. Transaction 


This transaction fe cieases owner’s equity and assets. This t transaction is (core 


as a $2,000 increase (debit) to Chris Clark, Drawing and a $2,000 decrease Analysis 
(credit) to Cash. 


aca iS STR SSS NO OOO 


] 31} Chris Clark, Drawing 32 2,000 

Cash 11 2,000 1 Journal Entry 
) Chris Clark withdrew cash for personal use. | : 

| 
Assets = Liabilities + Owner’s Equity (Drawing) Accounting 
pas . , ae Equation 
Impact 
Example Exercise 2-4 | = 


Prepare a journal entry on December 29 for the payment of $12,000 to the owner of Smartstaff Consulting Services, 
Dominique Walsh, for personal use. 


Follow My Example 2-4 


Dec. 29 Dominique Walsh, Se LC al Ua up ee 5 CORPO oe ele ROE 12,000 


Practice Exercises: PE 2-4A, PE 2-4B 


Example Exercise 2-5 <u 


On March 1, the cash account balance was $22,350. During March, cash receipts totaled $241,880 and the March 31 
balance was $19,125. Determine the cash payments made during March. 


Follow My Example 2-5 


Using the following T account, solve for the amount of cash payments (indicated by ? below). 
: Cash 


i 


Mar. 1 Bal. 22,350 
‘Cash receipts 241,880 
Mar. 31 Bal. 1925 


$19,125 = $22,350 + $241,880 — Cash payments — 
Cash Se = $22,350 + $241,880 — $19,125 = $245,105 


4 Petar ane an EVA petreec gale Tae ay Gra se tase| Foeeahata oo;;eib aie ie"o ereya/i6 me caer le alilace ae (nile an snlieseidleisle=eie)@) ajaie) wy mieun precehelelayeaeiene ec 8 see ]6 dyer ey a 
Deoiie lave sdee: «ievecwte abl ei.a (je! eras wien s iWio aise evare lain a) eve) wiley, ole din)0.4, 8,4) Je ie) e)\# 2.0 (6/074) 4 (68 


Practice Exercises: PE 2-5A, PE 2-5B 


Cash payments 
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Exhibit 5 shows the ledger for NetSolutions after the transactions for both No- 
vember and December have been posted. 


ee WS SRN BERT EET ENE GET ES ee 


LN 


EXHIBIT 5 Ledger NetSolutions 


i Ledger Account No. 17 
3 
@ Account Cash Account No. 77 
/ Balance 
' baa Post. | : ae Be = 
; . : : 5 : bit | Credit | Debit | Credit 
| Date Item Ref. | Debit | Credit | Debit | Credit bee new Bet hee oo 
: 2011 
Pee 0 20,000 
| Nov. 1 1 |25,000 25,000 Nov. 5 He ec 
5 1 20,000 5,000 
1 1 7,500 12,500 
8 Account No. 78 
30 1 3,650 8,850 
30 1 950 7,900 Balance 
30 2. 2,000 5,900 
Dec. 1 2 2,400 3,500 Credit | 
1 2 800 2,700 
1 2 360 3,060 
6 Zz 180 2,880 
ial 2 400 2,480 
3 3 950 1,530 Account No. 21 
16 3 3,100 4,630 
20 3 900 | 3,730 Balance 
21 3 650 4,380 se 
23 3 1,450 | 2,930 as 
ee es 28 
; 400 
BA 4 225 pees) 
2,200 
31 4 2,870 4,065 1.800 
31 4 2,000 | 2,065 5 
900 


Account No, 12 
Account No, 23 


Balance 


Balance 


| Credit 


Credit | credit | 


360 360 


Account No. 37 


Account Supplies Account No. 14 


Balance 


Balance 


Credit 


Credit 
Post. 
_| Date Item Ref. | Debit | Credit | Debit | Credit q 
hice 25,000 25,000 _ 
| |Nov. 10 11 $250 1,350 
| 30 1 800 550 
_ |Dec. 23 3 1,450 2,000 Account No. 32 


Balance 


Account No. 15 Date | Item | Ref. | Debit | Credit | Debit | Credit | 
Balance ay | 
: Nov. 30 2 2,000 2,000 


Credit | credit Bec e 4 | 2,000 4,000 


pepe trom cence econ nrpaece cep ansenn terete 
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Ranges Sees ia eat 


EXHIBIT 5 __ “Ledger NetSolutions s (concluded) 


ata =e 
Stace Rae a ee pone Ona 


stim eer OT Te Tm 


Account No. 47 iliti Account No. 54 


it | Credit | Credit | 


Credit 


7,500 
3,100 
1,750 
2,870 
1,120 


7,500 
10,600 
12350 
15,220 
16,340 


hep econo nero eames ner netoanre 


Account No. 55 


Account No. 517 


Credit 


Balance 


Credit | Debit | Credit 


Credit 


Account No. 59 


Balance 


| Credit: 


Account No. 52 


it | Credit 


Trial Balance Prepare an 
unadjusted 


trial balance and explain 
how it can be used to 
discover errors. 


Errors may occur in posting debits and credits from the journal to the ledger. One 
way to detect such errors is by preparing a trial balance. Double-entry accounting 
requires that debits must always equal credits. The trial balance verifies this equality. 
The steps in preparing a trial balance are as follows: 


Step 1. List the name of the company, the title of the trial balance, and the date 
the trial balance is prepared. 

Step 2. List the accounts from the ledger and enter their debit or credit balance in 
the Debit or Credit column of the trial balance. 

Step 3. Total the Debit and Credit columns of the trial balance. 

Step 4. Verify that the total of the Debit column equals the total of the Credit column. 


The trial balance for NetSolutions as of December 31, 2011, is shown in Exhibit 6. 
The account balances in Exhibit 6 are taken from the ledger shown in Exhibit 5. 
Before a trial balance is prepared, each account balance in the ledger must be de- 
termined. When the standard account form is used as in Exhibit 5, the balance of 
each account appears in the balance column on the same line as the last posting to 
the account. 
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Sree yas ETE 
EXHIBIT 6 
: NetSolutions 
Trial Balance Unadjusted Trial Balance 
December 31, 2011 
Step 1 pee es ee 


Debit “Credit 


Balances — Balances 

(E19 Reet ne merc Melon Orta. Gina rs SAR AM MMe orto namely Soy 2,065 

Accounts Receivalleucyer i coi.s uch atone Gprie weslel ncetareuaisutoieaen carers 1 prs\aeiby iekecepetens 2,220 

SUPPITES" Sartre seisdeusceties etude! sie lemejobeieysee alive cer ors Sevsieteetabs atais) saeler occ asta ace tame 2,000 

Prepaid tySUranGe mice ccsstonss sieleieirereisaierstrvee oreleleqtidieuiekesrera Seana tle ancianete 2,400 

e110 eRe eae e iar MO ReA Samir Ts Te Stee tec fir | Minuet cieiceo Ss Giro 20,000 

Office Equi pMenntic., aaecrecaraterrtenatareis slate is metunlors oy spehen en aleis oer ny nade osholeromarogstans 1,800 

AGCOUMES Payal OU iiss css s Risreatel viclesettee closer eqnielersl sua fetedehalensishe-4/fe)m oaiceteteatetahe 900 

Winearned Rent vocheenie we cra arectar oars coie arama acters ode eitaeicael cls isle os syatetaretetateyerenars 360 
Step 2 Chris Clark, Capital sy ccecksss 0c ee eee 25,000 

i AEE CODE lake hademm miners racniar otc edu amcnteceec ous Mobo ana cmon: 4,000 

FEES Earned > fois coer anials-OREE ih tera iolae arn Re eet ag eer aac ekeaaie fice telat 16,340 

Wages Expemseriiciirs-sed a invwins/a nial syerpaneole stats tea sicotay evueteteNch ean lege ete g Mahal eadatetalete 4,275 : 

REM EXPE SOc eeic 5 ciardes bcieoha a cleeceraereecey oles Singaete tat ari batel aa ole ede Peer cat 1,600 

WEHHTBLESHER RISO... 2sca.lee ayo i aeeece te ml mantons ets oredr ton «lcs eave ehadar ev uate aloe Ocetenatns 985 

SUP PHISSIEX POISON tresk clas souks cuausuansrens ers c aca iss oar stoves ale eves ares efs) ouey/euchesvadenetanyays 800 
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Steps 3-4 


The trial balance shown in Exhibit 6 is titled an unadjusted trial balance. This 
is to distinguish it from other trial balances that will be prepared in later chapters. 
These other trial balances include an adjusted trial balance and a post-closing trial 
balance. 


Errors Affecting the Trial Balance 


If the trial balance totals are not equal, an error has occurred. In this case, the error 
must be found and corrected. A method useful in discovering errors is as follows: 


1. If the difference between the Debit and Credit column totals is 10, 100, or 1,000, an 
error in addition may have occurred. In this case, re-add the trial balance column 
totals. If the error still exists, recompute the account balances. 


2. If the difference between the Debit and Credit column totals can be evenly divisible 
by 2, the error may be due to the entering of a debit balance as a credit balance, 
or vice versa. In this case, review the trial balance for account balances of one-half 
the difference that may have been entered in the wrong column. For example, if the 
Debit column total is $20,640 and the Credit column total is $20,236, the difference 
of $404 ($20,640 — $20,236) may be due to a credit account balance of $202 that was 
entered as a debit account balance. 


3. If the difference between the Debit and Credit column totals is evenly divisible 
by 9, trace the account balances back to the ledger to see if an account balance 
was incorrectly copied from the ledger. Two common types of copying errors are 
transpositions and slides. A transposition occurs when the order of the digits is 
copied incorrectly, such as writing $542 as $452 or $524. In a slide, the entire 
number is copied incorrectly one or more spaces to the right or the left, such as 
writing $542.00 as $54.20 or $5,420.00. In both cases, the resulting error will be 
evenly divisible by 9. 

4. If the difference between the Debit and Credit column totals is not evenly divis- 
ible by 2 or 9, review the ledger to see if an account balance in the amount of 


3 The adjusted trial balance is discussed in Chapter 3, and the post-closing trial balance is discussed in Chapter 4. 
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excel be unadjusted trial balance can be created on a spreadsheet. The unadjusted trial balance references the 
SUCCESS edger account balances. To illustrate, the relationship between the Accounts Receivable account 
and unadjusted trial balance is as follows: 


‘Account No. | 15 
Balance 
Debit Credit 


a Credit oe 


=F5+D6-E6 
=F6+D7-E7 


=F7+D8-E8 


__.NetSolutions 
Unadjusted Trial Balance 
31-Dec-11_ 
: Debit Credit 
Balances Balances 


cS 
Accounts Receivable 
Supplies Expense 
Miscellaneous Expense _ 


=GLIF8 


=SUM(C6:C21) | d. 


a. Label the third worksheet “UTB” for unadjusted trial balance. 

b. Previously, a formula that computes the account balance was created. This formula is copied down to create a 
cumulative balance. As of December 215t, the value in cell F7 represents the total. This total computes the total 
from December 16th plus any debit amounts less any credit amounts. 


ic In cell B7 (of the UTB worksheet), a cell reference is created for the December 315t balance in the Accounts 
Receivable ledger account. This balance is in cell F8 (of the GL worksheet). The reference is =GL!F8. 
d. The debit and credit columns of the trial balance are summed using the sum formula. The sum formula for the 
debit column is =SUM(B6:B21) 
— 
; The range to be summed is created b 
Us So Ra ia i ee the first cell of the range (B6) 


begins with an equal sign “= 


followed by the word “SUM” followed by a colon (this denotes a range) 


followed by the last cell of the range (B21). 
Trylt Go to the hands-on Excel Tutor for this example! 


Trylt The Excel Success example shows the creation of journal entry transactions, posting to general 
ledger accounts, and the unadjusted trial balance. Within that tutorial, accounting formatting is 
discussed. Go to the Excel Tutor titled Accounting Formatting for additional information! 


the error has been omitted from the trial balance. If the error is not discovered, 
review the journal postings to see if a posting of a debit or credit may have been 
omitted. 

5. If an error is not discovered by the preceding steps, the accounting process must be 
retraced, beginning with the last journal entry. 


The trial balance does not provide complete proof of the accuracy of the ledger. 
It indicates only that the debits and the credits are equal. This proof is of value, 
however, because errors often affect the equality of debits and credits. 
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$2,850. 


Cash. 


eS ah ai ai ate 
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Example Exercise 2-6 oa 


For each of the following errors, considered individually, indicate whether the error would cause the trial balance totals 
to be unequal. If the error would cause the trial balance totals to be unequal, indicate whether the debit or credit total 


is higher and by how much. 


a. Payment of a cash withdrawal of $5,600 was journalized and posted as a debit of $6,500 to Salary Expense and a 
credit of $6,500 to Cash. 
b. A fee of $2,850 earned from a client was debited to Accounts Receivable for $2,580 and credited to Fees Earned for 


c. A payment of $3,500 to a creditor was posted as a debit of $3,500 to Accounts Payable and a debit of $3,500 to 


Follow My Example 2-6 


a. The totals are equal since both the debit and credit entries were journalized and posted for $6,500.. 
b. The totals are unequal. The credit total is higher by $270 ($2,850 — $2,580). 
c. The totals are unequal. The debit total is higher by $7,000 ($3,500 + $3,200). 
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Pay, firs 


Practi 


Errors Not Affecting the Trial Balance 


An error may occur that does not cause the trial balance totals to be unequal. Such 
an error may be discovered when preparing the trial balance or may be indicated 
by an unusual account balance. For example, a credit balance in the supplies account 
indicates an error has occurred. This is because a business cannot have “negative” 
supplies. When such errors are discovered, they should be corrected. If the error 
has already been journalized and posted to the ledger, a correcting journal entry 
is normally prepared. 

To illustrate, assume that on May 5 a $12,500 purchase of office equipment on 
account was incorrectly journalized and posted as a debit to Supplies and a credit 
to Accounts Payable for $12,500. This posting of the incorrect entry is shown in the 
following T accounts: 


Incorrect: 
Supplies Accounts Payable 


12,500 12,500 


Before making a correcting journal entry, it is best to determine the debit(s) 
and credit(s) that should have been recorded. These are shown in the following 
T accounts: 


Correct: 
Office Equipment Accounts Payable 


12,500 | | 12,500 


Comparing the two sets of T accounts shows that the incorrect debit to Sup- 
plies may be corrected by debiting Office Equipment for $12,500 and crediting 


Supplies for $12,500. The following correcting journal entry is then journalized 
and posted: 
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Entry to Correct Error: 
= rm ee = 
i May |31]| Office Equipment 18 12,500 | 
Supplies 14 12,500 
To correct erroneous debit 
to Supplies on May 5. See invoice | 
: from Bell Office Equipment Co. 


SEE a cane en acer ree ee ee 


Example Exercise 2-7 


The following errors took place in journalizing and posting transactions: 


a. A withdrawal of $6,000 by Cheri Ramey, owner of the business, was recorded as a debit to Office Salaries Expense 
and a credit to Cash. 


b. Utilities Expense of $4,500 paid for the current month was recorded as a debit to Miscellaneous Expense and a 
credit to Accounts Payable. 
Journalize the entries to correct the errors. Omit explanations. 


Follow My Example 2-7 


des Chen Ramey OTAWIAG scenes lence cosss oe) 6,000 


Office Salaries EXPOS ce cscecscsesscesvestsstteestneosecese = @)000 
POS AVA Bch co eens an octocimcannts = 2500 
MISCEHANCOUS EXDOMSC soecccccscccccccssesccssccsscsessncsecuscosseonsts 4,500 


4,500 


Note: The first entry in (b) reverses the incorrect entry, and the second entry records the correct entry. These two 
entries could also be combined into one entry; however, preparing two entries will make it easier for someone later to 
understand what had happened and why the entries were necessary. 
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Practice Exercises: PE 2-7A, PE 2-7B 


Financial Analysis and Interpretation: 
Horizontal Analysis 


Describe and 


A single item in a financial statement, such as net income, is often useful in interpreting 

the financial performance of a company. However, a comparison with prior periods = Rcatcene 

often makes the financial information even more useful. For example, comparing net 4.6 o¢ horizontal 

income of the current period with the net income with the prior period will indicate analysis in evaluating a 

whether the company’s operating performance has improved. company’s performance 
In horizontal analysis, the amount of each item on a current financial statement and financial condition. 

is compared with the same item on an earlier statement. The increase or decrease in 

the amount of the item is computed together with the percent of increase or decrease. 

When two statements are being compared, the earlier statement is used as the base 

for computing the amount and the percent of change. 
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To illustrate, the horizontal analysis of two income statements for J. Holmes, Attorney- 
at-Law, is shown below. 
J. Holmes, Attorney-at-Law 
Income Statements 
For the Years Ended December 31 


Increase 
(Decrease) 
2012 2011 Amount Percent 
Fees earned $187,500 $150,000 $37,500 25.0%* 
Operating expenses: 
Wages expense $ 60,000 $ 45,000 $15,000 33.3 
Rent expense 15,000 12,000 3,000 25.0 
Utilities expense 12,500 9,000 3,500 38.9 
Supplies expense 2,700 3,000 (300) (10.0) 
Miscellaneous 
expense 2,300 1,800 500 27.8 
Total operating expenses $ 92,500 $ 70,800 $21,700 30.6 


Net income $ 95,000 S$ 79,200 $15,800 19.9 


*$37,500 + $150,000 


The horizontal analysis for J. Holmes, Attorney-at-Law, indicates both favorable 
and unfavorable trends. The increase in fees earned is a favorable trend, as is the 
decrease in supplies expense. Unfavorable trends include the increase in wages ex- 
pense, utilities expense, and miscellaneous expense. These expenses increased the 
same as or faster than the increase in revenues, with total operating expenses increas- 
ing by 30.6%. Overall, net income increased by $15,800, or 19.9%, a favorable trend. 

The significance of the various increases and decreases in the revenue and ex- 
pense items should be investigated to see if operations could be further improved. 
For example, the increase in utilities expense of 38.9% was the result of renting 
additional office space for use by a part-time law student in performing paralegal 
services. This explains the increase in rent expense of 25% and the increase in wages 
expense of 33.3%. The increase in revenues of 25% reflects the fees generated by 
the new paralegal. 

The preceding example illustrates how horizontal analysis can be useful in inter- 
preting and analyzing the income statement. Horizontal analyses can also be performed 
for the balance sheet, the statement of owner’s equity, and the statement of cash flows. 

To illustrate, horizontal analysis for Apple Inc.’s 2009 and 2008 statements of cash 
flows (in millions) is shown below. 


Apple Inc. 
Statements of Cash Flows 
For the Years Ended 


Increase 
Sept. 26, Sept. 27, (Decrease) 

2009 2008 Amount Percent 
Cash flows from operating activities $10,159 $ 9,596 Si 568 5.9% 
Cash flows used for investing activities (17,434) (8,189) (9,245) (112.9) 
Cash flows from financing activities 663 1,116 (453) (40.6) 
Net increase (decrease) in cash S (6,612) S22 523 $(9,135) (362.1) 
Beginning of the year balance of cash ZS 9,352 2523 27.0 
End of the year balance of cash $ 5,263 $11,875 $(6,612) (55.7) 


The horizontal analysis of cash flows for Apple Inc. indicates an increase in cash 
flows from operating activities of 5.9%, which is a favorable trend. At the same time, 
Apple increased the cash used in its investing activities by over 112.9% and decreased 
the cash it received from financing activities by 40.6%. Overall, Apple had a 362.1% 
decrease in cash for the year, which decreased the end of the year cash balance by 
55.7%. In contrast, in the prior year Apple increased its ending cash balance, which 
is the beginning cash balance of the current year, by 27%. 
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Example Exercise 2-8 


Two income statements for McCorkle Company are shown below. 


McCorkle Company | 
Income Statements 
For the Years Ended December 31 


2012 2011 

| Fees earned $210,000 $175,000 
| Operating expenses 172,500 150,000 | 
. Net income $ 37,500 § 25,000 
| Prepare a horizontal analysis of McCorkle Company’s income statements. 


Follow My Example 2-8 


McCorkle Company 
Income Statements 
For the Years Ended December 31 


Increase 
(Decrease) 
2012 2011 Amount Percent 
Fees earned $210,000 $175,000 $35,000 20% 
Operating expenses 172,500 150,000 22,500 15 
Net income $ 37,500 $ 25,000 $12,500 50 


Practice Exercises: PE 2-8A, PE 2-8B 
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At a Glance 


Describe the characteristics of an account and a chart of accounts. 


Key Points The simplest form of an account, a T account, has three parts: (1) a title, which is the name 
of the item recorded in the account; (2) a left side, called the debit side; and (3) a right side, called the 
credit side. Periodically, the debits in an account are added, the credits in the account are added, and the 
balance of the account is determined. 

The system of accounts that make up a ledger is called a chart of accounts. 


Example Practice 


rning Outcomes 
Learning Exercises Exercises 


¢ Record transactions in T accounts. 


e Determine the balance of a T account. 


* Prepare a chart of accounts for a proprietorship. | 
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2 Describe and illustrate journalizing transactions using the double-entry accounting system. 


Key Points Transactions are initially entered in a record called a journal. The rules of debit and credit for 
recording increases or decreases in accounts are shown in Exhibit 3. Each transaction is recorded so that the 
sum of the debits is always equal to the sum of the credits. The normal balance of an account is indicated 
by the side of the account (debit or credit) that receives the increases. 


Learning Outcomes Example Practice 

; Exercises Exercises 
¢ Indicate the normal balance of an account. EE2-1 PE2-1A, 2-1B 
* Journalize transactions using the rules of debit and credit. EE2-2 PE2-2A, 2-2B 


EN Describe and illustrate the journalizing and posting of transactions to accounts. 


Key Points Transactions are journalized and posted to the ledger using the rules of debit and credit. The 


debits and credits for each journal entry are posted to the accounts in the order in which they occur in the 
journal. 


Learning Outcomes Example Practice 
Exercises Exercises 
EE2-3 PE2-3A, 2-3B 
* Given other account data, determine the missing amount of an EE2-4 PE2-4A, 2-4B 
account entry. 


* Journalize transactions using the rules of debit and credit. 


EE2-5 PE2-5A, 2-5B 
* Post journal entries to a standard account. 


* Post journal entries to a T account. 


"a Prepare an unadjusted trial balance and explain how it can be used to discover errors. 


Key Points A trial balance is prepared by listing the accounts from the ledger and their balances. The totals 
of the Debit column and Credit column of the trial balance must be equal. If the two totals are not equal, 
an error has occurred. Errors may occur even though the trial balance totals are equal. Such errors may 
require a correcting journal entry. 


; 
Learning Outcomes Example Practice. 
. . E Ls 
* Prepare an unadjusted trial balance. hts paises 
* Discover errors that cause unequal totals in the trial balance. EE2-6 PE2-6A, 2-6B 
* Prepare correcting journal entries for various errors. EE2-7 PE2-7A, 2-7B 
> 
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Describe and illustrate the use of horizontal analysis in evaluating a company’s performance 
and financial condition. 


Key Points = In horizontal analysis, the amount of each item on a current financial statement is compared 
with the same item on an earlier statement. The increase or decrease in the amount of the item is computed 
together with the percent of increase or decrease. When two statements are being compared, the earlier 


ae aera caaemean etecoamet een: 


statement is used as the base for computing the amount and the percent of change. 
Learning Outcomes Example Practice 
Exercises Exercises 


* Describe horizontal analysis. 


* Prepare a horizontal analysis report of a financial statement. EE2-8 PE2-8A, 2-8B 


a a a Lee ee a canara Teun atnaaa ster vee etnaramte creamer meme 


Key Terms 

account (50) drawing (52) posting (59) 

account receivable (64) expenses (53) revenues (52) 

assets (52) horizontal analysis (73) rules of debit and credit (53) 
balance of the account (51) journal (55) slide (70) 

capital account (52) journal entry (56) T account (50) 

chart of accounts (52) journalizing (56) transposition (70) 

correcting journal entry (72) ledger (52) trial balance (69) 

credit (51) liabilities (52) unadjusted trial balance (70) 
debit (51) normal balance of an account (54) unearned revenue (62) 


double-entry accounting system (53) — owner’s equity (52) 


Illustrative Problem 


J. F. Outz, M.D., has been practicing as a cardiologist for three years. During April 2011, 
Outz completed the following transactions in her practice of cardiology: 


Apr. 1. Paid office rent for April, $800. 
3. Purchased equipment on account, $2,100. 
5. Received cash on account from patients, $3,150. 
8. Purchased X-ray film and other supplies on account, $245. 


One of the items of equipment purchased on April 3 was defective. It was re- 
turned with the permission of the supplier, who agreed to reduce the account 
for the amount charged for the item, $325. 


12. Paid cash to creditors on account, $1,250. 
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Apr. (17: 
20. 


24. 
a7. 
30. 


30. 
30. 
30. 


30. 


Paid cash for renewal of a six-month property insurance policy, $370. 


Discovered that the balances of the cash account and the accounts payable account 
as of April 1 were overstated by $200. A payment of that amount to a creditor 
in March had not been recorded. Journalize the $200 payment as of April 20. 


Paid cash for laboratory analysis, $545. 
Paid cash from business bank account for personal and family expenses, $1,250. 


Recorded the cash received in payment of services (on a cash basis) to patients 
during April, $1,720. 


Paid salaries of receptionist and nurses, $1,725. 
Paid various utility expenses, $360. 


Recorded fees charged to patients on account for services performed in April, 
$5,145. 


Paid miscellaneous expenses, $132. 


Outz’s account titles, numbers, and balances as of April 1 (all normal balances) are 
listed as follows: Cash, 11, $4,123; Accounts Receivable, 12, $6,725; Supplies, 13, $290; 
Prepaid Insurance, 14, $465; Equipment, 18, $19,745; Accounts Payable, 22, $765; J. F. 
Outz, Capital, 31, $30,583; J. F. Outz, Drawing, 32, $0; Professional Fees, 41, $0; Salary 
Expense, 51, $0; Rent Expense, 53, $0; Laboratory Expense, 55, $0; Utilities Expense, 56, $0; 
Miscellaneous Expense, 59, $0. 


Instructions 


1. Open a ledger of standard four-column accounts for Dr. Outz as of April 1. Enter 
the balances in the appropriate balance columns and place a check mark (“) in the 
Posting Reference column. (Hint: Verify the equality of the debit and credit balances 
in the ledger before proceeding with the next instruction.) 


2. Journalize each transaction in a two-column journal. 


3. Post the journal to the ledger, extending the month-end balances to the appropriate 
balance columns after each posting. 


4. Prepare an unadjusted trial balance as of April 30. 


Solution 1., 2., and 3. 


Journal 


Description 


Rent Expense 
Cash 


Equipment 
Accounts Payable 
Purchased equipment 
on account. 


Cash 
Accounts Receivable 
Received cash on 
account. 


Supplies 
Accounts Payable 
Purchased supplies. 


Accounts Payable 
Equipment 
Returned defective 
equipment. 


Accounts Payable 
Cash 
Paid creditors on 
account. 


Prepaid Insurance 


Cash 
Renewed six-month 
property policy. 
Accounts Payable 
Cash 
Recorded March 
payment to creditor. 


Account Cash 


Post. 

Date Item | Ref. | Debit 

2011 

|Apr. 1] Balance v 
1 27 

5 27. a 150) 
12 2E 
17 ey) 
20 27. 
24 28 
27, 28 

30 28 1,720 
30 28 
30 28 


Paid office rent for April. 


Credit 


800 


1,250 
370 
200 
545 

1,250 


p25 
360 
132 


Credit | 


Account No. 77 


Debit 


4,123 
3,323 
6,473 
5,223 
4,853 
4,653 
4,108 
2,858 
4,578 
2,853 
2,493 
2,361 


Credit 
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Journal 


Description 


Laboratory Expense 
Cash 


Paid for laboratory 


analysis. 


J. F. Outz, Drawing 
Cash 


J. F. Outz withdrew 
cash for personal use. 


Cash 
Professional Fees 


Received fees from 


patients. 
Salary Expense 


Cash 
Paid salaries. 


Utilities Expense 
Cash 
Paid utilities. 


Accounts Receivable 
Professional Fees 


Recorded fees earned 


on account. 


Miscellaneous Expense 
Cash 
Paid expenses. 


Account Accounts Receivable 


Item 


Balance 


Item 


Balance 


Credit : 


Account No. 72 
Balance 


Credit 


Account No. 73 
Balance 


Credit Credit 
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Account Prepaid insurance 


Item 


Balance 


Date Item 


| Apr. 1] Balance 


Item 


Balance 


Item 


Balance 


Account J. F Qutz, Drawing 


Account No. 14 


Balance | 


Credit 


Account No, 78 


Balance 


Credit | Debit | Credit 


19,745 
21,845 
21,520 


Account No, 22 


Balance 


| Credit Credit 


765 
2,865 
3,110 
2,785 
1,535 
Tess 


Account No. 37 


Balance 
Credit Credit 
30,583 
Account No. 32 
Balance 


Credit | Credit 


Account Professional Fees Account No. 417 
Balance | 
Credit Credit _ 


1,720 LAZO: 
5,145 6,865 


Account Salary Expense Account No. 51 


Balance 


Credit Credit _ 


Account Rent Expense Account No. 53 


Balance. 


Credit Credit 


Account Laboratory Expense Account No. 55 


Balance 


Credit Credit 


Account Utilities Expanse Account No. 56 


Balance 


Credit Credit 


Account Miscellaneous Expense Account No. 59 


Balance 


Credit 


Credit 
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J. F. Outz, M.D. 


Unadjusted Trial Balance 
April 30, 2011 


Debit 
Balances 


Credit 
Balances 


What is the difference between an account and a 
ledger? 


Do the terms debit and credit signify increase or 
decrease or can they signify either? Explain. 


. Weir Company adheres to a policy of depositing 
all cash receipts in a bank account and making 
all payments by check. The cash account as of 
December 31 has a credit balance of $3,190, and 
there is no undeposited cash on hand. (a) Assum- 
ing no errors occurred during journalizing or post- 
ing, what caused this unusual balance? (b) Is the 
$3,190 credit balance in the cash account an asset, a 
liability, owner’s equity, a revenue, or an expense? 


Resource Services Company performed services 
in February for a specific customer, for a fee 
of $11,250. Payment was received the following 
March. (a) Was the revenue earned in February or 
March? (b) What accounts should be debited and 
credited in (1) February and (2) March? 


If the two totals of a trial balance are equal, does 
it mean that there are no errors in the accounting 
records? Explain. 


. Assume that a trial balance is prepared with an 
account balance of $21,740 listed as $2,174 and an 
account balance of $4,500 listed as $5,400. Identify 
the transposition and the slide. 


OM gO ee Za NINO Rael ence atin ante sea; sole to ace ace opie ee 
BROLessioialtECCS rsa ccm eeercais ties asain cg cles wei gat eed ree oniehe, Guts Ee 
SEH STA GOUSIIS egos ete SERS SNe a ec tecten emer 
REMUEN DOM SON femuen euct se eni ae i ng oak sioluson wala EU claiam couleur deve wa ems 
AIG FALOHY ENP OMSG grins sts aide = ajscuacaoa cea Fiaias ae EOL hewn Uae tees 
GITUTTOS ESS OVER EH SRS srs chee eae es ees eRe oT ees A Co 


MiscellameGOussEXPeMmse ch osc hace acs c cys acy eee Weg e ihipen eee he 


8. 


10. 


6,865 


Assume that when a purchase of supplies of $3,100 
for cash was recorded, both the debit and the credit 
were journalized and posted as $1,300. (a) Would 
this error cause the trial balance to be out of bal- 
ance? (b) Would the trial balance be out of balance 
if the $3,100 entry had been journalized correctly 
but the credit to Cash had been posted as $1,300? 


Assume that Timberline Consulting erroneously re- 
corded the payment of $9,000 of owner withdraw- 
als as a debit to Salary Expense. (a) How would 
this error affect the equality of the trial balance? (b) 
How would this error affect the income statement, 
statement of owner’s equity, and balance sheet? 


Assume that Western Realty Co. borrowed $200,000 
from Mountain First Bank and Trust. In recording 
the transaction, Western erroneously recorded the 
receipt as a debit to Cash, $200,000, and a credit 
to Fees Earned, $200,000. (a) How would this error 
affect the equality of the trial balance? (b) How 
would this error affect the income statement, state- 
ment of owner’s equity, and balance sheet? 


Checking accounts are the most common form of 
deposits for banks. Assume that Village Storage 
has a checking account at Camino Savings Bank. 
What type of account (asset, liability, owner’s eq- 
uity, revenue, expense, drawing) does the account 
balance of $8,750 represent from the viewpoint of 
(a) Village Storage and (b) Camino Savings Bank? 
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Practice Exercises 


Learning 
Objectives 


OBJ. 2 


OBJ. 2 


OBJ.2 


OBJ.2 


OBJ. 3 


OBJ.3 


OBJ.3 


OBJ.3 


Example 
Exercises 


EE 2-1 


EE 2-1 


EE 2-2 


EE 2-2 


EE 2-3 


EE 2-3 


EE 2-4 


EE 2-4 


p. 54 


p.54 


p.59 


p.59 


p. 64 


p. 64 


p.67 


p.67 


PE 2-1A_ Rules of debit and credit and normal balances 


State for each account whether it is likely to have (a) debit entries only, (b) credit entries 
only, or (c) both debit and credit entries. Also, indicate its normal balance. 


1. Accounts Receivable 4. Paul Howe, Capital 
2. Commissions Earned 5. Rent Revenue 
3. Notes Payable 6. Wages Expense 


PE 2-1B Rules of debit and credit and normal balances 


State for each account whether it is likely to have (a) debit entries only, (b) credit entries 
only, or (c) both debit and credit entries. Also, indicate its normal balance. 


1. Accounts Payable 4. Miscellaneous Expense 
2. Cash 5. Insurance Expense 
3. Malissa Wahl, Drawing 6. Fees Earned 


PE 2-2A Journal entry for asset purchase 


Prepare a journal entry for the purchase of office equipment on March 4 for $27,150, 
paying $5,000 cash and the remainder on account. 


PE 2-2B Journal entry for asset purchase 


Prepare a journal entry for the purchase of office supplies on August 7 for $4,000, paying 
$1,000 cash and the remainder on account. 


PE 2-3A Journal entry for fees earned 
Prepare a journal entry on September 6 for fees earned on account, $8,000. 


PE 2-3B Journal entry for fees earned 


Prepare a journal entry on May 29 for cash received for services rendered, $5,000. 


PE 2-4A Journal entry for owner’s withdrawal 


Prepare a journal entry on December 22 for the withdrawal of $10,000 by Jason Von 
Pentz for personal use. 


PE 2-4B Journal entry for owner’s withdrawal 


Prepare a journal entry on February 3 for the withdrawal of $7,500 by Allene Collette 
for personal use. 


Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ. 4 


OBJ.4 


OBJ.4 


OBJ.5 


Example 
Exercises 


EE2-5 p67 


EE2-5 1.67 


EE 2-6 p72 


EE 2-6 p 72 


EE 2-7 p.73 


EE2-7 p.73 


EE 2-8 p./5 
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PE 2-5A Missing amount from an account 


On June 1, the cash account balance was $17,200. During June, cash payments totaled 
$178,300, and the June 30 balance was $23,900. Determine the cash receipts during June. 


PE2-5B_ Missing amount from an account 


On October 1, the supplies account balance was $900. During October, supplies of $2,750 
were purchased, and $1,025 of supplies were on hand as of October 31. Determine sup- 
plies expense for October. 


PE 2-6A_ Trial balance errors 


For each of the following errors, considered individually, indicate whether the error would 
cause the trial balance totals to be unequal. If the error would cause the trial balance 
totals to be unequal, indicate whether the debit or credit total is higher and by how much. 


a. The payment of an insurance premium of $4,800 for a two-year policy was debited 
to Prepaid Insurance for $4,800 and credited to Cash for $8,400. 


b. A payment of $318 on account was debited to Accounts Payable for $381 and credited 
to Cash for $381. 


c. A purchase of supplies on account for $1,200 was debited to Supplies for $1,200 and 
debited to Accounts Payable for $1,200. 


PE 2-6B Trial balance errors 


For each of the following errors, considered individually, indicate whether the error would 
cause the trial balance totals to be unequal. If the error would cause the trial balance 
totals to be unequal, indicate whether the debit or credit total is higher and by how much. 


a. The payment of cash for the purchase of office equipment of $15,000 was debited to 
Land for $15,000 and credited to Cash for $15,000. 

b. The payment of $5,200 on account was debited to Accounts Payable for $520 and 
credited to Cash for $5,200. 


c. The receipt of cash on account of $1,270 was recorded as a debit to Cash for $1,720 
and a credit to Accounts Receivable for $1,270. 


PE 2-7A Correcting entries 
The following errors took place in journalizing and posting transactions: 


a. Advertising expense of $2,700 paid for the current month was recorded as a debit to 
Miscellaneous Expense and a credit to Advertising Expense. 


b. The payment of $3,950 from a customer on account was recorded as a debit to Cash 
and a credit to Accounts Payable. 


Journalize the entries to correct the errors. Omit explanations. 


PE 2-7B_ Correcting entries 

The following errors took place in journalizing and posting transactions: 

a. The receipt of $5,800 for services rendered was recorded as a debit to Accounts Re- 
ceivable and a credit to Fees Earned. 

b. The purchase of supplies of $1,800 on account was recorded as a debit to Office 
“quipment and a credit to Supplies. 


Journalize the entries to correct the errors. Omit explanations. 


PE 2-8A_ Horizontal analysis 
Two income statements for Boyer Company are shown on the following page. 
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Learning Example 
Objectives Exercises 


OBJ.5 EE 2-8 p./5 


OBJ.1 


OBJ. 1 


Boyer Company 
Income Statements 
For Years Ended December 31 


2012 2011 
Fees earned $315,000 $300,000 
Operating expenses 176,400 180,000 
Net income $138,600 $120,000 


Prepare a horizontal analysis of Boyer Company’s income statements. 


PE 2-8B Horizontal analysis 
Two income statements for Hitt Company are shown below. 


Hitt Company 
Income Statements 
For Years Ended December 31 


2012 2011 
Fees earned $937,500 $750,000 
Operating expenses 612,500 500,000 
Net income $325.000 $250,000 


Prepare a horizontal analysis of Hitt Company’s income statements. 


EX 2-1 Chart of accounts 
The following accounts appeared in recent financial statements of Continental Airlines: 


Accounts Payable Flight Equipment 

Air Traffic Liability Landing Fees (Expense) 

Aircraft Fuel Expense Passenger Revenue 

Cargo and Mail Revenue Purchase Deposits for Flight Equipment 
Commissions (Expense) Spare Parts and Supplies 


Identify each account as either a balance sheet account or an income statement account. 
For each balance sheet account, identify it as an asset, a liability, or owner’s equity. For 
each income statement account, identify it as a revenue or an expense. 


EX 2-2. Chart of accounts 


Innerscape Interiors is owned and operated by Jean Cartier, an interior decorator. In 
the ledger of Innerscape Interiors, the first digit of the account number indicates its 
major account classification (1—assets, 2—liabilities, 3—owner’s equity, 4—revenues, 
5—expenses). The second digit of the account number indicates the specific account 
within each of the preceding major account classifications. 

Match each account number with its most likely account in the list below. The account 
numbers are 11, 12, 13, 21, 31, 32, 41,51) 52, ande53; 


Accounts Payable Jean Cartier, Drawing 
Accounts Receivable Land 

Cash Miscellaneous Expense 
Fees Earned Supplies Expense 

Jean Cartier, Capital Wages Expense 


EX 2-3 Chart of accounts 


Alpha School is a newly organized business that teaches people how to inspire and 
influence others. The list of accounts to be opened in the general ledger is as follows: 


OBJ.1,2 


OBJ.2 


OBJ. 1,2 


OBJ. 2 
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Accounts Payable 
Accounts Receivable 


Miscellaneous Expense 
Prepaid Insurance 


Cash Rent Expense 
Equipment Supplies 
Fees Earned Supplies Expense 


Jan Pulver, Capital 
Jan Pulver, Drawing 


Unearned Rent 
Wages Expense 


List the accounts in the order in which they should appear in the ledger of Alpha School 
and assign account numbers. Each account number is to have two digits: the first digit is 
to indicate the major classification (1 for assets, etc.), and the second digit is to identify 
the specific account within each major classification (11 for Cash, etc.). 


EX 2-4 Rules of debit and credit 


The following table summarizes the rules of debit and credit. For each of the items (a) 
through (1), indicate whether the proper answer is a debit or a credit. 


Increase Decrease Normal Balance 


Balance sheet accounts: 


Asset (a) Credit (b) 
Liability Credit (c) (d) 
Owner's equity: 
Capital Credit (e) (f) 
Drawing (g) (h) (i) 
Income statement accounts: 
Revenue Credit (j) (k) 
Expense (I) Credit Debit 


EX 2-5 Normal entries for accounts 

During the month, Iris Labs Co. has a substantial number of transactions affecting each 
of the following accounts. State for each account whether it is likely to have (a) debit 
entries only, (b) credit entries only, or (c) both debit and credit entries. 


1. Accounts Payable 5. Insurance Expense 

2. Accounts Receivable 6. Nicki Swanson, Drawing 
3. Cash 7. Utilities Expense 

4. Fees Earned 


EX 2-6 Normal balances of accounts 


Identify each of the following accounts of Advanced Services Co. as asset, liability, owner’s 
equity, revenue, or expense, and state in each case whether the normal balance is a debit 


or a credit. 

a. Accounts Payable f. Fees Earned 

b. Accounts Receivable g. Office Equipment 
c. Barbara Mallary, Capital h. Rent Expense 

d. Barbara Mallary, Drawing i. Supplies 

e. Cash j. Wages Expense 


EX 2-7 Transactions 

Chalet Co. has the following accounts in its ledger: Cash; Accounts Receivable; Supplies; 

Office Equipment, Accounts Payable; Andee Freese, Capital; Andee Freese, Drawing; Fees 

Earned; Rent Expense; Advertising Expense; Utilities Expense; Miscellaneous Expense. 
Journalize the following selected transactions for October 2012 in a two-column journal. 


Journal entry explanations may be omitted. 
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OBJ. 2,3 


OBJ. 2,3 


OBJ. 1,2,3 


OBJ. 1,2,3 
V c. $284,175 


Oct. 


1. Paid rent for the month, $2,000. 

2. Paid advertising expense, $900. 

5. Paid cash for supplies, $1,300. 

6. Purchased office equipment on account, $16,000. 
10. Received cash from customers on account, $6,700. 
15. Paid creditor on account, $1,200. 

27. Paid cash for repairs to office equipment, $600. 

30. Paid telephone bill for the month, $180. 

31. Fees earned and billed to customers for the month, $26,800. 
31. Paid electricity bill for the month, $400. 

31. Withdrew cash for personal use, $3,000. 


EX 2-8 Journalizing and posting 


On February 3, 2012, Wilco Co. purchased $3,250 of supplies on account. In Wilco Co.’s 
chart of accounts, the supplies account is No. 15, and the accounts payable account is No. 21. 


a. 


b. 


Journalize the February 3, 2012, transaction on page 19 of Wilco Co.’s two-column 
journal. Include an explanation of the entry. 


Prepare a four-column account for Supplies. Enter a debit balance of $975 as of 
February 1, 2012. Place a check mark (“) in the Posting Reference column. 


Prepare a four-column account for Accounts Payable. Enter a credit balance of $13,150 
as of February 1, 2012. Place a check mark (“) in the Posting Reference column. 


d. Post the February 3, 2012, transaction to the accounts. 


Do the rules of debit and credit apply to all companies? 


EX 2-9 Transactions and T accounts 
The following selected transactions were completed during August of the current year: 


ile 


Se SY 


Billed customers for fees earned, $35,700. 
Purchased supplies on account, $2,000. 

Received cash from customers on account, $26,150. 
Paid creditors on account, $800. 


Journalize the above transactions in a two-column journal, using the appropriate num- 
ber to identify the transactions. Journal entry explanations may be omitted. 


. Post the entries prepared in (a) to the following T accounts: Cash, Supplies, Accounts 


Receivable, Accounts Payable, Fees Earned. To the left of each amount posted in the 
accounts, place the appropriate number to identify the transactions. 


Assume that the unadjusted trial balance on August 31 shows a credit balance for 
Accounts Receivable. Does this credit balance mean an error has occurred? 


EX 2-10 Cash account balance 
During the month, Lathers Co. received $400,000 in cash and paid out $290,000 in cash. 


a. 
b. 


Do the data indicate that Lathers Co. had net income of $110,000 during the month? Explain. 


If the balance of the cash account is $185,000 at the end of the month, what was the 
cash balance at the beginning of the month? 


EX 2-11 Account balances 


a. 


During October, $90,000 was paid to creditors on account, and purchases on account 


were $125,000. Assuming the October 31 balance of Accounts Payable was $40,000 
determine the account balance on October 1. “te 


On May 1, the accounts receivable account balance was $25,000. During May, $240,000 
was collected from customers on account. Assuming the May 31 balance was $36 000 
determine the fees billed to customers on account during May. ae 


OBJ. 1,2 


OBJ. 1,2 


OBJ. 1,2 


V Total Debit column: 


$63,900 
OBJ.4 


¥ Total of Credit 
column: $491,400 
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6st On November 1, the cash account balance was $18,275. During November, cash 
receipts totaled $279,100 and the November 30 balance was $13,200. Determine the 
cash payments made during November. 


EX 2-12 Capital account balance 


As of January 1, Brenda Cikan, Capital, had a credit balance of $125,000. During the year, 
withdrawals totaled $7,000, and the business incurred a net loss of $130,000. 


a. Compute the balance of Brenda Cikan, Capital, as of the end of the year. 


b. Assuming that there have been no recording errors, will the balance sheet prepared 
at December 31 balance? Explain. 


EX 2-13 Identifying transactions 


Southwest Tours Co. is a travel agency. The nine transactions recorded by Southwest Tours 
during May 2012, its first month of operations, are indicated in the following T accounts: 


Cash Equipment Mickey O'Dell, Drawing 


(1) 40,000 | (2) 2,000 (3) 18,000 (9) 4,000 
(7) 10,000 | (3) 3,600 

(4) 2,700 

(6) 9,000 

(9) 4,000 


Service Revenue 


Accounts Receivable Accounts Payable 


(5) 18,500 | (7) 10,000 (6) 9,000 |} (3) 14,400 (5) 18,500 
Supplies Mickey O'Dell, Capital Operating Expenses 
(2) 2,000 | (8) 1,050 (1) 40,000 (4) 2,700 
(8) 1,050 


Indicate for each debit and each credit: (a) whether an asset, liability, owner’s equity, 
drawing, revenue, or expense account was affected and (b) whether the account was 
increased (+) or decreased (—). Present your answers in the following form, with transac- 
tion (1) given as an example: 


Account Debited Account Credited 


Transaction Type Effect Type Effect 
(1) asset + owner's equity + 


EX 2-14 Journal entries 
Based upon the T accounts in Exercise 2-13, prepare the nine journal entries from which 
the postings were made. Journal entry explanations may be omitted. 


EX 2-15 Trial balance 
Based upon the data presented in Exercise 2-13, (a) prepare an unadjusted trial balance, 
listing the accounts in their proper order. (b) Based upon the unadjusted trial balance, 


determine the net income or net loss. 


EX 2-16 Trial balance 
The accounts in the ledger of Diva Co. as of July 31, 2012, are listed in alphabetical 
order as follows. All accounts have normal balances. The balance of the cash account has 


been intentionally omitted. 
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OBJ.4 


OBJ.4 


V Total of Credit 
column: $225,000 


Accounts Payable $ 28,000 Notes Payable $ 50,000 
Accounts Receivable 40,000 Prepaid Insurance 6,400 
Cash ? Rent Expense 36,000 
Cheryl Sievert, Capital 49,900 Supplies 4,000 
Cheryl Sievert, Drawing 25,000 Supplies Expense 9,000 
Fees Earned 350,000 Unearned Rent 13,500 
Insurance Expense 6,000 Utilities Expense 18,000 
Land 125,000 Wages Expense 195,000 
Miscellaneous Expense 12,000 


Prepare an unadjusted trial balance, listing the accounts in their normal order and insert- 
ing the missing figure for cash. 


EX 2-17 Effect of errors on trial balance 

Indicate which of the following errors, each considered individually, would cause the 

trial balance totals to be unequal: 

a. A fee of $15,000 earned and due from a client was not debited to Accounts Receivable 
or credited to a revenue account, because the cash had not been received. 

b. A receipt of $6,000 from an account receivable was journalized and posted as a debit 
of $6,000 to Cash and a credit of $6,000 to Fees Earned. 

c. A payment of $1,200 to a creditor was posted as a debit of $1,200 to Accounts Pay- 
able and a debit of $1,200 to Cash. 

d. A payment of $10,000 for equipment purchased was posted as a debit of $1,000 to 
Equipment and a credit of $1,000 to Cash. 

e. Payment of a cash withdrawal of $10,000 was journalized and posted as a debit of 
$1,000 to Salary Expense and a credit of $10,000 to Cash. 


Indicate which of the preceding errors would require a correcting entry. 


EX 2-18 Errors in trial balance 


The following preliminary unadjusted trial balance of Seats-For-You Co., a sports ticket 
agency, does not balance: 


Seats-For-You Co. 
Unadjusted Trial Balance 


March 31, 2012 
Debit Credit 
Balances Balances 
Cas inane terre Meraisyd vious slatted Moen aareis Ghee ck en ee ee ee 98,000 
ACCOUMtSIRECEIVa blawyets coer iain ora eee ae 17,800 
Prepaidilnsuran cen cestsyi-crmo me aareecastenehiie ce 6 a0 ORR eae eee oe 9,000 
EQUIP IMG Pint eter re arodet ovate otek tet clatws a oki kane RAN Ries ae 7,500 
Accounts'Pavalole iMRI EE So Se SINR HPCE a ae heen ee aeegeRE: 16,500 
UM GaN CCPREM Cer yecacvetesearsyersevsheyaireret cers wavs areter cnet Veh eae nee 11,600 
GimallNess;- Capita lepers catwamstpee tater wim Neonat ene lara Oa cio eRe nese reece 81,700 
GimalNess; Drawing) cys a\scectocrens ance cs eiesre/a cytes eee eee ee 13,000 
SOGVICSIREVEMUCH was Norte dsvAuay tAken sercyarce «77 id tc ee ate a 125,000 
WaQesiEXpense = ivereait.. acd. cmbarhts dubtaak bi oct eee eee Air: ee 60,000 
Advertising! EXPense 5. 0... ccne ssc th tee en 11,300 
Misceallan@oussExpenseic. cv scrutis cicec tite ats ares Re Tee Rete anne eae 15,400 
229,300 237,500 


When the ledger and other records are reviewed, you discover the following: (1) the 
debits and credits in the cash account total $98,000 and $82,500, respectively; (2) a billing 
of $8,000 to a customer on account was not posted to the accounts receivable account; 
(3) a payment of $3,600 made to a creditor on account was not posted to the accounie: 
payable account; (4) the balance of the unearned rent account is $5,400; (5) the correct 


balance of the equipment account is $75,000; and (6) each account has a normal balance 
Prepare a corrected unadjusted trial balance. 


OBJ. 4 


OBJ.4 


V Total of Credit 
column: $750,000 


OBJ. 4 


OBJ.4 
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EX 2-19 Effect of errors on trial balance 
The following errors occurred in posting from a two-column journal: 
1. A credit of $7,150 to Accounts Payable was not posted. 


2. An entry debiting Accounts Receivable and crediting Fees Earned for $11,000 was not 
posted. 


A debit of $1,000 to Accounts Payable was posted as a credit. 
A debit of $800 to Supplies was posted twice. 

A debit of $900 to Cash was posted to Miscellaneous Expense. 
A credit of $360 to Cash was posted as $630. 

A debit of $9,420 to Wages Expense was posted as $9,240. 


ee Se 


Considering each case individually (i.e., assuming that no other errors had occurred), 
indicate: (a) by “yes” or “no” whether the trial balance would be out of balance; (b) if 
answer to (a) is “yes,” the amount by which the trial balance totals would differ; and 
(c) whether the Debit or Credit column of the trial balance would have the larger total. 
Answers should be presented in the following form, with error (1) given as an example: 


(a) (b) (c) 
Error Out of Balance Difference _ Larger Total 
ie yes $7,150 debit 


EX 2-20 Errors in trial balance 
Identify the errors in the following trial balance. All accounts have normal balances. 


Bluefin Co. 
Unadjusted Trial Balance 
For the Month Ending August 31, 2012 


Debit Credit 
Balances Balances 

(GAG Page crrtuld oo ai Soe ne Pe SORE ES Oe Oy RR eR? ARIA AR RRER Pater tho RS eee 45,000 
ACCOUNTSIREGCINADIONS 5 eR AIEMS. oer a cscs) chia ceri bide bce eee bates aie ees 98,400 
Prepaidhiinsuipancers.asts: innit inet. A Mace coalaitetontas ake Naceronaiom oh SISO RES 21,600 
JECOKN | OTNETTN s uyepolorb ek cca cuometeaao ca c Raia Gh obec ance. Pom in otokazid Caer oetn Dien ebok kau rrcroipaces Pech 300,000 
[NegeoXUINES PAWEL oN eto ceane Be BOOn Oe ea ac > RETO OG Ao OOD euNdeS Gaede 606 ano On 11,100 
Sa lae SHAY AP letras mcs awreraptiete one cco cucny seas boroyecorw Sipuais ache yya Os yes. © Eeadiorat ose eye 7,500 
EI RAVE Cel olidel Ee oro moe CO Hint> Cnet ooo tine Rome torre Anion Sino pinime OmnIt attic 259,200 
FRG MIMI ora OP ANAGHITY OC oecps revel atat VoreNe aiasciWelnFa teh ey yc¥olsusyae ocerararsfieeyercr a creboee evaraiciie'vtesacsrouaentt¥s 36,000 
SATAN REV CIM UIE Sera osch os okay ai aah cars edna Li rehcre aia oro wis OU note Ea ceeleraveget uo tveenemesayeromnte seers 472,200 
CTE Ai B{OCINGIae | Ree tet aa oo Oe One ae MIA oa no UH oo ota tote 196,860 
ACU GRBISTINGRE RCIA Cir acaades tt MN AE SeAC ala Cn o5eyo)n15G icivbaioie, aso wvouerolmereisibue eatleleyele anal arersxers 43,200 
WisecllaneousEXpenseryiat.solrcserrsit elise’ shoal Shae tovert cltelaeta sie crete ere elwie eres 8,940 


916,500 916,500 


EX 2-21 Entries to correct errors 

The following errors took place in journalizing and posting transactions: 

a. Rent of $12,500 paid for the current month was recorded as a debit to Rent Expense 
and a credit to Prepaid Rent. 

b. A withdrawal of $7,500 by Trent Benedict, owner of the business, was recorded as a 
debit to Wages Expense and a credit to Cash. 


Journalize the entries to correct the errors. Omit explanations. 


EX 2-22 Entries to correct errors 

The following errors took place in journalizing and posting transactions: 

a. Cash of $12,975 received on account was recorded as a debit to Fees Earned and a 
credit to Cash. 

b. A $3,200 purchase of supplies for cash was recorded as a debit to Supplies Expense 
and a credit to Accounts Payable. 


Journalize the entries to correct the errors. Omit explanations. 
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EX 2-23 Horizontal analysis of income statement 
The following data (in millions) is taken from the financial statements of Target 
Corporation. 


2009 2008 
Net sales (revenues) $64,948 $63,367 
Total operating expenses 60,546 58,095 


a. For Target Corporation, comparing 2009 with 2008, determine the amount of change 
in millions and the percent of change for: 


1. Net sales (revenues) 
2. Total operating expenses 


b. «xia What conclusions can you draw from your analysis of the net sales and the 
total operating expenses? 


OBJ.5 EX 2-24 Horizontal analysis of income statement 
The following data were adapted from the financial statements of Kmart Corporation, prior 


ea @) to its filing for bankruptcy: 


In millions 
For years ending January 31 2000 1999 
Sales $ 37,028 $ 35,925 
Cost of sales (expense) (29,658) (28,111) 
Selling, general, and administrative expenses (7,415) (6,514) 
Operating income (loss) $ (45) $ 1,300 


a. Prepare a horizontal analysis for the income statement showing the amount and per- 
cent of change in each of the following: 


1. Sales 

2. Cost of sales 

3. Selling, general, and administrative expenses 
4. Operating income (loss) 


b. Comment on the results of your horizontal analysis in part (a). 


Problems Series A 
AR EES i EAL AN OPT IEA IG ITE RE SR OIE ST TEASER APIS SEEN HGS PEER 5 ERI ATO ROIS a TT DETR GO NRE 2 WE OR RATS 


OBJ. 1,2,3,4 PR 2-1A_ Entries into T accounts and trial balance 
V 3. Total of Debit Leila Durkin, an architect, opened an office on May 1, 2012. During the month, she com- 
column: $78,350 pleted the following transactions connected with her professional practice: 


a. Transferred cash from a personal bank account to an account to be used for the busi- 
ness, $30,000. 


Paid May rent for office and workroom, $3,500. 


Purchased used automobile for $25,000, paying $5,000 cash and giving a note payable 
for the remainder. 


z 


. Purchased office and computer equipment on account, $9,000. 
. Paid cash for supplies, $1,200. 


d 
é 
f. Paid cash for annual insurance policies, $2,400. 
g. Received cash from client for plans delivered, $8,150. 

h. Paid cash for miscellaneous expenses, $300. 

i. Paid cash to creditors on account, $2,500. 

j. Paid installment due on note payable, $400. 

k. Received invoice for blueprint service, due in June, $1,200. 


Recorded fee earned on plans delivered, payment to be received in June, $12,900. 
m. Paid salary of assistant, $1,800. 


n. Paid gas, oil, and repairs on automobile for May, $600. 


OBJ. 1,2,3,4 
V 4. c. $8,550 


GENERAL 
-* LEDGER:* 


OBJ. 1,2,3,4 


V 3. Total of Credit 
column: $66,500 
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Instructions 

1. Record the above transactions directly in the following T accounts, without journalizing: 
Cash; Accounts Receivable; Supplies; Prepaid Insurance; Automobiles; Equipment; Notes 
Payable; Accounts Payable; Leila Durkin, Capital; Professional Fees; Rent Expense; Salary 
Expense; Blueprint Expense; Automobile Expense; Miscellaneous Expense. To the left of 
the amount entered in the accounts, place the appropriate letter to identify the transaction. 


2. Determine account balances of the T accounts. Accounts containing a single entry only 
(such as Prepaid Insurance) do not need a balance. 


3. Prepare an unadjusted trial balance for Leila Durkin, Architect, as of May 31, 2012. 
4. Determine the net income or net loss for May. 


PR 2-2A Journal entries and trial balance 


On October 1, 2012, Faith Schultz established Heavenly Realty, which completed the fol- 
lowing transactions during the month: 


a. Faith Schultz transferred cash from a personal bank account to an account to be used 
for the business, $20,000. 


. Paid rent on office and equipment for the month, $3,750. 
Purchased supplies on account, $1,100. 


b 

c 

d. Paid creditor on account, $400. 

e. Earned sales commissions, receiving cash, $16,750. 
f. 


Paid automobile expenses (including rental charge) for month, $1,000, and miscel- 
laneous expenses, $700. 


g. Paid office salaries, $2,150. 
h. Determined that the cost of supplies used was $600. 
i. Withdrew cash for personal use, $1,000. 


Instructions 

1. Journalize entries for transactions (a) through G), using the following account titles: 
Cash; Supplies; Accounts Payable; Faith Schultz, Capital; Faith Schultz, Drawing; Sales 
Commissions; Rent Expense; Office Salaries Expense; Automobile Expense; Supplies 
Expense; Miscellaneous Expense. Explanations may be omitted. 


2. Prepare T accounts, using the account titles in (1). Post the journal entries to these 
accounts, placing the appropriate letter to the left of each amount to identify the 
transactions. Determine the account balances, after all posting is complete. Accounts 
containing only a single entry do not need a balance. 


3. Prepare an unadjusted trial balance as of October 31, 2012. 
4. Determine the following: 

a. Amount of total revenue recorded in the ledger. 

b. Amount of total expenses recorded in the ledger. 

c. Amount of net income for October. 


5. Determine the increase or decrease in owner’s equity for October. 


PR2-3A Journal entries and trial balance 


On April 1, 2012, Kathleen Alvarez established an interior decorating business, Intrex Designs. 
During the month, Kathleen completed the following transactions related to the business: 


Apr. 1. Kathleen transferred cash from a personal bank account to an account to be 
used for the business, $17,000. 
2. Paid rent for period of April 2 to end of month, $3,400. 
6. Purchased office equipment on account, $10,000. 


8. Purchased a used truck for $21,000, paying $2,000 cash and giving a note 
payable for the remainder. 


10. Purchased supplies for cash, $1,800. 
12. Received cash for job completed, $13,000. 
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OBJ. 1,2,3,4 


V 4. Total of Debit 
column: $259,600 


"GENERAL 
** LEDGER-® 


Apr. 15. Paid annual premiums on property and casualty insurance, $1,800. 
23. Recorded jobs completed on account and sent invoices to customers, $9,000. 
24. Received an invoice for truck expenses, to be paid in April, $1,000. 
Enter the following transactions on Page 2 of the two-column journal. 
29. Paid utilities expense, $1,500. 
29. Paid miscellaneous expenses, $750. 
30. Received cash from customers on account, $7,800. 
30. Paid wages of employees, $4,000. 


30. Paid creditor a portion of the amount owed for equipment purchased on 
April 6, $2,500. 


30. Withdrew cash for personal use, $2,000. 


Instructions 

1. Journalize each transaction in a two-column journal beginning on Page 1, referring to the 
following chart of accounts in selecting the accounts to be debited and credited. (Do not 
insert the account numbers in the journal at this time.) Explanations may be omitted. 


11 Cash 31 Kathleen Alvarez, Capital 
12 Accounts Receivable 32 Kathleen Alvarez, Drawing 
13 Supplies 41 Fees Earned 

14 Prepaid Insurance 51 Wages Expense 

16 Equipment 53 Rent Expense 

18 Truck 54 Utilities Expense 

21 Notes Payable 55 Truck Expense 

22 Accounts Payable 59 Miscellaneous Expense 


2. Post the journal to a ledger of four-column accounts, inserting appropriate posting 
references as each item is posted. Extend the balances to the appropriate balance 
columns after each transaction is posted. 


3. Prepare an unadjusted trial balance for Intrex Designs as of April 30, 2012. 
4, Determine the excess of revenues over expenses for April. 


5. Can you think of any reason why the amount determined in (4) might not be the net 
income for April? 


PR2-4A Journal entries and trial balance 


Utopia Realty acts as an agent in buying, selling, renting, and managing real estate. The 
unadjusted trial balance on October 31, 2012, is shown below. 


Utopia Realty 
Unadjusted Trial Balance 
October 31, 2012 
Debit Credit 

Balances Balances 
NLD < Gash tins. o Aesa tase th. Dhakela zea, WO tae ee es 13,150 
12) “Accounts REGeIVabLe a... <soctn crelesers ous duces Seen AGE EER eRe 30,750 
US tess LE PALM AS UNAMCS ww cvsecravesarttararanarvorare soya aver ervey heer ae RRR Ree PE 1,500 
14 Office Supplies... ... . «-agspersebaegd Dende, eae een eae, 900 
AST: Lilo bh Se Ce Sere MG Tet Riser MEM aa Rvcik ~ ‘ 
Zi eACCOUMES| Payable pa te cc:i:t oc yse8s sccj inc tee ERR 7,000 
22. WiN@arined ROME «a. casa ciucsesopsal oe le olersek tree aa Re eee os — 
28”) Notes Payabler ress AMER te) Se ee oe — 
31” lan Rogstad; Gapitall os. .akeee bs 7ue nee ee eee eae 23,000 
32) langRogstad, Dialing is «vs dceheeicAlcac Pama ee ie eee ae 1,000 


4. FE@SIESrmeds a4 eecaraseatts siesta desc or eater ene nn 120,000 


51 Salary'ahd Commission Expense. ...:.).....-,.0. chee 74,100 
52 Rent Expense 


PA RE IR SO OME Moss ah othe NAR ee rs aioe. tuassin oh 15,000 
53° Advertising Expense’... 5.5.7.1 aaenieeh teenie ues 8,900 
24: Automobile Expensénzs 263 ose gan Geir te ene a 2,750 
59 Miscellaneous Expense... ..csge say tcc: 01s fae ee a 1,950 


150,000 150,000 


OBJ.4 


v 7. Total of Debit 
column: $43,338.10 
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The following business transactions were completed by Utopia Realty during November 
2012: 


Nov. 1. Paid rent on office for month, $5,000. 
2. Purchased office supplies on account, $1,300. 
5. Paid annual insurance premiums, $3,600. 
10. Received cash from clients on account, $25,000. 


15. Purchased land for a future building site for $90,000, paying $10,000 in cash 
and giving a note payable for the remainder. 


17. Paid creditors on account, $4,500. 


20. Returned a portion of the office supplies purchased on November 2, receiving 
full credit for their cost, $200. 


23. Paid advertising expense, $2,000. 


Enter the following transactions on Page 19 of the two-column journal. 


27. Discovered an error in computing a commission; received cash from the sales- 
person for the overpayment, $1,000. 


28. Paid automobile expense (including rental charges for an automobile), $1,500. 
29. Paid miscellaneous expenses, $450. 

30. Recorded revenue earned and biiled to clients during the month, $30,000. 

30. Paid salaries and commissions for the month, $7,500. 

30. Withdrew cash for personal use, $1,000. 


30. Rented land purchased on November 15 to local merchants association for 
use as a parking lot in December and January, during a street rebuilding pro- 
gram; received advance payment of $3,000. 


Instructions 

1. Record the November 1, 2010, balance of each account in the appropriate balance 
column of a four-column account, write Balance in the item section, and place a check 
mark (Vv) in the Posting Reference column. 

2. Journalize the transactions for November in a two-column journal beginning on Page 
18. Journal entry explanations may be omitted. 

3. Post to the ledger, extending the account balance to the appropriate balance column 
after each posting. 

4. Prepare an unadjusted trial balance of the ledger as of November 30, 2012. 

5. Assume that the November 30 transaction for salaries and commissions should have 
been $5,700. (a) Why did the unadjusted trial balance in (4) balance? (b) Journalize 
the correcting entry. (c) Is this error a transposition or slide? 


PR 2-5A_ Errors in trial balance 

If the working papers correlating with this textbook are not used, omit Problem 2-5A. 
The following records of A-Aall Electronic Repair are presented in the working papers: 
¢ Journal containing entries for the period May 1-31. 

* Ledger to which the May entries have been posted. 

¢ Preliminary trial balance as of May 31, which does not balance. 


Locate the errors, supply the information requested, and prepare a corrected trial bal- 
ance according to the following instructions. The balances recorded in the accounts as 
of May 1 and the entries in the journal are correctly stated. If it is necessary to correct 
any posted amounts in the ledger, a line should be drawn through the erroneous figure 
and the correct amount inserted above. Corrections or notations may be inserted on the 
preliminary trial balance in any manner desired. It is not necessary to complete all of the 
instructions if equal trial balance totals can be obtained earlier. However, the requirements 
of instructions (6) and (7) should be completed in any event. 


Instructions 
1. Verify the totals of the preliminary trial balance, inserting the correct amounts in the 


schedule provided in the working papers. 
(Continued ) 
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OBJ.4 


¥Y 1. Total of Debit 
column: $1,400,000 


Compute the difference between the trial balance totals. 


3. Compare the listings in the trial balance with the balances appearing in the ledger, 


and list the errors in the space provided in the working papers. 

Verify the accuracy of the balance of each account in the ledger, and list the errors 
in the space provided in the working papers. 

Trace the postings in the ledger back to the journal, using small check marks to 
identify items traced. Correct any amounts in the ledger that may be necessitated by 
errors in posting, and list the errors in the space provided in the working papers. 
Journalize as of May 31 the payment of $100 for advertising expense. The bill had been 
paid on May 31 but was inadvertently omitted from the journal. Post to the ledger. 
(Revise any amounts necessitated by posting this entry.) 


Prepare a new unadjusted trial balance. 


PR2-6A Corrected trial balance 
Imperial Carpet has the following unadjusted trial balance as of March 31, 2012. 


Imperial Carpet 
Unadjusted Trial Balance 


March 31, 2012 
Debit Credit 

Balances Balances 
GES | eee eRe See ne ed en ee eee mee oT Ne SoM ne aoe Cn cieTe QOS 38,200 
Accounts: Receivables ich. Seip an sgcgud oeysate hd ptr: Syed cua pyaar as kate erupiataataer te 81,000 
SUB DIES. os. scsi as RUE OSS Oreehopageeiece veneer er baer oben eee 16,690 
PRED AIG NSUTANC Sry srocc-a.ace serena: sjayese cod Ptarscwigisine aor walle ecele Shae oie encore eietehceteet ater haters 3,600 
FECUILPOITNOM Ges stare ae ce tovere. > fois oie Cis ness tev ayertacia Pow oes aye fale oreustotanaladeeicterste ema eter tener meters 392,000 
NotésiPayable: 284520 222 SR, a. Std ot Se oe ee 200,000 
Accounts Payablets teksts i es os eats SE ae Si os i ea olsen 54,000 
LeonardoiPepin Capital: ee eee ee erect ot etc a erty ce eee 254,300 
Leonardo Pepin, Drawing A..aatieaiat oink. ap siete dadethre erste Sceuie seein 116,000 
FOS Earned is oe onic. dare enh, Sor < Ard oa ero Ist ers ans Sees eee orye ome 858,900 
WAGESIEXDOIIS@ a oh cack iraah ttpacs lose ata cue gs eRe sili ys aap euoloapemanraus ea ein ees aortas 490,000 
REMPEX PENSE aR Dect ssese cies ve bole ear tnel sien atte. ot reenact eae ieee 112,600 
AGVENUISIMG: EXP ENS OM sretecsiare ie 2 sascve averaschaxepactemanecstnerao lero treaties aie eater saree 50,400 
MiscellaneousiEXPense casa ssc sure nererctemerieryn cremate rs oa meena rarercreeameeeint 10,200 


1,310,690 508,300 


The debit and credit totals are not equal as a result of the following errors: 


a. The balance of cash was understated by $12,000. 

b. A cash receipt of $13,900 was posted as a debit to Cash of $19,300. 

c. A debit of $15,000 to Accounts Receivable was not posted. 

d. A return of $90 of defective supplies was erroneously posted as a $900 credit to 
Supplies. 

e. An insurance policy acquired at a cost of $2,500 was posted as a credit to Prepaid 
Insurance. 
The balance of Notes Payable was understated by $35,200. 

g. A credit of $7,600 in Accounts Payable was overlooked when determining the balance 
of the account. 

h. A debit of $10,000 for a withdrawal by the owner was posted as a credit to Leonardo 
Pepin, Capital. 

i. The balance of $116,200 in Rent Expense was entered as $112,600 in the trial balance. 

j. Gas, Electricity, and Water Expense, with a balance of $48,300 was omitted from the 
trial balance. 

Instructions 

1. Prepare a corrected unadjusted trial balance as of March 51,2012, 

O46 


és Does the fact that the unadjusted trial balance in (1) is balanced mean that 
there are no errors in the accounts? Explain. 
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Problems Series B 


OBJ. 1,2,3 


¥ 3. Total of Debit 
column: $74,700 


OBJ. 1,2,3,4 
V 4.c. $5,500 


PR 2-1B_ Entries into T accounts and trial balance 


April Layton, an architect, opened an office on June 1, 2012. During the month, she 
completed the following transactions connected with her professional practice: 


a. 


So 


eo 


of pimim = 


Transferred cash from a personal bank account to an account to be used for the busi- 
ness, $25,000. 


Purchased used automobile for $24,000, paying $5,000 cash and giving a note payable 
for the remainder. 


Paid June rent for office and workroom, $2,000. 

Paid cash for supplies, $1,450. 

Purchased office and computer equipment on account, $8,000. 

Paid cash for annual insurance policies on automobile and equipment, $3,600. 
Received cash from a client for plans delivered, $10,500. 

Paid cash to creditors on account, $1,750. 

Paid cash for miscellaneous expenses, $600. 

Received invoice for blueprint service, due in July, $1,500. 

Recorded fee earned on plans delivered, payment to be received in July, $12,800. 
Paid salary of assistant, $1,600. 


. Paid cash for miscellaneous expenses, $200. 


Paid installment due on note payable, $350. 
Paid gas, oil, and repairs on automobile for June, $550. 


Instructions 


if 


3. 
4, 


Record the above transactions directly in the following T accounts, without journalizing: 
Cash; Accounts Receivable; Supplies; Prepaid Insurance; Automobiles; Equipment; Notes 
Payable; Accounts Payable; April Layton, Capital; Professional Fees; Rent Expense; Salary 
Expense; Blueprint Expense; Automobile Expense; Miscellaneous Expense. To the left of 
each amount entered in the accounts, place the appropriate letter to identify the transaction. 


Determine account balances of the T accounts. Accounts containing a single entry only 
(such as Prepaid Insurance) do not need a balance. 


Prepare an unadjusted trial balance for April Layton, Architect, as of June 30, 2012. 


Determine the net income or net loss for June. 


PR2-2B Journal entries and trial balance 
On March 1, 2012, Mitch Quade established Marine Realty, which completed the follow- 
ing transactions during the month: 


ey 


Mitch Quade transferred cash from a personal bank account to an account to be used 
for the business, $18,000. 


Purchased supplies on account, $1,200. 

Earned sales commissions, receiving cash, $14,000. 

Paid rent on office and equipment for the month, $3,000. 
Paid creditor on account, $750. 

Withdrew cash for personal use, $2,000. 


Paid automobile expenses (including rental charge) for month, $1,500, and miscel- 
laneous expenses, $400. 


Paid office salaries, $2,800. 
Determined that the cost of supplies used was $800. 


Instructions 
1. Journalize entries for transactions (a) through (i), using the following account titles: 


Cash; Supplies; Accounts Payable; Mitch Quade, Capital; Mitch Quade, Drawing; Sales 
Commissions; Rent Expense; Office Salaries Expense; Automobile Expense; Supplies 
Expense; Miscellaneous Expense. Journal entry explanations may be omitted. 


(Continued ) 
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2. Prepare T accounts, using the account titles in (1). Post the journal entries to these 
accounts, placing the appropriate letter to the left of each amount to identify the 
transactions. Determine the account balances, after all posting is complete. Accounts 
containing only a single entry do not need a balance. 


3. Prepare an unadjusted trial balance as of March 31, 2012. 
4. Determine the following: 

a. Amount of total revenue recorded in the ledger. 

b. Amount of total expenses recorded in the ledger. 

c. Amount of net income for March. 


5. Determine the increase or decrease in owner’s equity for March. 


PR 2-3B Journal entries and trial balance 


On July 1, 2012, Kim Wheeler established an interior decorating business, Aztec Designs. 
During the month, Kim completed the following transactions related to the business: 


July 1. Kim transferred cash from a personal bank account to an account to be used 
for the business, $21,000. 


4, Paid rent for period of July 4 to end of month, $2,750. 


10. Purchased a used truck for $18,000, paying $4,000 cash and giving a note pay- 
able for the remainder. 


13. Purchased equipment on account, $9,000. 
14. Purchased supplies for cash, $1,500. 
15. Paid annual premiums on property and casualty insurance, $3,600. 
15. Received cash for job completed, $12,000. 
Enter the following transactions on Page 2 of the two-column journal. 


21. Paid creditor a portion of the amount owed for equipment purchased on July 13, 
$2,000. 


24. Recorded jobs completed on account and sent invoices to customers, $9,800. 
26. Received an invoice for truck expenses, to be paid in August, $700. 
27. Paid utilities expense, $1,000. 
27. Paid miscellaneous expenses, $300. 
29. Received cash from customers on account, $4,600. 
30. Paid wages of employees, $2,800. 
31. Withdrew cash for personal use, $2,500. 
Instructions 


1. Journalize each transaction in a two-column journal beginning on Page 1, referring to 
the following chart of accounts in selecting the accounts to be debited and credited. 


(Do not insert the account numbers in the journal at this time.) Journal entry explana- 
tions may be omitted. 


11 Cash 31 Kim Wheeler, Capital 
12 Accounts Receivable 32 Kim Wheeler, Drawing 
13 Supplies 41 Fees Earned 

14 Prepaid Insurance 51 Wages Expense 

16 Equipment 53 Rent Expense 

18 Truck 54 Utilities Expense 

21 Notes Payable 55 Truck Expense 


22 Accounts Payable 59 Miscellaneous Expense 


2. Post the journal to a ledger of four-column accounts, 


inserting appropriate postin 
references ee - 


as each item is posted. Extend the balances to the appropriate balance 
columns after each transaction is posted. 


3. Prepare an unadjusted trial balance for Aztec Designs as of July 31, 2012. 


. Determine the excess of revenues over expenses for July. 
5. Can you think of any 


reason why the amount determined in (4) might 
income for July? Oe 
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OBJ. 1,2,3,4 PR 2-4B Journal entries and trial balance 
V 4. Total of Debit Prime Time Realty acts as an agent in buying, selling, renting, and managing real estate. 
column: $575,400 The unadjusted trial balance on July 31, 2012, is shown below. 


Prime Time Realty 
Unadjusted Trial Balance 
July 31, 2012 


Debit Credit 

Balances Balances 
UN” SGaSI) 5.0 cngett-g 28 3 orci SIEGE De Oe cetera Ee 30,000 
I2SeAccoOUntsmReceivablews tans ated: Ae hn Le ethieee Ee LEN, Pek, 57,200 
LS SuLepalchinsUrancer. erekacnmet RA ect tke i Athen iy, Oe toes 7,200 
TAMROTICESUppliesp Arh. Lt. whe Oe, kee eosin (eiet werlentl. 1,600 
NG LAM: 525.908 566 08 6 See CHEE OER nee one ae en Se ye — 
Zi AC COUTES | PEN ESSERE NS BA Oe On oe eee eae mel went 12,000 
222’ AUNNEENTTECH ERE SOR ene eae eee eae NE = 
DS eEINGLCSPaVa Dl Crimi te cart ca atte nee einen ee ees ee ee — 
SOA UMC GADItal ac vryac ery cr tie sotto ay carals aie tsa ai nese 415 0 WER conchae 50,000 
S25 Same yAUIriGh yD nA WUNG Me eho ic)-Wtoss: face Mea elE eA. oe, cee bie SAS NE 25,600 
Ebi ARGVES ECVE Peas pros Gee OeS Ae ee re cree eae 338,000 
Sil Salaliyam al COMUNSSIOMEXDENSC ro y5 45 Gas, « sraey aise sp wyotneecens oe 220,000 
DZ gARENUENDENSE Remar ke ken tiees coke ooe Lee lke iene eee ete 28,000 
58> HAGNVEGHSING| EXPENSES. A icishsas. soli. bea eae RUE Araneta 18,400 
SA SPAULOMODIUEEXDEM SC core. teers fateh ncytoaes tat oials ha ntav be ore nbayon aa ua akev ects 9,000 
SOMEMiscallameOus EXPENS Gapercpe crepes exes efelesers ona Hhas anole odeek tracted ans 3,000 


400,000 400,000 


The following business transactions were completed by Prime Time Realty during 
August 2012: 


Aug. Purchased office supplies on account, $1,800. 
Paid rent on office for month, $5,000. 
Received cash from clients on account, $40,000. 


Paid annual insurance premiums, $6,000. 


Sy NS aS 


Returned a portion of the office supplies purchased on August 1, receiving 
full credit for their cost, $400. 


17. Paid advertising expense, $5,500. 
23. Paid creditors on account, $7,000 
Enter the following transactions on Page 19 of the two-column journal. 
29. Paid miscellaneous expenses, $500. 
30. Paid automobile expense (including rental charges for an automobile), $2,500. 


31. Discovered an error in computing a commission; received cash from the 
salesperson for the overpayment, $8,000. 


31. Paid salaries and commissions for the month, $18,000. 
31. Recorded revenue earned and billed to clients during the month, $112,000. 


31. Purchased land for a future building site for $75,000, paying $10,000 in cash 
and giving a note payable for the remainder. 


31. Withdrew cash for personal use, $12,000. 
31. Rented land purchased on August 31 to a local university for use as a park- 


ing lot during football season (September, October, and November); received 
advance payment of $4,000. 


Instructions 
1. Record the August 1 balance of each account in the appropriate balance column of a 
four-column account, write Balance in the item section, and place a check mark (Y) 


in the Posting Reference column. 

2. Journalize the transactions for August in a two-column journal beginning on Page 18. 
Journal entry explanations may be omitted. 

3. Post to the ledger, extending the account balance to the appropriate balance column 
after each posting. (Continued) 
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OBJ. 4 


¥ 7. Total of Credit 
column: $43,338.10 


OBJ.4 


V 1. Total of Debit 
column: $285,000 


Prepare an unadjusted trial balance of the ledger as of August 31;, 2012. 


5. Assume that the August 31 transaction for Sandy Ulrich’s cash withdrawal should have 
been $1,200. (a) Why did the unadjusted trial balance in (4) balance? (b) Journalize 
the correcting entry. (c) Is this error a transposition or slide? 


PR 2-5B_ Errors in trial balance 

If the working papers correlating with this textbook are not used, omit Problem 2-5B. 
The following records of A-Aall Electronic Repair are presented in the working papers: 
* Journal containing entries for the period May 1-31. 

* Ledger to which the May entries have been posted. 


* Preliminary trial balance as of May 31, which does not balance. 


Locate the errors, supply the information requested, and prepare a corrected trial bal- 
ance according to the following instructions. The balances recorded in the accounts as 
of May 1 and the entries in the journal are correctly stated. If it is necessary to correct 
any posted amounts in the ledger, a line should be drawn through the erroneous figure 
and the correct amount inserted above. Corrections or notations may be inserted on the 
preliminary trial balance in any manner desired. It is not necessary to complete all of the 
instructions if equal trial balance totals can be obtained earlier. However, the requirements 
of instructions (6) and (7) should be completed in any event. 


Instructions 

1. Verify the totals of the preliminary trial balance, inserting the correct amounts in the 
schedule provided in the working papers. 
Compute the difference between the trial balance totals. 


Compare the listings in the trial balance with the balances appearing in the ledger, 
and list the errors in the space provided in the working papers. 


4. Verify the accuracy of the balance of each account in the ledger, and list the errors 
in the space provided in the working papers. 


5. Trace the postings in the ledger back to the journal, using small check marks to 
identify items traced. Correct any amounts in the ledger that may be necessitated by 
errors in posting, and list the errors in the space provided in the working papers. 


6. Journalize as of May 31 the payment of $275 for gas and electricity. The bill had been 
paid on May 31 but was inadvertently omitted from the journal. Post to the ledger. 
(Revise any amounts necessitated by posting this entry.) 


7. Prepare a new unadjusted trial balance. 


PR 2-6B Corrected trial balance 
Elite Video has the following unadjusted trial balance as of October 31, 2012. 


Elite Video 
Unadjusted Trial Balance 
October 31, 2012 
Debit Credit 

Balances Balances 
Gas Wie eer ouuxtwarnisioe cxsie salsa nideaceretarton Settee sistas aie Geert 11,100 
AGCOUMTS RECEIVADI OR ata ccu.cteceperat afer aca Rehatsc. stoic) Gael Re eee ae 17,560 
SUPPILES 28. tin coteeesecsrarapntanne myc farehioe aietaco rah te ev ees tei cee 2,520 
Prepaldilnsurance sz. iecmie usuarios set acicc ce ce shrcet ee etcetera ae 1,840 
CU oun SH AMA AME RA AGG s eb aacarts ctouds.. ules hs 64,800 
Notes Payablagdine.c 40) tinh aeeee ie Stan aS a 31,600 
ACCOUNTS Payee’ ii acv-y o «cnet qlalereln et ny. eee ee ae ee 6,160 
Aimee Desaint Capital cc.0 10 veces s as 0m ecco aeseena tee 6 e 39,140 
Aimee Desanti, Drawingigea ets. a: stn. Bex colnet peace a. sae eae 11,600 
Fees Earnecls ies 200 td: Siae s 24d Sst Ce RG A ee 213,600 
Wages Expense i: <1... ,anees<suveanthbl atlas sateen enn el 122,400 
Rent Expenseisations.«s-eth. tants: Salted tlh abl alete  sa ieee seer eee a 25,020 
Advertising Expense. ... :.!2midiiitan duis JURE Cee 13,140 
Gas, Electricity, and Water Expense .............cccecceeeeeecuseecececce. 6,800 


276,780 290,500 
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The debit and credit totals are not equal as a result of the following errors: 
a. The balance of cash was overstated by $7,500. 

b. A cash receipt of $7,200 was posted as a debit to Cash of $2,700. 

c. A debit of $5,000 to Accounts Receivable was not posted. 
d 


- A return of $350 of defective supplies was erroneously posted as a $530 credit to 
Supplies. 


e. An insurance policy acquired at a cost of $1,000 was posted as a credit to Prepaid 
Insurance. 


The balance of Notes Payable was overstated by $10,000. 


g. A credit of $500 in Accounts Payable was overlooked when the balance of the account 
was determined. 


h. A debit of $4,000 for a withdrawal by the owner was posted as a debit to Aimee 
Desanti, Capital. 


i. The balance of $11,340 in Advertising Expense was entered as $13,140 in the trial 
balance. 


j. Miscellaneous Expense, with a balance of $1,840, was omitted from the trial balance. 


Instructions 
1. Prepare a corrected unadjusted trial balance as of October 31 of the current year. 


2. aiid Toes the fact that the unadjusted trial balance in (1) is balanced mean that 
there are no errors in the accounts? Explain. 


Continuing Problem 


The transactions completed by PS Music during June 2012 were described at the end of 
Chapter 1. The following transactions were completed during July, the second month of 
the business’s operations: 


July 1. Pat Sharpe made an additional investment in PS Music by depositing $4,000 
in PS Music’s checking account. 


( 1. Instead of continuing to share office space with a local real estate agency, 
preerewny Pat decided to rent office space near a local music store. Paid rent for July, 
$1,800. 


1. Paid a premium of $2,700 for a comprehensive insurance policy covering li- 
ability, theft, and fire. The policy covers a one-year period. 


v 4. Total of Debit 
column: $40,030 


Received $1,250 on account. 


3. On behalf of PS Music, Pat signed a contract with a local radio station, 
WHBD, to provide guest spots for the next three months. The contract re- 
quires PS Music to provide a guest disc jockey for 80 hours per month for 
a monthly fee of $3,600. Any additional hours beyond 80 will be billed to 
WHBD at $40 per hour. In accordance with the contract, Pat received $7,200 
from WHBD as an advance payment for the first two months. 

3. Paid $250 on account. 

4. Paid an attorney $800 for reviewing the July 3rd contract with WHBD. 
(Record as Miscellaneous Expense.) 

5. Purchased office equipment on account from One-Stop Office Mart, $6,000. 

8. Paid for a newspaper advertisement, $200. 

11. Received $900 for serving as a disc jockey for a party. 

13. Paid $600 to a local audio electronics store for rental of digital recording 
equipment. 

14. Paid wages of $1,200 to receptionist and part-time assistant. 
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Enter the following transactions on Page 2 of the two-column journal. 
16. Received $2,100 for serving as a disc jockey for a wedding reception. 
18. Purchased supplies on account, $1,080. 


21. Paid $620 to Upload Music for use of its current music demos in making vari- 
ous music sets. 


22. Paid $800 toa local radio station to advertise the services of PS Music twice 
daily for the remainder of July. 


23. Served as disc jockey for a party for $2,500. Received $750, with the remain- 
der due August 4, 2012. 


27. Paid electric bill, $760. 
28. Paid wages of $1,200 to receptionist and part-time assistant. 
29. Paid miscellaneous expenses, $370. 


30. Served as a disc jockey for a charity ball for $1,800. Received $400, with the 
remainder due on August 9, 2012. 


31. Received $2,800 for serving as a disc jockey for a party. 


31. Paid $1,400 royalties (music expense) to National Music Clearing for use of * 
various artists’ music during July. 


31. Withdrew $1,500 cash from PS Music for personal use. 


PS Music’s chart of accounts and the balance of accounts as of July 1, 2012 (all normal 
balances), are as follows: 


11 Cash $5,310 41 Fees Earned $6,650 
12 Accounts Receivable 1,250 50 Wages Expense 400 
14 Supplies 170 51 Office Rent Expense 750 
15 Prepaid Insurance — 52 Equipment Rent Expense 700 
17 Office Equipment — 53 Utilities Expense 300 
21 Accounts Payable 250 54 Music Expense 1,590 
23 Unearned Revenue — 55 Advertising Expense 450 
31 Pat Sharpe, Capital 5,000 56 Supplies Expense 180 
32 Pat Sharpe, Drawing 500 59 Miscellaneous Expense 300 


Instructions 


1. Enter the July 1, 2012, account balances in the appropriate balance column of a four- 
column account. Write Balance in the Item column, and place a check mark (“) in the 
Posting Reference column. (Hint: Verify the equality of the debit and credit balances 
in the ledger before proceeding with the next instruction.) 


2. Analyze and journalize each transaction in a two-column journal beginning on Page 1, 
omitting journal entry explanations. 


3. Post the journal to the ledger, extending the account balance to the appropriate bal- 
ance column after each posting. 


4. Prepare an unadjusted trial balance as of July 31, 2012. 


Cases & Projects 


You can access the Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


SA 2-1 ImagePress—Journalize transactions 


a. Open the Excel file SA2-1,2,3_2e. Label the Sheet1 tab JE. On the worksheet page, 


journalize the following selected April 2011 transactions for ImagePress Printing. Omit 
posting references and journal entry explanations. 
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Apr. 1. Paid advertising expense, $460. [This has been entered for you.] 
2. Paid rent for the month, $2,500. 
6. Purchased office equipment on account, $9,450. 
9. Paid cash for supplies, $300. 

13. Paid creditor on account, $340. 

16. Received cash from customers on account, $1,080. 

20. Fees earned and billed to customers, $9,570. 

30. Paid salaries to employees, $1,900. 

30. Paid electricity bill for the month, $440. 


30. Ted Wright withdrew cash for personal use, $2,400. 


b. When you have completed the journal transactions, perform a “save as,” replacing the 
entire file name with the following: 


SA2-1,2,3_2e[your first name initial]_[your last name] 


excel SA 2-2 Image Press—Post transactions 

SUCCESS a. Open your SA2-1,2,3_2e/your first name initial]_[your last name] file. Label Sheet2 as 
GL (for general ledger). Post the journal entries for ImagePress Printing from SA2-1 
to the appropriate accounts in the ledger, worksheet GL. 


Insert the appropriate posting references as each item is posted. Extend the balances 
using spreadsheet formulas to the appropriate balance columns after each transaction 
is posted. 


Using the following chart of accounts, placing the beginning balance in the first row 
of each account in the appropriate balance column. 


ImagePress Printing 
Unadjusted Trial Balance 


March 31, 2011 
Debit Credit 
Accounts Balances Balances 
Mi GASHIM-. oi cater Roe ete ce coiss cine s qrontae etna tem egiinence Moora ue 15,500 
ID SACCOUNESHREGEIVA Der atv vanes sie \casseie sade sie Gdlars nso siarelermivers 7,300 
TB SFRSEO DUES lejeieics., See -< ctetavens aio vie arasann ancien Mi Water across ataue Ye ele ones 2,000 
AR RO TGCS ECU TIMI Gaye fets cia eke on areccvere ove «iv aie el eauslede drs efereseteral peeve 12,400 
Bie ay NG GOMES PAV ALDI Gitx-pevencesvoncvey stayoruvenerayatoversvet/o\cienicroh cuntey otakenerVononeb ate 1,300 
Sie Ted Wight <Caypltall ers: cecoonsrowsnstes. oresacecsvovarn crssuralerarcentalae tert eee eta 23,800 
3), istolv intolnkesDIGhiie po ction Ono neeee OEaoe COROROOmoOS CaM pi a odo 3,500 
ZA NFS Less) FL GI Wewananon hohe otcveccbas sh ch aPar Slav hacav oeaeamer tal aired iSivareMe ene Smee eee 25,600 
Sie NAN ERLISIMGIEX OCIS Cit rerarcrcleeed jatar ern ctarthavvelevoraiciavarctert ieleler a dateeenes 200 
EMA MCA ESTOS IN SE loney seeneh rch Sassy RavCH Pee dak -naraaepavayceeterour me eeReme ce oe erated sear 5,000 
SMM SAAT SIE IO INS Cs time kacahoeseocezer cliche nus crstenel atsr alin ocehameaene arene Ue ares 3,600 
Ate Wtalitleste xD GIs Cr caesekerstattectera eretereyenenonasoaar deal onorecotereroneney eran a iirer _1,200 
50,700 50,700 
b. Save your file using the same file name. 
| SA 2-3 Image Press—Prepare a trial balance 
exce a. Open your SA2-1,2,3_2e/your first name initial]_[your last name] file. Label Sheet3 
SUCCESS as UTB (for Unadjusted Trial Balance). Within this worksheet, use cell references to 


prepare an unadjusted trial balance for the April 30 balances of ImagePress Printing, 
from the ledger accounts of SA2-2. 


b. Save your file using the same file name. 
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| SA 2-4 Journalize transactions 

exce a. Open the Excel file SA2-4,5,6_2e. Label Sheet1 JE. Journalize the following selected 

OCs September 2011 transactions for Artscape in this worksheet. Omit posting references 
and journal entry explanations. 


Sept. 1. Paid rent for the month, $1,150. 
3. Paid advertising expense, $670. 
8. Paid cash for supplies, $230. 
11. Purchased office equipment on account, $5,200. 
15. Paid creditor on account, $920. 
19. Fees earned and billed to customers, $7,200. 
25. Received cash from customers on account, $2,380. 
30. Paid telephone bill for the month, $240. 
30. Paid wages to employees, $1,450. 


30. Niki Yamura withdrew.cash for personal use, $1,100. 


b. When you have completed the journal transactions, perform a “save as,” replacing the 
entire file name with the following: 


SA2-4, 5,6_2ef[your first name initial]_[your last name] 


SA 2-5 Post transactions 
excel 


SUCCESS a. Open your SA2-1,2,3_2e[your first name initial]_[your last name] file. Label Sheet2, 
GL. Post the journal entries for Artscape from SA2-4 to the appropriate accounts in 
the general ledger, worksheet GL. 


Insert the appropriate posting references as each item is posted. Extend the balances 
using spreadsheet formulas to the appropriate balance columns after each transaction 
is posted. 


Use the following chart of accounts, placing the beginning balance in the first row of 
each account in the appropriate balance column. 


Artscape 
Trial Balance 
August 31, 2011 
Debit Credit 
Balances Balances 
TV ISAS Mizel icey ends op s:carvocel aceqavesureteueves svavov rs. asta eve ok Tapor tes ee eee eee 12,700 
12”, Accounts Receivable scr. sarcs wisn tccstantelen Gs ca ee ee 9,100 
TS: SUD PUES sere nencanpssarkarousrees ee veo eee 1,500 
TAF COPICEEQUIPIMEITE sjsisiesc,5, cet les are y0 g Siuen oni e eee ee 11,900 
21. PACCOUNtS'Payaller:.. <:sjctascczusete nie oo lthrve, +. 0-0 de EN Se 2,700 
310 Niki'Vamulral Capita liastisasiiia xo sconce ee 21,400 
32eINiki Yamuras DrawitG aks: a sesas asians cine ee 3,100 
Al! “FOOSE AGO. 5 siciacays alsiausiivs olicagay shes wiesss ave ee 23,100 
SISA vertisingiEXDens eis vids stn-rayetas cen ctevess reise atin ae ee ea ee 300 
52’ “REMCIEXPENSES west wetantesenisu nia. nei here 4,200 
53° UtiIESSEXDENSEiy. nism sa cciae soe stinker Cerne ee nee 3,500 
54) WagesiEXDen Se ivianrs/ cas arstatel eran. alevavivel eras citicd eee aS eee 900 
47,200 47,200 


b. Save your file using the same file name. 


excel SA 2-6 Prepare a trial balance 


SUCCESS a. Open your SA2-1,2,3_2el[your first name initial]_[your last name] file. Label Sheet3, 
UTB. Use this worksheet to prepare an unadjusted trial balance for the September 30 
balances of Artscape, from the ledger accounts of SA2-5. 


b. Save your file using the same file name. 
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Rhapsody 


D o you subscribe to an Internet-based music service such as 

? Rhapsody began by providing digital music to 
its subscribers through Internet audio streaming. You can subscribe 
to “Rhapsody Premier” for $10.00 per month and listen to music 
by New Boyz, Coldplay, Flo Rida, or Carrie Underwood. Rhapsody, 
which is partially owned by RealNetworks®, has also expanded its 
services to include games and video content. 

When should a company such as RealNetworks record rev- 
enue from its subscriptions? Subscription revenue is recorded 
when it is earned. Subscriptions revenue is earned when the ser- 
vice has been delivered to the customer. However, in many cases 
cash is received before the service is delivered. For example, the 
subscription to “Rhapsody Premier” is paid at the beginning of 


the month. In this case, the cash received represents unearned 
revenue. As time passes and the services are delivered, the un- 
earned revenue becomes earned and thus, becomes revenue. 
As a result, companies like RealNetworks must update their ac- 
counting records for items such as unearned subscriptions 
before preparing their financial statements. For example, RealNet- 
works reported in its financial statements that it had unearned 
(deferred) revenue of approximately $33 million as of December 
31, 2009. 
This chapter describes and illustrates the process by which 
companies update their accounting records before preparing 
financial statements. This discussion includes the adjustments for 
unearned revenues made at the end of the accounting period. 


After studying this chapter, you should be able to: 


Learning Objectives 


Example Exercises 


Describe the nature of the adjusting process. 
Nature of the Adjusting Process 

The Adjusting Process 

Types of Accounts Requiring Adjustment 


Journalize entries for accounts requiring adjustment. 


Adjusting Entries 
Prepaid Expenses 


SUCCESS 


Unearned Revenues 
Accrued Revenues 
Accrued Expenses 
Depreciation Expense 


Summarize the adjustment process. 
Summary of Adjustment Process 


Prepare an adjusted trial balance. 
Adjusted Trial Balance 


Describe and illustrate the use of vertical analysis in evaluating a 
company’s performance and financial condition. 


Financial Analysis and Interpretation: Vertical Analysis 


an Describe the 
nature of the 


adjusting process. 


American Airlines uses 

the accrual basis of 
accounting. Revenues 
are recognized when 
passengers take 
flights, not when the 
passenger makes the 
reservation or pays for 
the ticket. 
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Nature of the Adjusting Process 


When preparing financial statements, the economic life of the business is divided into 
time periods. This accounting period concept requires that revenues and expenses be 
reported in the proper period. To determine the proper period, accountants use generally 
accepted accounting principles (GAAP), which requires the accrual basis of accounting. 

Under the accrual basis of accounting, revenues are reported on the income 
statement in the period in which they are earned. For example, revenue is reported 
when the services are provided to customers. Cash may or may not be received from 
customers during this period. The accounting concept supporting this reporting of 
revenues is called the revenue recognition concept. 

Under the accrual basis, expenses are reported in the same period as the rev- 
enues to which they relate. For example, utility expenses incurred in December are 
reported as an expense and matched against December’s revenues even though the 
utility bill may not be paid until January. The accounting concept supporting reporting 
revenues and related expenses in the same period is called the matching concept, 
or matching principle. By matching revenues and expenses, net income or loss for 
the period is properly reported on the income statement. 

Although GAAP requires the accrual basis of accounting, some businesses use the 
cash basis of accounting. Under the cash basis of accounting, revenues and expenses 
are reported on the income statement in the period in which cash is received or paid. 
For example, fees are recorded when cash is received from clients; likewise, wages 
are recorded when cash is paid to employees. The net income (or net loss) is the 
difference between the cash receipts (revenues) and the cash payments (expenses). 

Small service businesses may use the cash basis, because they have few receivables 
and payables. For example, attorneys, physicians, and real estate agents often use the 
cash basis. For them, the cash basis provides financial statements similar to those of the 
accrual basis. For most large businesses, however, the cash basis will not provide accurate 
financial statements for user needs. For this reason, the accrual basis is used in this text. 


The Adjusting Process 


At the end of the accounting period, many of the account balances in the ledger are 
reported in the financial statements without change. For example, the balances of 
the cash and land accounts are normally the amount reported on the balance sheet. 
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Some accounts, however, require updating for the following reasons:! 


1. Some expenses are not recorded daily. For example, the daily use of supplies would 
require many entries with small amounts. Also, the amount of supplies on hand on 
a day-to-day basis is normally not needed. 

2. Some revenues and expenses are incurred as time passes rather than as separate 
transactions. For example, rent received in advance (unearned rent) expires and 
becomes revenue with the passage of time. Likewise, prepaid insurance expires and 
becomes an expense with the passage of time. 

3. Some revenues and expenses may be unrecorded. For example, a company may have 
provided services to customers that it has not billed or recorded at the end of the ac- 
counting period. Likewise, a company may not pay its employees until the next account- 
ing period even though the employees have earned their wages in the current period. 


The analysis and updating of accounts at the end of the period before the finan- 
cial statements are prepared is called the adjusting process. The journal entries that 
bring the accounts up to date at the end of the accounting period are called adjust- 
ing entries. All adjusting entries affect at least one income statement account and 
one balance sheet account. Thus, an adjusting entry will always involve a revenue 
or an expense account and an asset or a liability account. 


Example Exercise 3-1 


Indicate with a Yes or No whether or not each of the following accounts normally requires an adjusting entry. 


b. Prepaid Rent d. Office Equipment f. Unearned Rent 


Follow My Example 3-1 


boar NeX A eVes e, Yes. 
by Yes 5 — = d-.No fi “Yes 
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Practice Exercises: PE 3-1A, PE 3-1B 


Types of Accounts Requiring Adjustment 
Four basic types of accounts require adjusting entries as shown below. 


1. Prepaid expenses 3. Accrued revenues 
2. Unearned revenues 4. Accrued expenses 


Prepaid expenses are the advance payment of future expenses and are recorded 
as assets when cash is paid. Prepaid expenses become expenses over time or dur- 
ing normal operations. To illustrate, the following transaction of NetSolutions from 
Chapter 2 is used. 


si Siti NEES Ra 


Dec. 1 NetSolutions paid $2,400 as a premium on a one-year insurance policy. 


LEE OTE TC TE STE raise eee tee eee Gere 


On December 1, the cash payment of $2,400 was recorded as a debit to Prepaid 
Insurance and credit to Cash for $2,400. At the end of December, only $200 ($2,400 
divided by 12 months) of the insurance premium is expired and has become an ex- 
pense. The remaining $2,200 of prepaid insurance will become an expense in future 
months. Thus, the $200 is insurance expense of December and should be recorded 


with an adjusting entry. 


1 Under the cash basis of accounting, accounts do not require adjusting. This is because transactions are recorded only when cash is 
received or paid. Thus, the matching concept is not used under the cash basis. 


-E 


a. Cash c. Wages Expense e. Accounts Receivable 
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Other examples of prepaid expenses include supplies, prepaid advertising, and 


prepaid interest. 
Exhibit 1 summarizes the nature of prepaid expenses. 
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EXHIBIT 1 
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Prep 
Transaction Cash is paid in advance for an expense. 


- Advance payments of future expenses are recorded as assets when the cash is — 
Analysis paid. The transaction is recorded as a debit to a prepaid expense account and 
a credit to the cash account. 


1 
| Prepaid Expense 

Journal Entry | . Cash 
| Paid an expense in advance. 


Accounting Liabilities + Owner’s Equity 
Equation 


Impact 


Adjustment An end-of-period adjustment is needed to update the prepaid expense account. 


Larrea OR Rea Aint Wine wreaticha abr AU: Vitegl vs | Sag ST Se IE: FED 
The prepaid expense account is decreased (credited) for the amount of the — 

Analysis prepaid expense that has expired or has been used and the related expense 
account is increased (debited). 


Expense 


| | 
Adjustin | 
J 8 | | Prepaid Expense | XXX | 
| 
| | | 


Journal Entry 


Adjustment for prepaid expense. 


Sn 


Accounting Assets = Liabilities cf Owner's Equity (Expense) 


Equation 


Unearned revenues are the advance receipt of future revenues and are recorded 
as liabilities when cash is received. Unearned revenues become earned revenues over 


time or during normal operations. To illustrate, the following December 1 transaction 
of NetSolutions is used. 
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Dec. 1 NetSolutions received $360 from a local retailer to rent land for fees 
| months. 
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On December 1, the cash receipt of $360 was recorded as a debit to Cash and 
a credit to Unearned Rent for $360. At the end of December, $120 ($360 divided by 
3 months) of the unearned rent has been earned. The remaining $240 will become 


rent revenue in future months. Thus, the $120 is rent revenue of December and 
should be recorded with an adjusting entry. 
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Other examples of unearned revenues include tuition received in advance by a 
school, an annual retainer fee received by an attorney, premiums received in advance 
by an insurance company, and magazine subscriptions received in advance by a 
publisher. 


Exhibit 2 summarizes the nature of unearned revenues. 
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EXHIBIT 2. U 


Cash is received for an unearned revenue. Transaction 
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_ Advance receipts for future services to be recorded as liabilities — 
when the cash is received. The transaction is recorded as a debit to the cash Analysis 
account and a credit to the unearned revenue account. 


| | Cash XXX | | 
Unearned Revenue XXX i Journal Entry 
Seal Received cash for unearned revenue. | | 
Assets = Liabilities + Owner's Equity Accounting 
Equation 
Impact 
An end-of-period adjustment is needed to update the unearned revenue account. Adjustment 
The unearned revenue account is decreased (debited) for the amount of the rev- edie 
pal, 5 Ss 
_ enue that has been earned, and the related revenue account is increased (credited). u 
| | | 
| | | Unearned Revenue | XXX Adjusting 
ho Revenue | XXX Toupee 
| | | Adjustment for unearned revenue. | | ery. 
Assets = Liabilities + Owner’s Equity (Revenue) Accounting 


Equation 


Accrued revenues are unrecorded revenues that have been earned and for which 
cash has yet to be received. Fees for services that an attorney or a doctor has pro- 
vided but not yet billed are accrued revenues. To illustrate, the following example 
involving NetSolutions and one of its customers is used. 


Dec. 15 NetSolutions signed an agreement with Dankner Co. under which Net- 
Solutions will bill Dankner Co. on the fifteenth of each month for ser- 
vices rendered at the rate of $20 per hour. 


esha 
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From December 16-31, NetSolutions provided 25 hours of service to Dankner 
Co. Although the revenue of $500 (25 hours x $20) has been earned, it will not be 
billed until January 15. Likewise, cash of $500 will not be received until Dankner 
pays its bill. Thus, the $500 of accrued revenue and the $500 of fees earned should 
be recorded with an adjusting entry on December 31. 
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ENTE 
EXHIBIT 3 


Transaction 


Analysis 


Journal Entry 


Accounting 
Equation 
Impact 


Adjustment 


Analysis 


Adjusting 
Journal Entry 


Accounting 
Equation 
Impact 


Accrued Revenues 
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Other examples of accrued revenues include accrued interest on notes receivable 


and accrued rent on property rented to others. 
Exhibit 3 summarizes the nature of accrued revenues. 
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Revenue has been earned, but has not been recorded. 
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Revenues have been earned, but the revenue has not been recorded nor has _ 
cash been received. No journal entry has been recorded even though revenue 
have been earned. 


No entry has been recorded. 


Liabilities + 


Owner's Equity 


Assets = 


No impact since the revenue has not been recorded. 


type of receivable account that is debited depends upon the type of revenue. 
For example, Accounts Receivable would be debited for fees earned. Interest 
Receivable would be debited for interest earned. 


Asset (Receivable) 
Revenue 
Adjustment for accrued revenue. 


| 
| XXX 
| XXX 
| 


Assets = Liabilities + Owner’s Equity (Revenue) 
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Accrued expenses are unrecorded expenses that have been incurred and for 
which cash has yet to be paid. Wages owed to employees at the end of a period but 


not yet paid are an accrued expense. To illustrate, the following example involving 
NetSolutions and its employees is used. 


Dec. 31 NetSolutions owes its employees wages of $250 for Monday and Tues- 
day, December 30 and 31 
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ceerptnomsonmerencenette 


“yngeoneneeremamesperratmmanestee mene 


rreaerntrnoresshenee rst omapmmnemage ent 


NetSolutions paid wages of $950 on December 13 and $1,200 on December 27 
2011. These payments covered the biweekly pay periods that ended on those He 
As of December 31, 2011, NetSolutions owes its employees wages of $250 for Mon- 
day and Tuesday, December 30 and 31. The wages of $250 will be paid on January 
10, 2012; however, they are an expense of December. Thus, $250 of accrued wages 
should be recorded with an adjusting entry on December 31. 


Other examples of accrued expenses include accrued interest On note 
and accrued taxes. 


Exhibit 4 summarizes the nature of accrued expenses. 
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| | | 
coe | ac | 
ie ___ No entry has been recorded. | | Journal Entry 
| faa | / 
Assets = Liabilities + Owner’s Equity Accounting 
No impact since the expense has not been recorded. Equation 
Impact 
An end-of-period adjustment is needed to recognize the ee expense. Adjustment 
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liability < u a ised | credi ie) 
ee account that is ome) depends upon the oe ex- Analysis 
ample, Wages Payable would be credited for wages expense. inieiest Payable 
would be credited for interest expense. 
or j 
| | Expense | XXX | Adjusting 
| | | Liability (Payable) XXX Journal Entry 
| eee} Adjustment for accrued expense. i | 
| | | | 


EERE CEE EE Ee CE oR EE EEE 


Assets = Liabilities + Owner's Equity (Expense) Accounting 
Equation 
Impact 


As illustrated in Exhibit 4, accrued revenues are earned revenues that are unrecorded. 
The cash receipts for accrued revenues are normally received in the next accounting pe- 
riod. Accrued expenses are expenses that have been incurred, but are unrecorded. The 
cash payments for accrued expenses are normally paid in the next accounting period. 

Prepaid expenses and unearned revenues are sometimes referred to as defer- 
rals. This is because the recording of the related expense or revenue is deferred to 
a future period. Accrued revenues and accrued expenses are sometimes referred to 
as accruals. This is because the related revenue or expense should be recorded or 
accrued in the current period. 


Example Exercise 3-2 - 


Classify the following items as (1) prepaid expense, (2) unearned revenue, (3) accrued expense, or (4) accrued revenue. 
a. Wages owed but not yet paid. c. Fees received but not yet earned. 
b. Supplies on hand. d. Fees earned but not yet received. 


Follow My Examplé 3-2 


a. Accrued expense c. Unearned revenue 
b. Prepaid expense : d. Accrued revenue 


Sanam een eeerer ery emerarec enone ee pcpecerecns 


Grawean'el cuciic praiayecubarlele wisimcarwnsdblecd:naileljaleus)\bie te civ <,(v)eieisiiess e/a 0/64. shelojsieie{seie-s\evelieoeh s\bie) oie 6/60 oe) emisie sie istsrehe bie) ies 
Civllore no: allalle seve; eleie)la) subiareyol a) wiiniioliesa)ie\ sie) eleie) sai S7ei(e\'e)ahureie s-6:lvisi¥!ece ca\(airs #) ace $e) 9.4))6iey#iies¥'e) 


Practice Exercises: PE 3-2A, PE 3-2B 
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ounaize Adjusting Entries 


entries for 
accounts requiring To illustrate adjusting entries, the December 31, 2011, unadjusted trial balance of NetSolu- 
SE tions shown in Exhibit 5 is used. An expanded chart of accounts for NetSolutions is shown 


in Exhibit 6. The additional accounts used in this chapter are shown in color. The rules of 
debit and credit shown in Exhibit 3 of Chapter 2 are used to record the adjusting entries. 


EXHIBIT 5 iti — 
NetSolutions 
Unadusted Tilal ' Unadusted Trial Balance 


Balance for December 31, 2011 


NetSolutions : eamcrsrey 
~ Se Debit ON PO Gree: 
Balances _— Balances © 

Che aici ee woe PASE ECE Me NEL ATT SF 2,065 
AGCounts Receivables acid.) x-aessrore crete citmaeretsiaischosstele tease pessoas eaenobseateber Aas 2,220 
SWU/c) ol] aenariaiteas NR Ran SR amines Mm Are OR OC ain GoGRaG Nodea Si 2,000 : 
Prepaid linStira mee jeri ssecura cxerags caeteve aiece osteoma inalos ate re arena tolener lene che’ steer Reactor 2,400 
(6 NORA tr Men eH aN a NL A Aa Strom icoN a Ipcrtarects cor om OMN AGU mG arc: Cab. ca 20,000 
OMICSEQUIPMENIt pone sc tai Paaa Ae apne el nano? Meg etre kavlote loyal Aeterna Maat 1,800 
ACCOUNTS Payable vsccsanstas sicugas eleva rei ascho oe eho aoraenae amines « maeetetacianae meas 900 
UnearhediRentac chs chtvudcten) «soma tare cca iteee clean items: seth eee easter 360 
Enris:ClarksGapltal cra deci scsrcislncvgtercs atalore ie yi eo ccgersabntneinrent a accede ecectteats 25,000 
Ghris: lark; Dawa so ssaia sje ctrrsgsis suc Goranson sre eretansncl ele ebeveine Tare ei eecdeecioneeeecee eed 4,000 
B@@S Banire et ccc ies ecw leuereotevccocomvalel sicitt due arcrcte er epetteaen sia cele cradles terme tate ae 16,340 
WadesiEXpenisers. oi). sisiirsieialela eas sibiainne Rien sts cue Satan eneie crolbenate Benen Necker ame 4,275 
REMtEXPEMSE ieee ialasaceis wyaschaiartyaoiaseis Biaiousrane arate scale Ceome aiac¥al afaoreaeslet ste erecta cone 1,600 
WetlitieEXpense.c ics citar canictascaniatalcine emi etp eae eee An aeoe ocak 985 
SUPPHESEX PENSE Ms + sia. oases cessciespetcieraitsta avd war coanetanctoreater hers aera Tae 800 
MiscellaneGousiExXpense..:... cence sues cauces rane mun onee vontoscmomen meee 455 

42,600 42,600 


EXHIBIT 6 0 =u 
Expanded Chart Balance Sheet Accounts Income Statement Accounts 
of Accounts for } 1. Assets . Revenue 
NetSolutions j 11. Cash 41 Fees Earned 
12 Accounts Receivable 42 Rent Revenue 
14 Supplies . Expenses 


15 Prepaid Insurance 51 Wages Expense 
17. Land 52 Rent Expense 


18 Office Equipment 53 Depreciation Expense 
19 Accumulated Depreciation—Office Equipment 54 Utilities Expense 

. Liabilities 55 Supplies Expense 
21 Accounts Payable 56 Insurance Expense 


22 Wages Payable 59 Miscellaneous Expense 
23 Unearned Rent 


- Owner’s Equity 
31. Chris Clark, Capital 
32 Chris Clark, Drawing 


Prepaid Expenses 


Supplies The December 31, 2011, unadjusted trial balance of NetSolutions indicates a 
balance in the supplies account of $2,000. In addition, the prepaid insurance account has 
a balance of $2,400. Each of these accounts requires an adjusting entry. 

The balance in NetSolutions’ supplies account on December 31 is $2,000. Some of 
these supplies (CDs, paper, envelopes, etc.) were used during December, and some 
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are still on hand (not used). If either amount is known, the other can be determined. 
It is normally easier to determine the cost of the supplies on hand at the end of the 
month than to record daily supplies used. 

Assuming that on December 31 the amount of supplies on hand is $760, the 


amount to be transferred from the asset account to the expense account is $1,240, 
computed as follows: 


Supplies available during December (balance of account) $2,000 
Supplies on hand, December 31 760 
Supplies used (amount of adjustment) $1,240 


At the end of December, the supplies expense account is increased (debited) for 
$1,240, and the supplies account is decreased (credited) for $1,240 to record the sup- 
plies used during December. The adjusting journal entry and T accounts for Supplies 
and Supplies Expense are as follows: 


Journal 


Supplies Expense 
Supplies 
Supplies used ($2,000 - $760). 


Assets = Liabilities iF Owner's Equity (Expense) 5 


wes Exoens 


The adjusting entry is shown in color in the T accounts to separate it from other 
transactions. After the adjusting entry is recorded and posted, the supplies account 
has a debit balance of $760. This balance is an asset that will become an expense 
in a future period. 


Prepaid Insurance The debit balance of $2,400 in NetSolutions’ prepaid insurance 
account represents a December 1 prepayment of insurance for 12 months. At the end of 
December, the insurance expense account is increased (debited), and the prepaid insur- 
ance account is decreased (credited) by $200, the insurance for one month. The adjusting 
journal entry and T accounts for Prepaid Insurance and Insurance Expense are as follows: 


31] Insurance Expense 56 200 
Prepaid Insurance 15 200 
Insurance expired ($2,400/12). 


A Assets | = Liabilities + Owner’s Equity (Expense) 


After the adjusting entry is recorded and posted, the prepaid insurance account 
has a debit balance of $2,200. This balance is an asset that will become an expense 
in future periods. The insurance expense account has a debit balance of $200, which 
is an expense of the current period. 

If the preceding adjustments for supplies ($1,240) and insurance ($200) are not 
recorded, the financial statements prepared as of December 31 will be misstated. On 
the income statement, Supplies Expense and Insurance Expense will be understated 


Adjusting 
Journal Entry 


Accounting 
Equation 
Impact 


Adjusting 
Journal Entry 


Accounting 
Equation 
Impact 
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by a total of $1,440 ($1,240 + $200), and net income will be overstated by $1,440. 
On the balance sheet, Supplies and Prepaid Insurance will be overstated by a total 
of $1,440. Since net income increases owner’s equity, Chris Clark, Capital will also 
be overstated by $1,440 on the balance sheet. The effects of omitting these adjusting 
entries on the income statement and balance sheet are as follows: 


Amount of 
Misstatement 
Income Statement 
Revenues correctly stated $ XXX 
Expenses understated by (1,440) 
Net income overstated by (1) $1,440 
Balance Sheet 
Assets overstated by $1,440 (2) 
Liabilities correctly stated S$ XXX 
Owner's equity overstated by 1,440 
Total liabilities and 
owner's equity overstated by $1,440 


Arrow (1) indicates the effect of the understated expenses on assets. Arrow (2) 
indicates the effect of the overstated net income on owner’s equity. 

Payments for prepaid expenses are sometimes made at the beginning of the period 
in which they will be entirely used or consumed. To illustrate, the following December 1 
transaction of NetSolutions is used. 


OSU TN RE NEIHART LL DNAS GCAO DIE EEDA ia aN 


utions paid rent of $800 for the month. 


| Dec. 1 NetSol 


On December 1, the rent payment of $800 represents Prepaid Rent. However, 
the Prepaid Rent expires daily, and at the end of December there will be no asset 
left. In such cases, the payment of $800 is recorded as Rent Expense rather than as 
Prepaid Rent. In this way, no adjusting entry is needed at the end of the period.’ 


Example Exercise 3-3 = 


The prepaid insurance account had a beginning balance of $6,400 and was debited for $3,600 of premiums paid during 
the year. Journalize the adjusting entry required at the end of the year assuming the amount of unexpired insurance 
related to future periods is $3,250. 


Follow My Example 3-3 


Integrity, Objectivity and Ethics in Business 


FREE ISSUE 


Office supplies are often available to employees ona “free because supplies are easily available, however, doesn’t mean 
issue” basis. This means that employees do not have to “sign” _ they can be taken for personal use. There are many instances 
for the release of office supplies but merely obtain the nec- _ where employees have been terminated for taking supplies 
essary supplies from a local storage area as needed. Just home for personal use. 


2 An alternative treatment of recording the cost of supplies, rent, and other prepayments of expenses is discussed in an appendix 
that can be downloaded from the book's companion Web site (www.cengage.com/accounting/reeve) 
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Unearned Revenues 


The December 31 unadjusted trial balance of NetSolutions indicates a balance in the 
unearned rent account of $360. This balance represents the receipt of three months’ 
rent on December 1 for December, January, and February. At the end of December, 
one months’ rent has been earned. Thus, the unearned rent account is decreased 
(debited) by $120, and the rent revenue account is increased (credited) by $120. The 


$120 represents the rental revenue for one month ($360/3). The adjusting journal 
entry and T accounts are shown below. 


SSE SRN SERENE ie 


31] Unearned Rent 23 
Rent Revenue 42 
Rent earned ($360/3 months). 


120 


120 | 
: 


; f 


Assets = 


Liabilities + 


Owner's Equity (Revenue) 


After the adjusting entry is recorded and posted, the unearned rent account has a 
credit balance of $240. This balance is a liability that will become revenue in a future 
period. Rent Revenue has a balance of $120, which is revenue of the current period.’ 

If the preceding adjustment of unearned rent and rent revenue is not recorded, 
the financial statements prepared on December 31 will be misstated. On the income 
statement, Rent Revenue and the net income will be understated by $120. On the 
balance sheet, Unearned Rent will be overstated by $120, and Chris Clark, Capital will 
be understated by $120. The effects of omitting this adjusting entry are shown below. 


Amount of 
Misstatement 
Income Statement 
Revenues understated by $ (120) 
Expenses correctly stated XXX 
Net income understated by $ (120) 
Balance Sheet 
Assets correctly stated S XXX 
Liabilities overstated by $ 120 
Owner's equity understated by (120) 
Total liabilities and 
owner's equity correctly stated S$ XXX 


Example Exercise 3-4 


7 The balance in the unearned fees account, before adjustment at the end of the year, is $44,900. 
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Adjusting 
Journal Entry 


Accounting 
Equation 
Impact 


Best Buy sells extended 
warranty contracts with 
terms between 12 and 
36 months. The receipts 
from sales of these 
contracts are reported 

as unearned revenue on 
Best Buy's balance sheet. 
Revenue is recorded as 
the contracts expire. 


_ Journalize the adjusting entry required if the amount of unearned fees at the end of the year is $22,300. 


1 Follow My Example 3-4 


Bieri Ns a et alternate cnacerertrtrtebbrcelittqereenes its nenenon 


” 


© Fe@S Earned ereesnssssseenenetneenenstinennseunesenntsennentnentnennnennnentennnenenenneseness 
Fees earned ($44,900 — $22,300). 


3 An alternative treatment of recording revenues received in advance of their being earned is discussed in an appendix that can be 
downloaded from the book’s companion Web site (www.cengage.com/accounting/reeve). 


22,600 


Practice Exercises: PE 3-4A, PE 3-4B_ | 
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Accrued Revenues 
ee During an accounting period, some revenues are recorded only when cash is re- 
ceived. Thus, at the end of an accounting period, there may be revenue that has 
RadioShack Corporation is been earned but has not been recorded. In such cases, the revenue is recorded by 
Saigo icon sums increasing (debiting) an asset account and increasing (crediting) a revenue account. 


electronics retailing. 
RadioShack accrues 
revenue for finance 


To illustrate, assume that NetSolutions signed an agreement with Dankner Co. on 
December 15. The agreement provides that NetSolutions will answer computer questions 


charges and late and render assistance to Dankner Co.’s employees. The services will be billed to Dankner 
payment charges related Co, on the fifteenth of each month at a rate of $20 per hour. As of December 31, NetSolu- 
eee eg Ets tions had provided 25 hours of assistance to Dankner Co. The revenue of $500 (25 hours x 


$20) will be billed on January 15. However, NetSolutions earned the revenue in December. 

The claim against the customer for payment of the $500 is an account receivable 
(an asset). Thus, the accounts receivable account is increased (debited) by $500 and 
the fees earned account is increased (credited) by $500. The adjusting journal entry 
and T accounts are shown below. 


31] Accounts Receivable (3 500 
Fees Earned 41 500 
Accrued fees (25 hrs. X $20). 


Adjusting 
Journal Entry 


sau 


Accounting Assets = Liabilities ) + Owner’s Equity (Revenue) 
Equation : \ccou 
Impact 
If the adjustment for the accrued revenue ($500) is not recorded, Fees Earned 
and the net income will be understated by $500 on the income statement. On the 
balance sheet, Accounts Receivable and Chris Clark, Capital will be understated by 
$500. The effects of omitting this adjusting entry are shown below. 
Amount of 
Misstatement 
Income Statement 
Revenues understated by $ (500) 
Expenses correctly stated XXX 
Net income understated by $ (500) 
Balance Sheet 
Assets understated by $ (500) 
Liabilities correctly stated $ XXX 
Owner's equity understated by (500) 
Total liabilities and 
owner's equity understated by $ (500) 
Example Exercise 3-5 oR 


At the end of the current year, $13,680 of fees have been earned but have not been billed to clients. Journalize the 
adjusting entry to record the accrued fees. 


Follow My Example 3-5 


FRE COUNIES RECQRVA DEH 25 715, tixes sncasains Ghaumineecnte mice ioreasn ant eee 13,680 
Fees Earned...... 


Areaie\sierk) «: arg 0. aie a) tite isie’a) oye iol ayplavein) eisieislieis lod Bieteloraie ai tlatere te sete 
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Practice ApS PE 3- 5A, PE 3-5B. 
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Accrued Expenses 


Some types of services used in earning revenues are paid for after the service has 
been performed. For example, wages expense is used hour by hour, but is paid only 
daily, weekly, biweekly, or monthly. At the end of the accounting period, the amount 
of such accrued but unpaid items is an expense and a liability. 

For example, if the last day of the employees’ pay period is not the last day of 
the accounting period, an accrued expense (wages expense) and the related liability 
(wages payable) must be recorded by an adjusting entry. This adjusting entry is neces- 
Sary so that expenses are properly matched to the period in which they were incurred 
in earning revenue. 

To illustrate, NetSolutions pays its employees biweekly. During December, NetSolu- 
tions paid wages of $950 on December 13 and $1,200 on December 27. These pay- 
ments covered pay periods ending on those days as shown in Exhibit 7. 


ees 


Bacdoreeaa a eel si 


eee tae 
se te ep ni : 


EXHIBIT 
Accrued Wages 


even 


December 


Se ah a WS E 


Lt ode | 6 [7 | 


(8 | 9 [10] 11] 12] 13 [14 


(15 [16 [17 | 18] 19] 20 [21] 


i 
E 
| 


Paid wages expense 
for Dec. 2-13, $950 


Total wages expense 


Paid wages expense x 
for Dec. 16-27, $1,200 Wie Tas cps 


Saag 


Accrued wages expense 
for Dec. 30-31, $250 


*$2 400 = $950 + $1,200 + $250 
**$1,275 = $250 + $1,025 


As of December 31, NetSolutions owes $250 of wages to employees for Monday 
and Tuesday, December 30 and 31. Thus, the wages expense account is increased 
(debited) by $250 and the wages payable account is increased (credited) by $250. 
The adjusting journal entry and T accounts are shown below. 


31] Wages Expense 51 250 i Adjusting 
Wages Payable 22 250 
Accriied wages. 


Journal Entry 


RT ESTEE SME DONT TT EON TPB TN 


nesses = Liabilities + Owner's Equity (Expense) Accounting 
ae 2; ae WT Equation 
Impact 
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Callaway Golf Company, a 
manufacturer of such 
innovative golf clubs as 
the “Big Bertha” driver, 
reports accrued warranty 
expense on its balance 
sheet. 
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After the adjusting entry is recorded and posted, the debit balance of the wages 
expense account is $4,525. This balance of $4,525 is the wages expense for two 
months, November and December. The credit balance of $250 in Wages Payable is 
the liability for wages owed on December 31. 

As shown in Exhibit 7, NetSolutions paid wages of $1,275 on January 10. This 
payment includes the $250 of accrued wages recorded on December 31. Thus, on 
January 10, the wages payable account is decreased (debited) by $250. Also, the 
wages expense account is increased (debited) by $1,025 ($1,275 — $250), which is the 
wages expense for January 1-10. Finally, the cash account is decreased (credited) by 
$1,275. The journal entry for the payment of wages on January 10 is shown below.‘ 


Jan |10} Wages Expense 51 1,025 
Wages Payable 22 250 
Cash 1H 1,275 


If the adjustment for wages ($250) is not recorded, Wages Expense will be un- 
derstated by $250, and the net income will be overstated by $250 on the income 
statement. On the balance sheet, Wages Payable will be understated by $250, and 
Chris Clark, Capital will be overstated by $250. The effects of omitting this adjusting 
entry are shown as follows: 


Amount of 
Misstatement 
Income Statement 
Revenues correctly stated S XXX 
Expenses understated by _ (250) 
Net income overstated by $ 250 
Balance Sheet 
Assets correctly stated XXX 
Liabilities understated by § (250) 
Owner's equity overstated by 250 
Total liabilities and owner's Weicted 
equity correctly stated XXX 


Example Exercise 3-6 


] Sanregret Realty Co. pays weekly salaries of $12,500 on Friday for a five-day week ending on that day. Journalize the 
necessary adjusting entry at the end of the accounting period, assuming that the period ends on Thursday. 


Follow My Example 3-6 


10,000 


Accrued salaries [($12,500/5 days) x 4 days]. 


oe ian iain mae i) 
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Depreciation Expense 


Fixed assets, or plant assets, are physical resources that are owned and used by a 
business and are permanent or have a long life. Examples of fixed assets include land 

. . . : 
buildings, and equipment. In a sense, fixed assets are a type of long-term prepaid 


4To simplify the subsequent recording of the following period's transactions, some accountants use what is known as reversing 
entries for certain types of adjustments. Reversing entries are discussed and illustrated in Appendix B at the end of the textbook 


Ford Motor Company provides warranties on the vehicles 
that it sells. For example, Ford offers “bumper-to-bumper” 
coverage in the United States for five years or 60,000 miles 
on its Ford brand. A bumper-to-bumper warranty normally 
implies that every part of a new car will be repaired or re- 
placed if it is defective during the term of the warranty. 
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FORD MOTOR COMPANY WARRANTIES 


are based on historical warranty claim experience, which 
is adjusted for changes such as offering new types of 
vehicles. For example, Ford adjusted its warranty costs 
when it began selling its new fuel efficient Ford Escape 
Hybrid. The Ford Escape Hybrid has a gas-electric engine 
that automatically shuts off when the vehicle is stopped. 
The Escape also uses an electric motor to assist in accel- 
erating or when the vehicle is coasting or slowing down. 


When Ford sells a new car, it estimates the future war- 
ranty costs that it will incur on the vehicle and accrues a 
warranty expense. Accruals for estimated warranty costs 


Ford's warranty cost accruals (in millions) for the years 
ended December 31, 2009 and 2008 are as follows: 


2009 2008 
Beginning balance $ 3,346 $ 4,209 
Payments during the year (2,481) (2,747) 
Warranties issued during year 2,233 222 
Other 121 (238) 
Ending balance of accrued warranties $ 3,219 S 3,346 


expense. However, because of their unique nature and long life, they are discussed 
separately from other prepaid expenses. 

Fixed assets, such as office equipment, are used to generate revenue much like 
supplies are used to generate revenue. Unlike supplies, however, there is no visible 
reduction in the quantity of the equipment. Instead, as time passes, the equipment loses 
its ability to provide useful services. This decrease in usefulness is called depreciation. 

All fixed assets, except land, lose their usefulness and, thus, are said to depreciate. 
As a fixed asset depreciates, a portion of its cost should be recorded as an expense. 
This periodic expense is called depreciation expense. 

The adjusting entry to record depreciation expense is similar to the adjusting entry 
for supplies used. The depreciation expense account is increased (debited) for the 
amount of depreciation. However, the fixed asset account is not decreased (credited). 
This is because both the original cost of a fixed asset and the depreciation recorded 
since its purchase are reported on the balance sheet. Instead, an account entitled 
Accumulated Depreciation is increased (credited). 

Accumulated depreciation accounts are called contra accounts, or contra asset 
accounts. This is because accumulated depreciation accounts are deducted from their 
related fixed asset accounts on the balance sheet. The normal balance of a contra ac- 
count is opposite to the account from which it is deducted. Since the normal balance 
of a fixed asset account is a debit, the normal balance of an accumulated depreciation 
account is a credit. 

The normal titles for fixed asset accounts and their related contra asset accounts 


are as follows: 


Lowe’s Companies, Inc., 
reported land, buildings, 
and store equipment 

at a cost of over $18 
billion and accumulated 
depreciation of over 
$4.1 billion. 

Fixed Asset Account Contra Asset Account 

Land None—Land is not depreciated. 

Accumulated Depreciation—Buildings 

Accumulated Depreciation—Store Equipment 

Accumulated Depreciation—Office Equipment 


Buildings 
Store Equipment 
Office Equipment 


The December 31, 2011, unadjusted trial balance of NetSolutions (Exhibit 5) 
indicates that NetSolutions owns two fixed assets: land and office equipment. 
Land does not depreciate; however, an adjusting entry is recorded for the depreciation 
of the office equipment for December. Assume that the office equipment depreciates 
$50 during December. The depreciation expense account is increased (debited) by $50, 
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Adjusting 
Journal Entry 


Accounting 
Equation 
Impact 


and the accumulated depreciation—office equipment account is increased (credited) 
by $50.5 The adjusting journal entry and T accounts are shown below. 


31| Depreciation Expense 
Accumulated Depreciation—Office Equip. 
Depreciation on office equipment. 


" Liabilities + Owner's Equity (Expense) 


After the adjusting journal entry is recorded and posted, the office equipment ac- 
count still has a debit balance of $1,800. This is the original cost of the office equipment 
that was purchased on December 4. The accumulated depreciation—office equipment 
account has a credit balance of $50. The difference between these two balances is the 
cost of the office equipment that has not yet been depreciated. This amount, called 
the book value of the asset (or net book value), is computed as shown below. 


Book Value of Asset = Cost of the Asset - Accumulated Depreciation of Asset 
Book Value of Office Equipment = Cost of Office Equipment — Accumulated Depre. of Office Equipment 
Book Value of Office Equipment = $1,800 — $50 
Book Value of Office Equipment = $1,750 


The office equipment and its related accumulated depreciation are reported on 
the December 31, 2011, balance sheet as follows: 


Office equipment $1,800 
Less accumulated depreciation 50 $1,750 


The market value of a fixed asset usually differs from its book value. This is because 
depreciation is an allocation method, not a valuation method. That is, depreciation 
allocates the cost of a fixed asset to expense over its estimated life. Depreciation 
does not measure changes in market values, which vary from year to year. Thus, 
on December 31, 2011, the market value of NetSolutions’ office equipment could be 
more or less than $1,750. 

If the adjustment for depreciation ($50) is not recorded, Depreciation Expense 
on the income statement will be understated by $50, and the net income will be 
overstated by $50. On the balance sheet, the book value of Office Equipment and 
Chris Clark, Capital will be overstated by $50. The effects of omitting the adjustment 
for depreciation are shown below. 


Amount of 
Misstatement 
Income Statement 
Revenues correctly stated $ XX 
Expenses understated by (60) 
Net income overstated by Se 
Balance Sheet 
Assets overstated by 5250 
Liabilities correctly stated $ XX 
Owner's equity overstated by 50 
Total liabilities and owner's aia 
equity overstated by $ 50 


5 Methods of computing depreciation expense are described and illustrated in Chapter 10. 
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Example Exercise 3-7 


va 


q The estimated amount of depreciation on equipment for the current year is $4,250. Journalize the 
_ adjusting entry to record the depreciation. 


Follow My Example 3-7 


clesalieiahe) s\eieceislsieiesimieiesniwll\sils) sera. niece! eine. wa Ia/A\ileis) ofeleiere)ois!(aece eas lare ise jel) vleiw-a le alala a a.ciejeieie rein aie-a) viene acste.~ ere ucla ace 


Practice Exercises: PE 3-7A, PE 3-7B | 


Summary of Adjustment Process = see 


adjustment 


A summary of the basic types of adjusting entries is shown in Exhibit 8 on page 120. Ri ais 


The adjusting entries for NetSolutions are shown in Exhibit 9 on page 121. The 
adjusting entries are dated as of the last day of the period. However, because col- 
lecting the adjustment data requires time, the entries are usually recorded at a later 
date. An explanation is normally included with each adjusting entry. 

NetSolutions’ adjusting entries are posted to the ledger shown in Exhibit 10 on 
pages 122-123. The adjustments are shown in color in Exhibit 10 to distinguish them 
from other transactions. 


Example Exercise 3-8 


_ For the year ending December 31, 2012, Mann Medical Co. mistakenly omitted adjusting entries for (1) $8,600 of 

unearned revenue that was earned, (2) earned revenue that was not billed of $12,500, and (3) accrued wages of 
$2,900. Indicate the combined effect of the errors on (a) revenues, (b) expenses, and (c) net income for the year ended 
December 31, 2012. 


Follow My Example 3-8 


| a. Revenues were understated by $21,100 ($8,600 + $12,500). 
|b. Expenses were understated by $2,900. 
| c. Net income was understated by $18,200 ($8,600 + $12,500 — $2,900). 


Practice Exercises: PE 3-8A, PE 3-8B 
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EXHIBIT 8 — Summary of Adjustments — 


PREPAID EXPENSES © 


Reason for Financial Statement Impact if 


Examples Adjustment Adjusting Entry Examples from Netelusions Adjusting Entry Is Omitted 
Supplies, Prepaid expenses | Expense Dr. Supplies Expense 1,240 Income Statement: 
prepaid (assets) have Asset Supplies 1,240 Revenues No effect 
insurance been used or Insurance Expense 200 Expenses Understated 
consumed in the Prepaid Insurance 200 Net income Overstated 
business opera- Balance Sheet: 
tions. Assets Overstated 
Liabilities No effect 
Owner's equity Overstated 
(capital) 
UNEARNED REVENUES 
Unearned Cash received Liability Dr. Unearned Rent Income Statement: ‘ 
rent, maga- | before the Revenue Cr. Rent Revenue Revenues Understated 
zine sub- services have Expenses No effect 
scriptions been provided Net income Understated 
receivedin | is recordedasa Balance Sheet: 
advance, liability. Some Assets No effect 
fees services have Liabilities Overstated 
receivedin | been provided to Owner's equity | Understated 
advance of | customer before (capital) 
services the end of the ac- 
counting period. 
ACCRUED REVENUES | 
Services Services have Asset Dr. Accounts Receivable Income Statement: 
performed | been provided to Revenue Cr. Fees Earned Revenues Understated 
but not the customer, but Expenses No effect 
billed, inter- | have not been Net income Understated 
est to be billed or recorded. Balance Sheet: 
received Interest has been Assets Understated 
earned, but has Liabilities No effect 
not been received Owner's equity Understated 
or recorded. (capital) 
ACCRUED EXPENSES 
Wages or Expenses have Expense Dr. Wages Expense Income Statement: 
salaries been incurred, Liability Cr. Wages Payable Revenues No effect 
incurred but | but have not Expenses Understated 
not paid, been paid or Net income Overstated 
interest recorded. Balance Sheet: 
incurred but Assets No effect 
not paid Liabilities Understated 
Owner's equity Overstated 
(capital) 
DEPRECIATION 
| 
Depre- Fixed assets Expense Dr. Depreciation Expense Income Statement: 
ciation of depreciate as Contra Asset Cr. Accum. Depreciation— Revenues No effect 
equipment | they are used or Office Equipment Expenses Understated 
De consumed in Net income Overstated 
buildings the business Balance Sheet: 
operations. Assets Overstated 
Liabilities No effect 
Owner's equity Overstated 


(capital) 


Journal 


Description 
Adjusting Entries 
Supplies Expense 
Supplies 
Supplies used ($2,000 — $760). 


Insurance Expense 
Prepaid Insurance 
Insurance expired ($2,400/12 months). 


Unearned Rent 
Rent Revenue 
Rent earned ($360/3 months). 


Accounts Receivable 
Fees Earned 
Accrued fees (25 hrs. x $20). 


Wages Expense 
Wages Payable 
Accrued wages. 


Depreciation Expense 
Accum. Depreciation—Office Equipment 
Depreciation on office equipment. 
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EXHIBIT 9 
noe Adjusting 
oe Entries— 
ebi redit NetSolutions 


1,240 


An accountant may 
check whether all 
adjustments have been 
made by comparing 
current period 
adjustments with those 
of the prior period. 


MICROSOFT CORPORATION 


Microsoft Corporation develops, manufactures, licenses, 
and supports a wide range of computer software products, 
including Windows Vista, Windows 7, Windows XP, Word, 
Excel, and the Xbox® gaming system. When Microsoft sells its 
products, it incurs an obligation to support its software with 
technical support and periodic updates. Asa result, notall the 


revenue is earned on the date of sale; some of the revenue 
on the date of sale is unearned. The portion of revenue 
related to support services, such as updates and technical 
support, is earned as time passes and support is provided 
to customers. Thus, each year Microsoft makes adjusting en- 
tries transferring some of its unearned revenue to revenue. 
The following excerpts were taken from Microsoft's financial 
statements: 


The percentage of revenue recorded as unearned .. . ranges from approximately 15% 
to 25% of the sales price for Windows XP Home, approximately 5% to 15% of the sales 


price for Windows XP Professional, . . . 


Unearned Revenue: 


Unearned revenue (in millions) 


During the year ending June 30, 2010, Microsoft expects to 
record over $13,003 million of unearned revenue as revenue. 


Source: Taken from Microsoft's June 30, 2009, annual report. 


June 30, 2008 
$15,297 


June 30, 2009 
$14,284 


At the same time, Microsoft will record additional unearned 
revenue from current period sales. 


eon 
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EXHIBIT 10 Ledger with Adjusting Entries—NetSolutions 


itil 


ii at 


Account Land Account No. 77 


Account Cash Account No. 71 


Post. 


Date Item Ref. Debit | Credit | Debit | Credit 


2011 
||Nov. 1 1 | 25,000 25,000 
3) ] 20,000 5,000 
18 : 7208 Veen Account No.18 ff 
30 1 3,650 8,850 | 
30 1 950 | 7,900 
30 2 2,000 | 5,900 ] 
Dec. 1 2 2,400 3,500 Credit 
1 2 800 2,700 
1 2 360 3,060 
6 2 180 2,880 : 
t) 2 400 | 2,480 Account Accum. Depr.—Office Equip. Account No.19 ff 
13 3 950 1,530 : 
16 3 3,100 4,630 
20 3 900 3,730: ; ; q 
21 3 650 4,380 Item Credit Credit 
23 3 1,450 2,930 yee 
27 3 1,200 | 1,730 naNeSEG 30 50 
31 3 310 | 1,420 . 
31 4 225 | 1,195 Account No.27 
31 4 2,870 4,065 | . 
31 4 2,000 | 2,065 
Date Credit 
Account Accounts Receivable Account No. 12 eae 0 a 
Balance 30 400 
Dec. 4 2,200 
Credit 11 1,800 
20 900 


Account No. 22 


Balance 


Adjusting 


Item Credit 


Account Supplies Account No, 14 


Adjusting 250 


Balance 


Credit Account No. 23 


Balance 1p 


Date Credit | 
2011 P 
Decal 360 
31 


240 


Account No, 15 


Balance 


Date Item. Ref. | Debit | Credit | Debit | Credit 


Account No. 37 


| Balance ; 


Credit | 


Credit 
‘IDec. 1 2 | 2,400 2,400 
31| Adjusting| 5 200 | 2,200 


“en pcm mren cece namnennenoecerermmename itt cmrtaerecrmramnneeendimnttetentenccrmts 


25,000 25,000 


terre neon emer 9 te eer meen 


Jans ee: 


(ee Oe ee ERS 


EXHIBIT 10 


Account Chris Clark, Drawing Account No, 32 


Balance 


Credit 


Credit 


Account No. 417 


Balance 


Credit 


Credit — 


7,500 
3,100 
1,750 
2,870 
Ig 20 

500 


7,500 
10,600 
12,350 
15,220 
16,340 
16,840 


Account No, 42 


Item Credit Credit 


Adjusting 120 120 


Account No. 57 


Balance 


Credit Credit 


Account No. 52 


Balance 


Credit 


Credit 


Adjusted Trial Balance 


SP ELE rTp sce Me nr Lael ties as Ss RC NES = in 
Hehe aay STS Hoary alae a peeoeR ee aUN TS 
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Ledger with Adjusting Entries—NetSolutions (Concluded) 


re Ca SSO CONDE MSIE SSS at SESS 


Date Item Ref. Debit | Credit | Debit | Credit | 
2011 i 
Dec. 31| Adjusting] 5 50 50 i 
i 


Account Utilities Expense 


Account No.54 
| 


| Credit Credit 


Account No. 55 


Balance 
Date Credit | 
2011 
Nov. 30 
Dec. 31 


Adjusting 


Account No. 56 ] 
[Balance | 


Item Credit Credit 


Adjusting 


Account No, 59 


Balance 


Credit 


Prepare an 


After the adjusting entries are posted, an adjusted trial balance is prepared. The 


4 adjusted trial 
balance. 


adjusted trial balance verifies the equality of the total debit and credit balances before 
the financial statements are prepared. If the adjusted trial balance does not balance, 
an error has occurred. However, as discussed in Chapter 2, errors may occur even 
though the adjusted trial balance totals agree. For example, if an adjusting entry were 
omitted, the adjusted trial balance totals would still agree. 


aa ie oe BG eae As Su ag py “ae ee Le eee ema See 
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exce 


a. 


Posting adjusting entry to ledger. 


Chapter 3 The Adjusting Process 


A spreadsheet can be used to prepare adjusting entries, post adjustments to ledger accounts, and 
prepare an adjusted trial balance. This is illustrated for a single adjusting entry, NetSolutions December 


SUCCESS 31 adjustment for supplies used. 


Supplies used ($2,000 - $760) 


pa JE {Gt AUB 


Debit ic 


b. Enter into cell D179 (Ledger worksheet) the cell reference for the debit to Supplies Expense 
(Journal worksheet), =JE!D117 

Cc. Enter into cell E46 (Ledger worksheet) the cell reference for the debit to Supplies Expense 
(Journal worksheet), =JE!E118 

d. Copy (Ledger worksheet) the formula for the cumulative balance from cell F178 to F179. 
(The formula is =F178+D179-E179) 

e. Copy (Ledger worksheet) the formula for the cumulative balance from cell F45 to F46. 


| Supplies 


| Adjusting 


Item 


Post. Ref. 


(The formula is =F45+D46-E46) 


800 | 


Hit 


800 | 


Journal | Page 5 
\- Description Post. Ref. Debit _| Credit 
Supplies Expense 55 1,240 
Supplies 14 


os 1,240 


Account No. 


Debit 


| =F178+D179-E179 <— d. : 


14 


Baiance 


| Credit 
| | 
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Prepare the adjusted trial balance by referencing the cell addresses from the ledger: 


18. Fees Earned 


NetSolutions 
Adjusted Trial Balance 
December 31, 2011 
Debit | Credit | 
Balances Balances 
2.065 | | 
Accounts Receivable 2,720 | | 
Supplies [-=a1Fa6}+ —s. 
Prepaid Insurance 2,200 | 
20,000 | 
Office Equipment 1,800 | 
Accumulated Depreciation | 50 
Accounts Payable | 900 | 
Wages Payable 250 | 
Unearned Rent | 240 | 
Chris Clark, Capital 25,000 | 
Chris Clark, Drawing 4000 | 
16,840 
Rent Revenue 120 
Wages Expense 4,525 | 
Rent Expense 1,600 
Depreciation Expense 50 
Utilities Expense 985 | 
Supplies Expense | =GLIF179 |}¢ 9. 
nsurance Expense 200 | 
Miscellaneous Expense | 455 | 
=SUM(B6:B26) |__ =SUM(B6:B26) b . 
| SUM(B | 


Insert a new worksheet and label “ATB”for adjusted trial balance. 
Enter into the appropriate cell the adjusted ledger account balance cell references from the Ledger 


worksheet. (As illustrated for Supplies, =GL!F46; Supplies Expense, =GL!F179) 


Trylt Go to the hands-on Excel Tutor for this example! 


Enter the formulas for the =SUM of the debit and credit balances for the adjusted trial balance. 


Exhibit 11 shows the adjusted trial balance for NetSolutions as of December 31, 
2011. Chapter 4 discusses how financial statements, including a classified balance 
sheet, are prepared from an adjusted trial balance. 
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EXHIBIT 11 ‘ NetSolutions 
. . ' Adjusted Trial Balance 
pee Tre December 31, 2011 
alance : on 
Debit | Credit 
Balances Balances 3 


(= (cl  BER Ee a ee TE See er arene a MeL, on Pers A Ole Hao ten csc 2,065 


INCCOUMPS RECEIVal bes rac cheese fuels: «-o:e cosa ereratetistercis exer otints arnt eter one pstral safe eeetan ENE 2,720 
SUP GS arcs pateierere = ta cl sh edenovefbet ole nied aievaln esata whl late mle dafeleteXete etois ie r¥s] ontol state! sioieentor 760 
Prepaid IMSUPANGCe wecteloctealerlece  wtirins clarntere epruige! ora telehaysl-etntoterreh-hoceksieret steele 2,200 
WRN ssiacalata Gave clnvatoteger etononsetleteetakanauatac dievesetarat oreloy tdetaacanelisbe rene acs toh polenet etl ete kent stenene 20,000 
OFFLCETECUTDITIENE: = arsicoeteranttereneuet ces snvrn oc elevate covers ier s4vi sory elastic in et-tl zs) etenalisiaborels 1,800 
Accumulated Depreciation—Office Equipment.........-... eee eee e neces 50 
ACCOUNTS Paya] Que says, cates mretsenterass siutarele tere het Aleyal nisv ov eurse|ereiahet elton ercee aes 900 
Wag Gs:Payalll @iciecrs.vcidcraralsicisicis\scatere « ajole/evelerepecsieievesn/elate sleletenredeteyie!? ates 250 
Uae detrei (on eee cane ach inG Dec Anepanoby bionmonoenadccone noc. 240 
GhirisiGlark;:Gapital ick icieict trio seco rele ohalwie/ait orsreolaneke CfaGtaae ene pe reterne 25,000 
GAs Clark: Dra withGs.rccisle certo stevens ore cl Suen steve lovoua lara ofecsetarneloteytcetelerydhenetaaieretaees 4,000 
BOOS Baines se cca iis occ slecareve.gsttecu ous enous ere meade ete lala euheee lanat'slstetaeeila fete aatene testa 16,840 
REMEIREVE IU ES eiiere a ais see ssciotals scvhaye ayscesavene Geaeee Mel liome! oka cet e RUh oe Ned ahste tee et ee 120 
WAGES: EXDe mse srcc-escretnciersaraleraretoce tienes orel de onovorenacaheracenesesayeMetacenatsfedatatetetetsh tet eaeyete 4,525 
R@nt EXPeRSQue. ©) icictiicis wfeisc-teeue pect ane ale ace tristan atouerera areadonetantorstarate artes ermal 1,600 
DEPrEGlALONCEXPEMS ES] aii rrajenerscze. oi cirera loys versttbsyic sino eteneynole al waskar ele tel ctemeeteaten states 50 
UtilitiessEx PeNSe:. . 3,2 « osicacaainenib cel ans aierremebdee singe e naate ere) toperater meres 985 
SUPDPIESIEXPENSEs § ic ailaihinaniacc chaps rouleaennse ainieseieue-erspeneiens, spevalel efeumts ef eteney aerate oe 2,040 
IMSUAMCALEXPEMSEs 5 rie sarancictare cl cco redatredenenecsy atelier orev a\@Pa el oeyeiee nyaie tater eal sea ied 200 
MiscellaneousiEXPpense s..i sien vis, «ec Aud oiwrnte 4 bir arsuetay neue crake oyeeeiearcters ene eens 455 

43,400 43,400 


Example Exercise 3-9 


For each of the following errors, considered individually, indicate whether the error would cause the adjusted trial 
balance totals to be unequal. If the error would cause the adjusted trial balance totals to be unequal, indicate whether 
the debit or credit total is higher and by how much. 


a. The adjustment for accrued fees of $5,340 was journalized as a debit to Accounts Payable for $5,340 and a credit to 
Fees Earned of $5,340. 


b. The adjustment for depreciation of $3,260 was journalized as a debit to Depreciation Expense for $3,620 and a 
credit to Accumulated Depreciation for $3,260. 


Follow My Example 3-9 


a. The totals are equal even though the debit should have been to Accounts Receivable instead of Accounts Payable. 
b. The totals are unequal. The debit total is higher by $360 ($3,620 — $3,260). 


Ser lehelnleleie kel eielebe jwuelelch wie.\e)/eye//elisistia oe: #1¢) es/e)iy|a\ai\v in m)iab) aso¥e bide iene aielaiaiolace\a#in laileiel ies (e\a\aiei aes €'e\bie elev) eiulele elaie/aie vialiareis aarmiehemtatetcree 
Beeee rato eee ent red, eerie ace te ay eer cece) Mie gin mae PMROC SESE AAS Ine Bae lee lar eiaiiele Aer eelee (elala\as area 4 'e Bip .aiels)aiaiieiy a (6/aale:e(wiolereie|acainiel@rainisl wie minTeceinis $°a tein al Wreistars\ete/ liste aTelaieretateted eteiets tet Giastta terete ee ea ta racer aren et 


Practice Exercises: PE 3-9A, PE 3-9B 
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Financial Analysis and Interpretation: 
Vertical Analysis 


Comparing each item in a financial statement with a total amount from the same 
statement is useful in analyzing relationships within the financial statement. Vertical 
analysis is the term used to describe such comparisons. 

In vertical analysis of a balance sheet, each asset item is stated as a percent of 
the total assets. Each liability and owner’s equity item is stated as a percent of total 
liabilities and owner’s equity. In vertical analysis of an income statement, each item 
is stated as a percent of revenues or fees earned. 

Vertical analysis is also useful for analyzing changes in financial statements over 
time. To illustrate, a vertical analysis of two years of income statements for J. Holmes, 
Attorney-at-Law, is shown below. 

J. Holmes, Attorney-at-Law 


Income Statements 
For the Years Ended December 31, 2012 and 2011 


2012 2011 
Amount Percent Amount Percent 
Fees earned $187,500 100.0% $150,000 100.0% 
Operating expenses: id tery 
Wages expense $ 60,000 32.0%* $ 45,000 30.0%** 
Rent expense 15,000 8.0 12,000 8.0 
Utilities expense 12,500 6.7 9,000 6.0 
Supplies expense 2,700 1.4 3,000 2.0 
Miscellaneous expense 2,300 pe 1,800 1.2 
Total operating expenses $ 92,500 49.3% $ 70,800 47.2% 
Net income $ 95,000 50.7% $ 79,200 52.8% 


*Rounded to one decimal place. 
**S45,000 + $150,000 

The preceding vertical analysis indicates both favorable and unfavorable trends 
affecting the income statement of J. Holmes, Attorney-at-Law. The increase in wages 
expense of 2% (32.0% — 30.0%) is an unfavorable trend, as is the increase in utilities 
expense of 0.7% (6.7% — 6.0%). A favorable trend is the decrease in supplies expense 
of 0.6% (2.0% — 1.4%). Rent expense and miscellaneous expense as a percent of fees 
earned were constant. The net result of these trends is that net income decreased as 
a percent of fees earned from 52.8% to 50.7%. 

The analysis of the various percentages shown for J. Holmes, Attorney-at-Law, can 
be enhanced by comparisons with industry averages. Such averages are published by 
trade associations and financial information services. Any major differences between 
industry averages should be investigated. 

Vertical analysis of operating income taken from two years of income statements 
for RealNetworks is shown below. 

RealNetworks 


Income Statements 
For the Years Ended December 31, 2009 and 2008 


2009 2008 
Amount Percent Amount Percent 
Revenues $562,264* 100.0% $604,810 100.0% 
Expenses: 
Cost of revenues $ 222,142 39.5% $233,244 38.6% 
Selling expenses 199,148 35.4 256,135 42.3 
Administrative expenses 79,164 14.1 69,981 11.6 
Other expenses (net) 299,048 ee? 332,855 _55.0 
Total operating expenses $799,502 142.2% $892,215 147.5% 
Operating income (loss) $(237,238) (42.2)% $ (287,405) (47.5)% 


*In millions 
The preceding analysis indicates that RealNetworks experienced an operating 
loss of 42.2% of revenues in 2009. The analysis indicates that the cost of revenues 
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Describe and 
illustrate the 


= 


use of vertical analysis in 
evaluating a company’s 
performance and 
financial condition. 
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| 


Ines 


was comparable across both years. Selling expenses decreased from 42.3% to 35.4%, 
while administrative expenses increased from 11.6% to 14.1%. The major cause of 
the losses in 2009 and 2008 was due to the other expenses, which were 53.2% and 
55.0% of revenues for 2009 and 2008, respectively. The cause of these other expenses 
should be investigated. An examination of RealNetworks’ annual report indicates that 
a large portion of these expenses was caused by the loss in value of some of its 
long-term assets due to the depressed economic conditions of the last several years. 


Example Exercise 3-10 


Two income statements for Fortson Company are shown below. 

: Fortson Company 
7 Income Statements | 
| For the Years Ended December 31, 2012 and 2011 : 
/ 2012 2011 i 
_ Fees earned $425,000 $375,000 i 
| Operating expenses 263,500 210,000 I 
_ Operating income $161,500 $165,000 | 
a. Prepare a vertical analysis of Fortson Company’s income statements. | 

_ b. Does the vertical analysis indicate a favorable or unfavorable trend? i 
. 
Follow My Example 3-10 | 
a. Fortson Company 
Income Statements [ 
: For the Years Ended December 31, 2012 and 2011 | 
2012 2011 | 
Amount Percent Amount Percent 
Fees earned $425,000 100% $375,000 100% | 
__ Operating expenses 263,500 62 210,000 106 
Operating income $161,500 | _ 38% $165,000 44% 
|b. An unfavorable trend of increasing operating expenses and decreasing operating income is indicated. 


Practice Exercises: PE 3-10A, PE 3-10B | 


Describe the nature of the adjusting process. 


Key Points § The accrual basis of accounting requires that revenues are reported in the period in which they 
are earned and expenses are matched with the revenues they generate. The updating of accounts at the end 
of the accounting period is called the adjusting process. Each adjusting entry affects an income statement 
and balance sheet account. The four types of accounts requiring adjusting entries are prepaid expenses, 
unearned revenues, accrued revenues, and accrued expenses. 


Learning Outcomes Example ] Practice 
area eis Ta Exercis 
Explain why accrual accounting requires adjusting entries. = oe 
¢ List accounts thz 2 T require adjusti anthieS 2 L€ 
e th ut do and do NOT require adjusting entries at the end EE3-1 PE3-1A, 3-1B 
of the accounting period. 


* Give an example of a prepaid expense, unearned revenue, accrued EE3-2 PE3-2A, 3-2B 
revenue, and accrued expense. 
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Journalize entries for accounts requiring adjustment. 
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Key Points At the end of the period, adjusting entries are needed for prepaid expenses, unearned revenues, 
accrued revenues, and accrued expenses. In addition, an adjusting entry is necessary to record depreciation 


on fixed assets. 


Learning Outcomes 

° Prepare an adjusting 
¢ Prepare an adjusting 
¢ Prepare an adjusting 


* Prepare an adjusting 


* Prepare an adjusting entry for depreciation expense. 


Summarize the adjustment process. 


entry for a prepaid expense. 
entry for an unearned revenue. 
entry for an accrued revenue. 


entry for an accrued expense. 


Example 
Exercises 


EE3-3 
EE3-4 
EE3-5 
EE3-6 
EE3-7 


Practice 
Exercises 


PE3-3A, 3-3B 
PE3-4A, 3-4B 
PE3-5A, 3-5B 
PE3-6A, 3-6B 
PE3-7A, 3-7B 


Key Points A summary of adjustments, including the type of adjustment, reason for the adjustment, the 
adjusting entry, and the effect of omitting an adjustment on the financial statements, is shown in Exhibit 8. 


Learning Outcomes 


* Determine the effect on the income statement and balance sheet of 
omitting an adjusting entry for prepaid expense, unearned revenue, 
accrued revenue, accrued expense, and depreciation. 


Prepare an adjusted trial balance. 


Example 
Exercises 


EE3-8 


Practice 
Exercises 
PE3-8A, 3-8B 


Key Points After all the adjusting entries have been posted, the equality of the total debit balances and 


total credit balances is verified by an adjusted trial balance. 


Learning Outcomes 


* Prepare an adjusted trial balance. 


* Determine the effect of errors on the equality of the adjusted trial 


balance. 


= 


financial condition. 


Example 
Exercises 


EE3-9 


Practice 
Exercises 


PE3-9A, 3-9B 


Describe and illustrate the use of vertical analysis in evaluating a company’s performance and 


Key Points Comparing each item on a financial statement with a total amount from the same statement is 
called vertical analysis. On the balance sheet, each asset is expressed as a percent of total assets and each 
liability and owner’s equity is expressed as a percent of total liabilities and owner's equity. On the income 
statement, each revenue and expense is expressed as a percent of total revenues or fees earned. 


Learning Outcomes 


* Describe vertical analysis. 


* Prepare a vertical analysis report of a financial statement. 


Example 
Exercises 


EE3-10 


Practice 
Exercises 


PE3-10A, 3-10B 
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Key Terms 

accounting period concept (104) book value of the asset (or fixed assets (or plant assets) (116) 

accrual basis of accounting (104) net book value) (118) matching concept (or matching 

accrued expenses (108) cash basis of accounting (104) principle) (104) 

accrued revenues (107) contra accounts (or contra prepaid expenses (105) 

Accumulated Depreciation (117) asset accounts) (117) revenue recognition concept (104) 

adjusted trial balance (123) depreciate (117) unearned revenues (106) 
depreciation (117) vertical analysis (127) 


adjusting entries (105) 


adjusting process (105) depreciation expense (117) 


Illustrative Problem 


Three years ago, T. Roderick organized Harbor Realty. At July 31, 2012, the end of the 
current year, the unadjusted trial balance of Harbor Realty appears as shown below. 


TSS ti aA WBS iil OS ERAN RAIL SOI a 
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Harbor Realty 


Unadjusted Trial Balance 

4 July 31, 2012 

| 

‘| Debit Credit 
Balances Balances 
(G2 A eR Mee rere eayE Mn Gad och OR ONT USM OM ON eOns Ot: Smee Ree eee 3425 

: ANGCOUNTSIREGEIVAOI Estrus iat crsiee duets pronca tte cvevalc RAVEN A Us Sher PME Seerecrr 7,000 

| S(T ojo) | etsy See ion Che MDT EnA ati. Ae tina MOP aomnn Nocraore Bote ol - 1,270 

] Prepaid Insurances .siveissates «sabe cekaaraid ac ible cide ta Uapicnmeea stay lal geen ar Ane 620 

Office Equipment activa crete aed coe ee ee 51,650 

/ Accumulated Depreciation—Office Equipment.......................+-.- 9,700 
I 2 ACCOUTIES: PAVANE. a accuaw dese sl atncr. dia sie s s/c ele acprae Ge emma eee cee eer 925 
Mages: Ra vallol eit maven terra Nciayas Nitevas.is/s) 715 ve averse verctatecpeeinel Entree o ato ears 0 
i Wnearned Faas seas cturnin nae aiseteietcs ora ies ache nye uae etka Been oan 1,250 
TROGSnICKAGAD ICAL ers: ota earmem eet a .; so ccrac scatter tereetncae tere nr oeate areas 29,000 
| AROCEHGKG Drain Gseaita teeter Vane. saa cat eccte meen ae eer e eee 5,200 

| Fees Eannediasemnien acacia Le RES OOS DUARTE MeO Opt ie 59,125 
Bowe eS EXPN SE air yess ktdag ta gieisiavl scl See eC ee 22,415 

| Depreciati GivEXDehsecceias co ttle ake ee eee 0 

1 REMTIEX OG TSO Gack ota, crevacaie tee cen MMe ou hace eee a 4,200 

i WOIIGISS EXPO TISG: He devas otesn eceteceterarh cuca see care Seawater nae ee 2 AAD, 

SUPPHHESTEXP SMS Cs os ecegraisi= tists «/lsetta rece <7s10 9/6) Eterna a ee 0 

IGUFANCE EXP tise! sod 6 SUN E Le ca in eve wa aa Coat AIRE en eee Ae 0 

| MisGellaivVEOUsiEXPeMnSe triad as aced sre tite sh ccattinnd RCE Seni ee 1,505 

| 100,000 100,000 
“| ess Sit Ween 


The data needed to determine year-end adjustments are as follows: 
Supplies on hand at July 31, 2012, $380. 


a 
b. Insurance premiums expired during the year, $315. 


2) 


Depreciation of equipment during the year, $4,950. 


Q. 


Wages accrued but not paid at July 31, 2012, $440. 
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e. Accrued fees earned but not recorded at July 31, 2012, $1,000. 
f. Unearned fees on July 31, 2012, $750. 


Instructions 


1. Prepare the necessary adjusting journal entries. Include journal entry explanations. 


2. Determine the balance of the accounts affected by the adjusting entries, and prepare 
an adjusted trial balance. 
Solution 


1. 


Journal 


Description Debit Credit 

July |31] Supplies Expense 890 

Supplies 890 
Supplies used ($1,270 - $380). 


31] Insurance Expense 315 
Prepaid Insurance 315 
Insurance expired. 


31] Depreciation Expense 4,950 
Accumulated Depreciation—Office Equipment 4,950 
Depreciation expense. 


31} Wages Expense 440 
Wages Payable 440 
Accrued wages. 


31} Accounts Receivable 1,000 
Fees Earned 1,000 
Accrued fees. 


31] Unearned Fees 500 
Fees Earned 500 
Fees earned ($1,250 - $750). 
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Harbor Realty 


Office Equipment 


Accounts Payable 


Wages Expense 
Depreciation Expense 
Rent Expense 
Utilities Expense 


Insurance Expense 


SIU] 0) Ot | SER OM Rm dean Morne pohicrancosp saab mOUGbo ng ase Cs 
Prepaid WASUTAMCO LT ster. aie ed -leteterstara stolons cctoyayotecleletavele) Sekeltral eleteleresoketeteaetet ens r oes 
Accumulated Depreciation—Office Equipment............-.esee eee ee eee 
WiEXe (Neel o) Caen emnenemeeinr pomcronostnopeuonetdtcionucapenoouderecnar 
Wrreariie ds G@esyics. cee ccya ciscsranair ne eietcre coven aveneiereateleia voy nea aie en hol etal fetet tar teat eran 
TacRodericksGapital::. crs «ai dicutamad aetatale Rotecepee oe ot obal ohageten ancient ares ar eer ster 
TaRoderickDrawitigole sus cchmeieecd ede hutmtnst tein ein cueenacsint a eens re peas tcaatatetatate 
FSS iE Arie Sreucierceccsce acc sncinycievartl tee cane tecze he cate ene cea auates ean rash etna + Renamer ea ete 
Sup Pli@SiEXPENS O's cate. cis wladeaisniocelat poten amen ahreaee aleass areal ay Nel mall gion Mea sirenen er 


Miscellaneous EX pense) caro ccoiea.ccncee aye overscan nretersronsigitiee crs eneas oy ciara tae vies eee saeors cae 


Adjusted Trial Balance 
July 31, 2012 
Debit Credit 
Balances Balances 
3,425 
8,000 
380 
305 
51,650 
14,650 
925 
440 
750 
29,000 
5,200 : 
60,625 
22,855 
4,950 
4,200 
275 
890 
315 
1,505 
106,390 


106,390 


Discussion Questions 


How are revenues and expenses reported on 
the income statement under (a) the cash basis 
of accounting and (b) the accrual basis of 
accounting? 


Is the matching concept related to (a) the cash 
basis of accounting or (b) the accrual basis of 
accounting? 


Why are adjusting entries needed at the end of an 
accounting period? 


What is the difference between adjusting entries 
and correcting entries? 


Identify the four different categories of adjusting 


entries frequently required at the end of an ac- 
counting period. 


If the effect of the debit portion of an adjusting 
entry is to increase the balance of an asset account, 
which of the following statements describes the 
effect of the credit portion of the entry? 


a. Increases the balance of a revenue account. 
b. Increases the balance of an expense account. 


c. Increases the balance of a liability account. 


10. 


If the effect of the credit portion of an adjusting en- 
try is to increase the balance of a liability account, 
which of the following statements describes the 
effect of the debit portion of the entry? 


a. Increases the balance of a revenue account. 
b. Increases the balance of an expense account. 
c. Increases the balance of an asset account. 


Does every adjusting entry have an effect on de- 
termining the amount of net income for a period? 
Explain. 


On November 1 of the current year, a business 
paid the November rent on the building that it 
occupies. (a) Do the rights acquired at November 
1 represent an asset or an expense? (b) What is 
the justification for debiting Rent Expense at the 
time of payment? 


(a) Explain the purpose of the two accounts: De- 
preciation Expense and Accumulated Depreciation. 
(b) What is the normal balance of each account? 
(c) Is it customary for the balances of the two ac- 
counts to be equal in amount? (d) In what financial 
statements, if any, will each account appear? 
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Practice Exercises 


Learning Example 
Objectives Exercises 


OBJ. 1 EE3-1 p05 PE3-1A Accounts requiring adjustment 


Indicate with a Yes or No whether or not each of the following accounts normally re- 
quires an adjusting entry. 


a. Accumulated Depreciation c. Office Equipment e. Supplies 
b. Albert Stucky, Drawing d. Salaries Payable f. Unearned Rent 


OBJ. 1 EE3-1 9105 PE3-1B Accounts requiring adjustment 


Indicate with a Yes or No whether or not each of the following accounts normally re- 
quires an adjusting entry. 


a. Building c. Interest Expense e. Pam Ingersoll, Capital 


b. Cash d. Miscellaneous Expense f. Prepaid Insurance 


OBJ. 1 EE3-2 p 1/09 PE3-2A_ Type of adjustment 
Classify the following items as (1) prepaid expense, (2) unearned revenue, (3) accrued 


Ee revenue, or (4) accrued expense. 
a. Cash received for services not yet rendered c. Rent revenue earned but not received 
b. Insurance paid d. Salaries owed but not yet paid 


OBJ. 1 EE3-2 p 109 PE3-2B_ Type of adjustment 
Classify the following items as (1) prepaid expense, (2) unearned revenue, (3) accrued 
revenue, or (4) accrued expense. 


a. Cash received for use of land next month c. Rent expense owed but not yet paid 


b. Fees earned but not received d. Supplies on hand 


OBJ. 2 EE3-3 p 1/2 PE3-3A Adjustment for prepaid expense 
The supplies account had a beginning balance of $2,400 and was debited for $3,975 for 
supplies purchased during the year. Journalize the adjusting entry required at the end of 
the year assuming the amount of supplies on hand is $1,375. 


OBJ.2. -EE3-3 1/2 PE3-3B Adjustment for prepaid expense 
The prepaid insurance account had a beginning balance of $7,200 and was debited for 
$4,800 of premiums paid during the year. Journalize the adjusting entry required at the 
end of the year assuming the amount of unexpired insurance related to future periods 
is $8,000. 


OBJ. 2 EE3-4 p 1/3 PE3-4A Adjustment for unearned revenue 
The balance in the unearned fees account, before adjustment at the end of the year, is 
$178,900. Journalize the adjusting entry required assuming the amount of unearned fees 
at the end of the year is $18,650. 


OBJ.2. -EE3-4 p./i3 PE 2-4B Adjustment for unearned revenue 
On August 1, 2012, Treadwell Co. received $10,500 for the rent of land for 12 months. 
Journalize the adjusting entry required for unearned rent on December 31, 2012. 


OBJ.2. EE3-5 p.//4. PE3-5A Adjustment for accrued revenues 
At the end of the current year, $11,600 of fees have been earned but have not been billed 
to clients. Journalize the adjusting entry to record the accrued fees. 
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Learning Example 
Objectives Exercises 


OBJ. 2 EE 3-5 


OBJ. 2 EE 3-6 


OBJ. 2 EE 3-6 


OBJ. 2 EE 3-7 


OBJ.2 EE 3-7 


OBJ.3 EE 3-8 


OBJ.3 EE 3-8 


OBJ.4 EE 3-9 


OBJ. 4 EE 3-9 


p.114 
p.116 
p.116 
p. 119 
p.119 
p.119 
p.119 
p. 126 
p. 126 


PE 3-5B Adjustment for accrued revenues 
At the end of the current year, $21,750 of fees have been earned but have not been billed 
to clients. Journalize the adjusting entry to record the accrued fees. 


PE 3-6A Adjustment for accrued expense 

Stress Free Realty Co. pays weekly salaries of $18,000 on Friday for a five-day workweek 
ending on that day. Journalize the necessary adjusting entry at the end of the accounting 
period assuming that the period ends on Thursday. 


PE 3-6B Adjustment for accrued expense 

ABC Realty Co. pays weekly salaries of $34,500 on Monday for a six-day workweek end- 
ing the preceding Saturday. Journalize the necessary adjusting entry at the end of the 
accounting period assuming that the period ends on Wednesday. 


PE 3-7A Adjustment for depreciation 


The estimated amount of depreciation on equipment for the current year is $11,500. 
Journalize the adjusting entry to record the depreciation. 


PE 3-7B Adjustment for depreciation 


The estimated amount of depreciation on equipment for the current year is $3,800. Jour- 
nalize the adjusting entry to record the depreciation. 


PE 3-8A_ Effect of omitting adjustments 

For the year ending January 31, 2012, Balboa Medical Co. mistakenly omitted adjusting 
entries for (1) depreciation of $7,200, (2) fees earned that were not billed of $33,300, and 
(3) accrued wages of $6,000. Indicate the combined effect of the errors on (a) revenues, 
(b) expenses, and (c) net income for the year ended January 31, 2012. 


PE3-8B_ Effect of omitting adjustments 


For the year ending June 30, 2012, Aspen Medical Services Co. mistakenly omitted adjust- 
ing entries for (1) $2,100 of supplies that were used, (2) unearned revenue of $13,900 that 
was earned, and (3) insurance of $12,000 that expired. Indicate the combined effect of the 
errors on (a) revenues, (b) expenses, and (c) net income for the year ended June 30, 2012. 


PE 3-9A_ Effect of errors on adjusted trial balance 


For each of the following errors, considered individually, indicate whether the error 
would cause the adjusted trial balance totals to be unequal. If the error would cause the 
adjusted trial balance totals to be unequal, indicate whether the debit or credit total is 
higher and by how much. 


a. The adjustment of $17,520 for accrued fees earned was journalized as a debit to 
Accounts Receivable for $17,520 and a credit to Fees Earned for $17,250. 


b. The adjustment of depreciation of $4,000 was omitted from the end-of-period adjusting 
entries. 


PE 3-9B_ Effect of errors on adjusted trial balance 


For each of the following errors, considered individually, indicate whether the error 
would cause the adjusted trial balance totals to be unequal. If the error would cause the 


adjusted trial balance totals to be unequal, indicate whether the debit or credit total is 
higher and by how much. 


a. The adjustment for accrued wages of $3,600 was journalized as a debit to Wages 
Expense for $3,600 and a credit to Accounts Payable for $3,600. 


b. The entry for $1,480 of supplies used during the period was journalized as a debit to 


Supplies Expense of $1,480 and a credit to Supplies of $1,840. 


Learning Example 
Objectives Exercises 


OBJ.5  EE3-10 p. 128 


OBJ.5 EE3-10 p. 128 


OBJ. 1 


OBJ. 1 
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PE3-10A Vertical analysis 


Fortson Company 
Income Statements 
For Years Ended December 31 


Two income statements for Fortson Company are shown below. 


2012 2011 
Fees earned $425,000 $375,000 
Operating expenses 263,500 225,000 
Operating income $161,500 $150,000 


a. Prepare a vertical analysis of Fortson Company’s income statements. 


b. Does the vertical analysis indicate a favorable or unfavorable trend? 


PE 3-10B Vertical analysis 


Two income statements for Bradford Company are shown below. 


Bradford Company 
Income Statements 
For Years Ended December 31 


2012 2011 
Fees earned $825,000 $700,000 
Operating expenses 684,750 602,000 
Operating income $140,250 $ 98,000 


a. Prepare a vertical analysis of Bradford Company’s income statements. 


b. Does the vertical analysis indicate a favorable or unfavorable trend? 


EX 3-1 Classifying types of adjustments 


Classify the following items as (a) prepaid expense, (b) unearned revenue, (c) accrued 


revenue, or (d) accrued expense. 


Fees earned but not yet received. 
Fees received but not yet earned. 


Salary owed but not yet paid. 


Supplies on hand. 
Taxes owed but payable in the following period. 


SN AW AWN 


Utilities owed but not yet paid. 


A three-year premium paid on a fire insurance policy. 


EX 3-2 Classifying adjusting entries 


Subscriptions received in advance by a magazine publisher. 


The following accounts were taken from the unadjusted trial balance of Orion Co., a con- 
gressional lobbying firm. Indicate whether or not each account would normally require 
an adjusting entry. If the account normally requires an adjusting entry, use the following 
notation to indicate the type of adjustment: 


AE—Accrued Expense 
AR—Accrued Revenue 
PE—Prepaid Expense 
UR—Unearned Revenue 
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OBJ. 2 


OBJ.2 


OBJ. 2,3 


OBJ. 2 


OBJ. 2 


OBJ. 2 


V Amount of entry: 


$36,000 


OBJ. 2,3 


To illustrate, the answer for the first account is shown below. 


Account Answer 
Accounts Receivable Normally requires adjustment (AR). 
Cash 
Interest Expense 
Interest Receivable 
Johann Atkins, Capital 
Land 
Office Equipment 
Prepaid Rent 
Supplies 
Unearned Fees 
Wages Expense 


EX 3-3 Adjusting entry for supplies 

The balance in the supplies account, before adjustment at the end of the year, is $3,915. 
Journalize the adjusting entry required if the amount of supplies on hand at the end of the 
year is $1,750. 


. 


EX 3-4 Determining supplies purchased 


The supplies and supplies expense accounts at December 31, after adjusting entries have 
been posted at the end of the first year of operations, are shown in the following T accounts: 


Supplies Supplies Expense 


Bal. 900 Bal. Za’ 


Determine the amount of supplies purchased during the year. 


EX 3-5 Effect of omitting adjusting entry 


At August 31, the end of the first month of operations, the usual adjusting entry transferring 
prepaid insurance expired to an expense account is omitted. Which items will be incorrectly 
stated, because of the error, on (a) the income statement for August and (b) the balance sheet 
as of August 31? Also indicate whether the items in error will be overstated or understated. 


EX 3-6 Adjusting entries for prepaid insurance 


The balance in the prepaid insurance account, before adjustment at the end of the year, is 
$14,800. Journalize the adjusting entry required under each of the following alternatives for 
determining the amount of the adjustment: (a) the amount of insurance expired during the 
year is $11,200; (b) the amount of unexpired insurance applicable to future periods is $3,600. 


EX 3-7 Adjusting entries for prepaid insurance 


The prepaid insurance account had a balance of $4,800 at the beginning of the year. The 
account was debited for $15,000 for premiums on policies purchased during the year. 
Journalize the adjusting entry required at the end of the year for each of the following 
situations: (a) the amount of unexpired insurance applicable to future periods is $5,000; 
(b) the amount of insurance expired during the year is $14,800. 


EX 3-8 Adjusting entries for unearned fees 


The balance in the unearned fees account, before adjustment at the end of the year, is $45,000. Jour- 
nalize the adjusting entry required if the amount of unearned fees at the end of the year is $9,000. 


EX 3-9 Effect of omitting adjusting entry 


At the end of October, the first month of the business year, the usual adjusting entry 
transferring rent earned to a revenue account from the unearned rent account was omitted. 
Indicate which items will be incorrectly stated, because of the error, on (a) the income 


statement for October and (b) the balance sheet as of October 31. Also indicate whether 
the items in error will be overstated or understated. 


OBJ.2 


OBJ. 2 


OBJ. 2,3 


OBJ.2 


VY a. Amount of entry: 


$3,750 


OBJ.2 


OBJ. 2,3 


OBJ. 2,3 


OBJ. 2 
V b. $41,250 


OBJ.2 
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EX 3-10 Adjusting entry for accrued fees 


At the end of the current year, $12,300 of fees have been earned but have not been 
billed to clients. 


a. Journalize the adjusting entry to record the accrued fees. 


b. If the cash basis rather than the accrual basis had been used, would an adjusting entry 
have been necessary? Explain. 


EX 3-11 Adjusting entries for unearned and accrued fees 

The balance in the unearned fees account, before adjustment at the end of the year, 
is $96,000. Of these fees, $78,500 have been earned. In addition, $23,600 of fees have 
been earned but have not been billed. Journalize the adjusting entries (a) to adjust the 
unearned fees account and (b) to record the accrued fees. 


EX 3-12 Effect of omitting adjusting entry 


The adjusting entry for accrued fees was omitted at July 31, the end of the current year. 
Indicate which items will be in error, because of the omission, on (a) the income state- 
ment for the current year and (b) the balance sheet as of July 31. Also indicate whether 
the items in error will be overstated or understated. 


EX 3-13 Adjusting entries for accrued salaries 


Torrey Realty Co. pays weekly salaries of $9,375 on Friday for a five-day workweek ending 
on that day. Journalize the necessary adjusting entry at the end of the accounting period 
assuming that the period ends (a) on Tuesday and (b) on Thursday. 


EX 3-14 Determining wages paid 
The wages payable and wages expense accounts at January 31, after adjusting entries have 
been posted at the end of the first month of operations, are shown in the following T accounts: 


Wages Payable Wages Expense 


Bal. 3,750 Bal. 41,250 


Determine the amount of wages paid during the month. 


EX 3-15 Effect of omitting adjusting entry 

Accrued salaries owed to employees for December 30 and 31 are not considered in pre- 
paring the financial statements for the year ended December 31. Indicate which items will 
be erroneously stated, because of the error, on (a) the income statement for the year and 
(b) the balance sheet as of December 31. Also indicate whether the items in error will be 
overstated or understated. 


EX 3-16 Effect of omitting adjusting entry 

Assume that the error in Exercise 3-15 was not corrected and that the accrued salaries 
were included in the first salary payment in January. Indicate which items will be errone- 
ously stated, because of failure to correct the initial error, on (a) the income statement 
for the month of January and (b) the balance sheet as of January 31. 


EX 3-17 Adjusting entries for prepaid and accrued taxes 

Andular Financial Services was organized on April 1 of the current year. On April 2, 
Andular prepaid $9,000 to the city for taxes (license fees) for the next 12 months and 
debited the prepaid taxes account. Andular is also required to pay in January an annual 
tax (on property) for the previous calendar year. The estimated amount of the property 
tax for the current year (April 1 to December 31) is $34,500. 

a. Journalize the two adjusting entries required to bring the accounts affected by the two 

taxes up to date as of December 31, the end of the current year. 


b. What is the amount of tax expense for the current year? 


EX 3-18 Adjustment for depreciation 
The estimated amount of depreciation on equipment for the current year is $2,900. Jour- 
nalize the adjusting entry to record the depreciation. 
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OBJ. 2 EX 3-19 Determining fixed asset’s book value 
The balance in the equipment account is $750,000, and the balance in the accumulated 
depreciation—equipment account is $425,000. 
a. What is the book value of the equipment? 
b. Does the balance in the accumulated depreciation account mean that the equipment’s 
loss of value is $425,000? Explain. 


OBJ. 2 EX 3-20 Book value of fixed assets 
oo In a recent balance sheet, Microsoft Corporation reported Property, Plant, and Equipment 
YF of $15,082 million and Accumulated Depreciation of $7,547 million. 

a. What was the book value of the fixed assets? 


b. Would the book value of Microsoft Corporation’s fixed assets normally approximate 
their fair market values? 


OBJ. 2,3 EX 3-21 Effects of errors on financial statements 
For a recent period, the balance sheet for Costco Wholesale Corporation reported accrued 
expenses of $1,720 million. For the same period, Costco reported income before income 
taxes of $1,714 million. Assume that the adjusting entry for $1,720 million of accrued 
expenses was not recorded at the end of the current period. What would have been the 
income (loss) before income taxes? 


OBJ. 2,3 EX 3-22 Effects of errors on financial statements 

For a recent year, the balance sheet for The Campbell Soup Company includes accrued 
expenses of $579 million. The income before taxes for The Campbell Soup Company for 
the year was $1,079 million. 


a. Assume the adjusting entry for $579 million of accrued expenses was not recorded at 
the end of the year. By how much would income before taxes have been misstated? 


b. What is the percentage of the misstatement in (a) to the reported income of $1,079 
million? Round to one decimal place. 


OBJ. 2,3 EX 3-23 Effects of errors on financial statements 


V 1.a. Revenue The accountant for Hallmark Medical Co., a medical services consulting firm, mistakenly 

understated, $18,000 omitted adjusting entries for (a) unearned revenue earned during the year ($18,000) and 
(b) accrued wages ($3,000). Indicate the effect of each error, considered individually, on 
the income statement for the current year ended May 31. Also indicate the effect of each 
error on the May 31 balance sheet. Set up a table similar to the following, and record 
your answers by inserting the dollar amount in the appropriate spaces. Insert a zero if 
the error does not affect the item. 


Ba ae __Error(b) 

Over- Under- Over- Under- 

stated stated stated stated 
. Revenue for the year would be $ $ S $ 


. Expenses for the year would be $ $ $ $ 
. Net income for the year would be $ $ S $ 
. Assets at May 31 would be a a eran 
. Liabilities at May 31 would be $ $ $ $ 
. Owner's equity at May 31 would be $ $ $ $ 


Onb WN — 


OBJ. 2,3 EX 3-24 Effects of errors on financial statements 


If the net income for the current year had been $240,000 in Exercise 3-23, what would 
have been the correct net income if the proper adjusting entries had been made? 


OBJ. 2,3 EX 3-25 Adjusting entries for depreciation; effect of error 


On December 31, a business estimates depreciation on e 


uipment d duri i 
year of operations to be $14,500. aee ae 


a. Journalize the adjusting entry required as of December Bile 


b. If the adjusting entry in (a) were omitted, 


which items would be erroneously stated on 
(1) the income statement for the year an 


d (2) the balance sheet as of December 31? 


OBJ. 4 


OBJ. 4 


V Corrected trial 
balance totals, 
$360,950 
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EX 3-26 Adjusting entries from trial balances 


The unadjusted and adjusted trial balances for McWay Services Co. on August 31, 2012, 
are shown below. 


McWay Services Co. 
Trial Balance 
August 31, 2012 
Unadjusted Adjusted 
Debit Credit Debit Credit 
Balances Balances Balances Balances 
{CISL A) 08 5x0 Pia ER ESR CE da eae Rn el 8 8 
Accoumisineceivables das. Crue aL Qerino fey 19 D| 
Suppligste i heeely. See ae katie. SOO nol Sealer 3a 6 5 
PLM AIC MSUAM CC ae <prmrsueee rile, eyes ORT Seed sara rele Gare 10 6 
ILEUM coss-enche toh cach DUCE CNG CE Rte ce Te oe en 13 13 
EG UINDIMEIM Gere tocrnten ome ere + seer ee ee 20 20 
Accumulated Depreciation—Equipment............... 4 
NGCOUMESRAVADIES aac av tae rst irae bleaches dete erasya ees oroierccaits 13 13 
Wag esiBayall Cpait cati.y, cProratsated ot oy dak os oot aah 0 1 
GIANG Ways Ga foi taller rascceraptnrents hot ots, cance a wees es ares 46 46 
GhadiMeWayrDiawinGirosevsreceees ve rrereeers or vero 4 4 
RECSIEANINGOM eR ee tercreton oes omar je Mai oo ih eee By 39 
WWaGe@SIEXPEMSE, .nr.cnvle can tae tote ee ea a hee 12 13 
RETIUEXPOMISOR erat ace c acne sine ccc ccc Pte reat Oe ee 4 4 
HAS UNATYGSTEXDENS Ear. och de cence ote Mee etaarte Oe ie eg ee ee 0 4 
WGITGIeSIEXIeMSEMe. tthe AA ccs Ate JSR. Ri ESE. GoM, 2 2 
DEPLeGlatiom EXDENSEN Se tieciaccics cmt att seam nonres 0 1 
SUPPIESEXPEMSOR. ahr csoM tack slot Qatar de Aus eter geisie mene 0 1 
MiscellaneousiExpens@ri sant. late nied ERA EE ai Ab mS = 
100 100 104 104 


Journalize the five entries that adjusted the accounts at August 31, 2012. None of the 
accounts were affected by more than one adjusting entry. 


EX 3-27 Adjusting entries from trial balances 


The accountant for E-Z Laundry prepared the following unadjusted and adjusted trial bal- 
ances. Assume that all balances in the unadjusted trial balance and the amounts of the 
adjustments are correct. Identify the errors in the accountant’s adjusting entries assuming 
that none of the accounts were affected by more than one adjusting entry. 


E-Z Laundry 
Trial Balance 
July 31, 2012 
Unadjusted Adjusted 
Debit Credit Debit Credit 
Balances Balances Balances Balances 
(Ga Sooo 6G 5 CREO IO O IOI UOC OR ISI eo eIG a Orr 7,500 7,500 
IANGEGUINERREGEIVADIG: aeeeahcc uae eo cc eaecan ta waaares 18,250 22,000 
EAUIMAnYPSUPICSi tata item nme oe 5 tnt en an ns A lee 3,750 5,500 
PrepalduimsUkance”...t4ea.8 hte tpn setste teas ples Ms 5,200 1,400 
AMICI MVAEGUTO MEM tataadys swarncartauatt aces aerderrearete sie < 190,000 184,000 
Accumulated Depreciation—Laundry Equipment....... 48,000 48,000 
NECOUNESPAVEDIGIAS. TH. ORS UAIEM AL Poel hatiet satis ORAS, « 9,600 9,600 
WacesiPana bl etre ia: <ayarlarnmeliatonqeayce fay. wus ye 1,200 
[Mivaane vinvony7, (Celollival Ror guoococcbonoguoaesdocr au: aonac 110,300 110,300 
Myrna Lundy, Drawings... cece cece sence sense ees ees 28,775 28,775 
BaLIMAVYIREVENUCH carte iil oral «oie lieieiare + 4 oe apofetayens = in) “1s phe 182,100 182,100 
WiaRGESHEXPOMSC) pe ons cicpe elt ie e afer © diesels she sles ocelele 9 oo oleye 49,200 49,200 
Rie itt EXONS Be Bhs IOS Uden aon not Ob cdo ieduae eeaenaIcnG 25,575 25,575 
Witilitresse Pel SCusmcrits wie sis wostroiettersiaelsice eis cnilsne 18,500 18,500 
Depreciation Expense ............ eee e eect eee ene ee es 6,000 
Laundry Supplies Expense ......... 6. eee eee cece eee eees 1,750 
IMSTFAMCE EMD SS raja.) che fol arakels clade oto «aris siguorsreyatetenays 800 
MiSGellAM@OUS, EXPENSE a cre aie «cress cord yore copmytid. olin Fuels foxeps open 3,250 37250 
350,000 350,000 354,250 351,200 


* 3800 of insurance expired during the year. 
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OBJ.5 EX 3-28 Vertical analysis of income statement 
The following data (in millions) are taken from the financial statements of Nike Inc. for 
the years ending May 31, 2009 and 2008: 


2009 2008 


Net sales (revenues) $19,176 $18,627 
Net income 1,487 1,883 


a. Determine the amount of change (in millions) and percent of change in net income 
for 2009. Round to one decimal place. 


b. Determine the percentage relationship between net income and net sales (net income 
divided by net sales) for 2009 and 2008. Round to one decimal place. 


c. What conclusions can you draw from your analysis? 


OBJ.5 EX 3-29 Vertical analysis of income statement 
The following income statement data (in millions) for Dell Inc. and Hewlett-Packard Company 


. 4 [FAT] (HP) were taken from their recent annual reports: 


. 


Deli Hewlett-Packard 
Net sales $ 61,101 $118,364 
Cost of goods sold (expense) (50,144) (89,592) 
Operating expenses (7,767) (17,970) 
Operating income (loss) $ 3,190 $ 10,802 


a. Prepare a vertical analysis of the income statement for Dell. Round to one decimal 
place. 


b. Prepare a vertical analysis of the income statement for HP. Round to one decimal 
place. 


c. Based on (a) and (b), how does Dell compare to HP? 


Problems Series A 


PR3-1A Adjusting entries 


On October 31, 2012, the following data were accumulated to assist the accountant in 
preparing the adjusting entries for Dependable Realty: 


a. The supplies account balance on October 31 is $3,975. The supplies on hand on 
October 31 are $1,050. 


b. The unearned rent account balance on October 31 is $11,000, representing the receipt 
of an advance payment on October 1 of four months’ rent from tenants. 


c. Wages accrued but not paid at October 31 are $2,500. 
d. Fees accrued but unbilled at October 31 are $4,900. 


e. Depreciation of office equipment is $1,100. 


Instructions 
1. Journalize the adjusting entries required at October 31, 2012. 


2. Briefly explain the difference between adjusting entries and entries that would be 
made to correct errors. 


OBJ. 2,3 PR 3-2A Adjusting entries 


Selected account balances before adjustment for Newhouse Realty at March 31, 2012, the 
end of the current year, are as follows: 


ts Debits Credits 
Accounts Receivable $ 80,000 

Equipment 150,000 

Accumulated Depreciation $ 28,000 
Prepaid Rent 6,000 


(Continued) 
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Debits Credits 
Supplies $ 3,000 
Wages Payable — 
Unearned Fees $ 10,500 
Fees Earned 410,000 
Wages Expense 190,000 


Rent Expense = 
Depreciation Expense = 
Supplies Expense = 


Data needed for year-end adjustments are as follows: 
Unbilled fees at March 31, $13,500. 

Supplies on hand at March 31, $950. 

Rent expired, $4,000. 

Depreciation of equipment during year, $1,500. 
Unearned fees at March 31, $2,500. 

Wages accrued but not paid at March 31, $2,200. 


mio 6 om Ss 


Instructions 
1. Journalize the six adjusting entries required at March 31, based on the data presented. 


2. What would be the effect on the income statement if adjustments (a) and (f) were 
omitted at the end of the year? 


3. What would be the effect on the balance sheet if adjustments (a) and (f) were omitted 
at the end of the year? 


4. What would be the effect on the “Net increase or decrease in cash” on the statement 
of cash flows if adjustments (a) and (f) were omitted at the end of the year? 


PR3-3A Adjusting entries 
Econo Company, an electronics repair store, prepared the unadjusted trial balance shown 
below at the end of its first year of operations. 


Econo Company 
Unadjusted Trial Balance 


April 30, 2012 
Debit Credit 
Balances Balances 
(SEAT eR ae ie OOO cr PO RTE EC I nN ete 13,800 
EXE COUNMESERECEIV A DIC Ye et einsloeete is rasleTa axcie Movelonsieetuk De texetecseelinve Oe Wichersies eters 90,000 
SUMO DUESree eek cameraware me retsatreta ete na ret aleins tis ers. Greleralersbeneainletcluasys ween 21,600 
OV TTOTARET Na AEB OO eeRelo o-o atlas ki-cic-} opoleie oc Oso emer NIG OSC eC ORCC IG 454,800 
PNGGOUITESI EAN G OOM a crenvsee ever tettes case eho ae ctetuaterntasscegeiilouw: cv avs; cic Wiemann 21,000 
CAITLIN OCS Rens occ rivera APs sere area ateee a ateond a2 Mee rece auairaney'nia ove ebay see 24,000 
ROMCWARMMISIR Ger CADItall vwssyceen accts a Pimataricnelnadpere cr duties 312,000 
Relnvehy IntUinkeSilatelelp DIM nkel er aetiee aco nn mono Oooo cao UrEOTduo Olgas 18,000 
FCSGa scl ll terri cvck etic te ec cteca ce ester auapnii: sruiucs@ uve statesalleley a etansteois sek ecavegrbepaanas 543,000 
WEXGSS [7c ELS Mi oanidiodropiober ionolabe ao rolcit oC mtn inom rc oD orion 126,000 
RemMExXPensernr ast auiasiamastinlt etrile bets eftie oe ctobte lee aracets suis aioincernie 96,000 
Wii eS doelnercameet ae C eG GT tip Sir RO IOC GUIS eres Sio cies 69,000 
MiscellaneOUstexOensen ih saasmeAcch tonics wektrscciotuay vate et alene che o ete 10,800 
900,000 900,000 


For preparing the adjusting entries, the following data were assembled: 
a. Fees earned but unbilled on April 30 were $10,000. 

b. Supplies on hand on April 30 were $8,150. 

c. Depreciation of equipment was estimated to be $13,800 for the year. 
d 


_ The balance in unearned fees represented the April 1 receipt in advance for services to 
be provided. Only $19,000 of the services was provided between April 1 and April 30. 


e. Unpaid wages accrued on April 30 were $1,770. 
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Instructions 

1. Journalize the adjusting entries necessary on April 30, 2012. 

2. Determine the revenues, expenses, and net income of Econo Company before the 
adjusting entries. 

3. Determine the revenues, expense, and net income of Econo Company after the adjust- 
ing entries. 

4. Determine the effect on Randy Huntsinger, Capital of the adjusting entries. 


OBJ.2,3,4 PR 3-4A_ Adjusting entries 
Timken Company specializes in the repair of music equipment and is owned and oper- 
ated by Secilia Timken. On April 30, 2012, the end of the current year, the accountant 


SIEDGER? for Timken Company prepared the following trial balances: 


Timken Company 
Trial Balance 
April 30, 2012 


Debit Credit Debit Credit 
Balances Balances Balances Balances 
Gas liteieddodovadieor hs Peesetsaes aed sont ts poets 38,250 38,250 
AGGOUNTS-RECEIVA DIO. th en cccncccucrelvsiee mies sys udierniewsyelenen 109,500 109,500 
SUP PliGSsea..ch seers tersoee eesioeyetaisi etsy orsnen oo phaeraeter teen 11,250 3,500 
PrepaidilnsuranGerwccamamn cyte er crta eso teerete atacinteryacrece 14,250 2,700 
EQUUIPINM EMU rrcctere ss nyat sy casier a teetrns eicoy evcrerarasausierere i aeyetaiatevers 360,450 360,450 
Accumulated Depreciation—Equipment.............. 94,500 107,000 
ALIROMODIIGSIAS Shh voee ae cet. atl te te aicheae cobs aia 109,500 109,500 
Accumulated Depreciation—Automobiles ............ 54,750 57,500 
AGGounts Payable nc, 2sins ce wnroeme oe onanmanredameemets 24,930 26,000 
SalaniesiPayabletevs.cecei sss ace eee eee ee _— 7,500 
Uineartied!Service Fees. 3. cccsicc% © cncicm w encie WR ere 18,000 6,000 
Saciliaimken, Capital isis .ccvedyatia set aderyasds aoteeyeueoteaess 394,020 394,020 
SeciliamlimkenrDrawinGaracie:.cias dersrecnieek cece nei 75,000 75,000 
SCHVICR FOCSIE An OC crue a events named store ee sere aoe 733,800 745,800 
SalaryiEXDenSerea to aretecciaseal sed sislsiataton wea 516,900 524,400 
RentiEXbense® cos aeramey ee teen clas. ccitra ota cmvure sala alacate 54,000 54,000 
SUP PITESTEXPANS Guanes eer reeias isin eestoretoiue ee — 7,750 
Depreciation Expense—Equipment................... — 12,500 
Depreciation Expense—Automobiles................. — 2,750 
WitilithesIEMDENS Gina nan Abas eiacmtieeier a tiara ane 12,900 13,970 
Waxes EXPENSOway bese crdeer aordate ties. seanta oie ska ee 8,175 Shu 
IMSUFANRCSEMBONS Oi. ekrortisxscce cis con checrerenia viet amet — 117550 
MiscellaneousiExpenseasacccs7cac scree ete ete 9,825 9,825 
1,320,000 1,320,000 1,343,820 1,343,820 
Instructions 


Journalize the seven entries that adjusted the accounts at June 30. None of the accounts were 
affected by more than one adjusting entry. 


OBJ. 2, 3,4 PR 3-5A Adjusting entries and adjusted trial balances 
V 2. Total of Debit Galloway Company is a small editorial services company owned and operated by Fran 
column: $819,550 Briggs. On July 31, 2012, the end of the current year, Galloway Company’s accounting 


clerk prepared the unadjusted trial balance shown on the next page. 
The data needed to determine year-end adjustments are as follows: 


Unexpired insurance at July 31, $4,800. 
Supplies on hand at July 31, $600. 
Depreciation of building for the year, $3,100. 
Depreciation of equipment for the year, $2,700. 
Rent unearned at July 31, $1,750. 


* LEDGER-* 


oA 0 Ff 


OBJ. 2,3 


Y 2. Corrected net 
income: $92,300 


a = 


{ 
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f. Accrued salaries and wages at July 31, $3,000. 
g. Fees earned but unbilled on July 31, $10,750. 


Galloway Company 
Unadjusted Trial Balance 
July 31, 2012 
Debit Credit 
Balances Balances 
Gee Want. Perret) «cata siihek vv Gort d ons vasa bc le cenuscbeus 7,500 
NCCOUMESERECEIVAD| Onna crete ree te an eRe ron Cem ee ae 38,400 
LED AICHIMSULAaIN Certs. ntysriyas ae subi stn ttn oe comes eee ee eee 7,200 
Uli ae Gptrenrnswe ventas as seamen tt ao Sc ET SRS RO TCS IELTS HM 1,980 
NEVMUC) 5.6.0.8 8 o Gub Aeuemaae ee rea irs Oectepe CAE ga ean an eae 112,500 
BULA era Sa PS EME PT Op eee 200,250 
Accumulated Depreciation—Building.................ceceeeeeeeees 137,550 
ECUIP INCI eee at corn ise aetna, Leen ee ee 135,300 
Accumulated Depreciation—Equipment....................e0eeeee 97,950 
NECOUNESIPAVADIOMER St enact oe ered oie Tae Ly Pee cee bee 12,150 
Weahnedi REMC. erste s eave tales Aeleis oa s,eeos oes doe clea See eE wee 6,750 
EraniBriggsacapitaliais. 45. Samet AG PRU Lt) Sales eee 221,000 
Ea BMS) DHAWAN Gk. cpsyacarsppocts anya are ee aie te store 15,000 
OCS ian ars aa voc renova ct cstarcusey-acbascleasicusierenteseetcions SRR cence Siege 324,600 
SalanlesanGiWaGeSsiEXPeEns@rrmaupia. concise sce estgeke era see eae ns 193,370 
NU GTOSIEX DEMS Caeser arsine tera Geeta toca eerste oases 42,375 
AAV ENUISINGIEXDEINSC ety crit certo amie eee eee cca eee emt 22,800 
RePaiiSiexPelisGuepe merit comers cieceteree come tes (cies eae teem eiar eres 17,250 
Miscellaneous EXPenseRck fn tt. tiseeahGnek Sohileh. tee fC GEER 6,075 
800,000 800,000 
Instructions 


1. Journalize the adjusting entries using the following additional accounts: Salaries and 
Wages Payable; Rent Revenue; Insurance Expense; Depreciation Expense—Building; 
Depreciation Expense—Equipment; and Supplies Expense. 


2. Determine the balances of the accounts affected by the adjusting entries, and prepare 
an adjusted trial balance. 


PR 3-6A Adjusting entries and errors 


At the end of June, the first month of operations, the following selected data were taken 
from the financial statements of Beth Cato, an attorney: 


Net income for June $ 80,000 
Total assets at June 30 500,000 
Total liabilities at June 30 200,000 
Total owner's equity at June 30 300,000 


In preparing the financial statements, adjustments for the following data were overlooked: 
a. Supplies used during June, $1,500. 

b. Unbilled fees earned at June 30, $18,000. 

c. Depreciation of equipment for June, $3,000. 

d. Accrued wages at June 30, $1,200. 


Instructions 
1. Journalize the entries to record the omitted adjustments. 


2. Determine the correct amount of net income for June and the total assets, liabilities, 
and owner’s equity at June 30. In addition to indicating the corrected amounts, indicate 
the effect of each omitted adjustment by setting up and completing a columnar table 
similar to the following. Adjustment (a) is presented as an example. 

(Continued) 
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Net Total _ Total , Total Owner's 
Income Assets —_Liabilities Equity 
Reported amounts $80,000 $500,000 $200,000 $300,000 
Corrections: 
Adjustment (a —1,500 =1,500 0 —1,500 


(a) 

Adjustment (b) 
Adjustment (c) 
Adjustment (d) 

Corrected amounts 


Problems Series B 
SR SRS ENR USS A I NS LEU DE AO I OO 


OBJ. 2,3 


PR3-1B Adjusting entries 
On January 31, 2012, the following data were accumulated to assist the accountant in 
preparing the adjusting entries for Oceanside Realty: 


. 


a. Fees accrued but unbilled at January 31 are $10,280. 


b. The supplies account balance on January 31 is $6,100. The supplies on hand at Janu- 
ary 31 are $1,300. 


c. Wages accrued but not paid at January 31 are $3,000. 


d. The unearned rent account balance at January 31 is $4,500, representing the receipt 
of an advance payment on January 1 of three months’ rent from tenants. 


e. Depreciation of office equipment is $1,400. 


Instructions 
1. Journalize the adjusting entries required at January 31, 2012. 


2. Briefly explain the difference between adjusting entries and entries that would be 
made to correct errors. 


PR3-2B Adjusting entries 


Selected account balances before adjustment for Skylight Realty at June 30, 2012, the end 
of the current year, are shown below. 


Debits Credits 
Accounts Receivable $ 75,000 
Accumulated Depreciation $ 12,000 
Depreciation Expense — 
Equipment 250,000 
Fees Earned 400,000 
Prepaid Rent 12,000 
Rent Expense —- 
Supplies 3,170 
Supplies Expense _ 
Unearned Fees 10,000 
Wages Expense 140,000 


Wages Payable 


Data needed for year-end adjustments are as follows: 


a. Supplies on hand at June 30, $800. 


b. Depreciation of equipment during year, $750. 


c. Rent expired during year, $9,000. 


OBJ.2 


(GENERAL 
“LEDGER: 


OBJ. 2, 3,4 


** LEDGER" 
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d. Wages accrued but not paid at June 30, $1,700. 


e. Unearned fees at June 30, $6,500. 
f. Unbilled fees at June 30, $15,000. 
Instructions 

1. 


Jp 


Journalize the six adjusting entries required at June 30, based on the data presented. 


What would be the effect on the income statement if adjustments (b) and (e) were 
omitted at the end of the year? 


What would be the effect on the balance sheet if adjustments (b) and (e) were omitted 
at the end of the year? 


What would be the effect on the “Net increase or decrease in cash” on the statement 
of cash flows if adjustments (b) and (e) were omitted at the end of the year? 


PR3-3B Adjusting entries 


Brown Trout Outfitters Co., an outfitter store for fishing treks, prepared the following 
unadjusted trial balance at the end of its first year of operations: 


Brown Trout Outfitters Co. 
Unadjusted Trial Balance 


September 30, 2012 
Debit Credit 
Balances Balances 
Gil I bem ey cause oust vives ieee Seavans at's a. olen drapsesiss uaa a teactca ceeds SRP 26,400 
AGGOUIES RECCIVA DIC wacua ard actin, atshsaral os wavs A cnovar onion ee 87,600 
SUID PM SSe bh eoveices «ict ke eae otal Met onidld die 8 eee Oe 7,200 
CHIP NID Clitnenerc is thane s aetencte cto axataniey al ona. gate gas ateele als winvene tg tiewtele etsuete 162,000 
IANEGOUIMtS| Ravalo le) crc taints tettorat tees cuore eee aceteie 6 o's Gre 2g 12,200 
UNGAR ECLECOS te scy- ry, -sagds . byords.cortaar, FOIE Racy dv ateak. nh teaming 19,200 
JomWolte; Capital: 3.3206 sexetiaation. sen. ate th ase see Sess 222,800 
HOMME HO LAWN Gist saerro st ercaciee mia sik tinleeonind arecia abo mee eo cremate 10,000 
REGST ATIC CHAS Utee tee ik  e  e BN  a s e 2 pam 295,800 
WAGES EXP EIS Els acopeie eyaysjnia. ae susie very ngelapelts syaveegmie satin. spare) aetna eucverayas « ae 152,800 
FROUMIAEX DEIN Cites) ctektecesacge oreo altte c iolesnrselo measicsieenn chive te islauaanieninedere suerte 55,000 
WITIESTEXIOCIMISE hi ce ca lsaccuees sis jertie e ac's) siste tae aus species Acdsveiels ahd erode i 42,000 
MisceltameOUs EX DEMS stents cic ces -acuecte cia « etarate oealali stay els Sloat. Wiener 7,000 
550,000 550,000 


For preparing the adjusting entries, the following data were assembled: 


a. Supplies on hand on September 30 were $1,850. 

b. Fees earned but unbilled on September 30 were $6,500. 

c. Depreciation of equipment was estimated to be $2,800 for the year. 

d. Unpaid wages accrued on September 30 were $1,275. 

e. The balance in unearned fees represented the September 1 receipt in advance for services to be 
provided. Only $3,000 of the services was provided between September 1 and September 30. 

Instructions 

1. Journalize the adjusting entries necessary on September 30, 2012. 

2. Determine the revenues, expenses, and net income of Brown Trout Outfitters Co. 
before the adjusting entries. 

3. Determine the revenues, expense, and net income of Brown Trout Outfitters Co. after 
the adjusting entries. 

4. Determine the effect on Jon Wolfe, Capital of the adjusting entries. 


PR 3-4B Adjusting entries 
Goldfinch Company specializes in the maintenance and repair of signs, such as billboards. 
On January 31, 2012, the accountant for Goldfinch Company prepared the following trial 


balances: 


(Continued ) 
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Goldfinch Company 
Trial Balance 


January 31, 2012 


Unadjusted Adjusted 
Debit Credit Debit Credit 
Balances Balances Balances Balances 

Op TS orancinnce Ae ramon oo EOE Doms neo 4,750 4,750 
Accounts Receivable: Mmmetiara seat itr aston eebaLbant eae 17,400 17,400 
(Ue) olliactene ostccracoongdn rab nn oomame ogee comnts ool 6,200 1,475 
PrepaldilsUranceme mers ctl atrk vance ee ern 9,000 2,700 
TiVo eR cen eR NAR See her CN AT CR SOE AO Om dob 50,000 50,000 
UIC TINC Oop AMAR Mee Sr ocee Rod mc hace ce Gane biatitn, 6 or 120,000 120,000 

Accumulated Depreciation—Buildings..............+. 51,500 60,000 
TUCKS: 5 arteries erates mamas nape ae etc eyeneh arr e oteanto, oes 75,000 75,000 

Accumulated Depreciation—Trucks............00000ee 12,000 13/550 

ANGCOUMUS PAV AIG acc cher Grace areas ersllais Mace! lovers esta eronetene 6,920 8,000 

SalaniesiRayablesnrn oervrciess tree ners rein stsciciecistrerrarye — 750 

WinearnediSenvicerR@es ir. = tetsrrsavoe ciacvecrherltacvute ranatens 10,500 6,000 

MarshaiPanlikniGapitals.cec.asuicrrcciec ices sere eats 156,400 156,400 
Marstiat Rati ier DranwiiGihetssn:tentetrrcte ttetise a crecade eeiereer 7,500 7,500 

Senvice FeesiEannedisy. jaceticbte d4r ocilek ccloe athe auton 162,680 167,180 
Salary EXDEMSC wactranh ce crcnciatet miccennon.nre erin evoueuite eters 80,000 80,750 
Depreciation Expense—_ITUCKS ioc... os. occ ale ncte oun — 1,550 
ReEntiEXPense mesa tree spay tera yeepeer =< toe aerate dieiccageters 11,900 11,900 
SUPDIIESIEXDeNS@-saattiamne ahi «Sanilac tenet chrn — 4,725 
WEIITISSHEX DEMIS Oc otctes, <carctecsarengerous-aharettousineretslolarrenat vnc rar 6,200 7,280 
Depreciation Expense—Buildings..................5, — 8,500 
TAXSSIEXPSINS Sis anced oo otorsietern cuore ceseacel Sexe onel crore evonateketontor 2,900 2,900 
HASUICATGSTEX POM SC: F555 Spacey anc Ss areP ties gpe'sepeh i oheacas eee age TOS — 6,300 
Miscellaneous:Expense c=. senna anaes cere enna 9,150 9,150 

400,000 400,000 411,880 411,880 


Instructions 
Journalize the seven entries that adjusted the accounts at January 31. None of the accounts 
were affected by more than one adjusting entry. 


OBJ. 2,3,4 PR3-5B Adjusting entries and adjusted trial balances 

V 2. Total of Debit Pacific Financial Services Co., which specializes in appliance repair services, is owned and 

column: $340,075 operated by Eileen Hastings. Pacific Financial Services Co.’s accounting clerk prepared 

— the unadjusted trial balance at October 31, 2012, shown below. 
x -a4. Pacific Financial Services Co. 
LEDGER? Unadjusted Trial Balance 
October 31, 2012 
Debit Credit 
Balances Balances 

GSI ccetae stations avtnatg a araroeiea oNaerote tt ecaee a Stoic e Sete tee IE Teena 10,200 
ACGOUMESIRECEIVAblErtecets.2 iaducland Gott. o clakeekal et DoS ake: Ce eae eae 34,750 
Prepal diliis una Gea sate sine nev urerasicusie leva aac ana eT 6,000 
BUPPIES «2.5 Mriwcd sedating ane Saqgacedety aierelersre pices Wc Lise ae ata ee 725 
WAR APE A SE EAA ie ele ALI eR 50,000 
Building es ahal SrA W ote? ke ca ek Se Ae 80,750 
Accumulated Depreciation—Building. .............cccccccecucucuees 37,850 
EqQuIPIMGN Tt sag scabrntesidis'n cinco Mas » ale clas 4 Sc via Re Sea eee ee ae 45,000 
Accumulated Depreciation—Equipment..............cecceeccuecces 17,650 
AGGOUNES PA Wale rss cen us sia) Malti Siscs ase curt ee gee area oe 3,750 
Unearmned REN... cikecees cscs i be oan « xceme ce cee ae 3,600 
Eileen Hastings, Capital: x... aki tex oancette ok eens Oe te 103,550 
Biiéen' Hastings) Drawing f.i..eivicr, See Oe ee 8,000 
Fees Earned a "Qa (t sia foveile dia ale) ea Ab O TAU) Thajngela elas 2 4 ern ROR ON eee ee 158,600 
Salatles and Wages EXDehs Gy io: a:/t'so. espace Gee eine meee 56,850 
URIHCHGS EOS INS a faraatv . «sin c/tin 0's, cco-tls Obst Ccaaegeece a 14,100 
OVOSUSTQ EXPENSE! vicics.c Casey « 0.c bv fae oR Cn ea en 7,500 
Repairs EXP@nses 06. ..0s.eis etre etw sins wen ee eee ee 6,100 
MisgellaneousiExpense scsi: ag.s «ais «a-ose beeen apy earn 4,025 


325,000 325,000 


OBJ.2,3 


V 2. Corrected net 
income: $150,500 


> —_— 
ap \g 
# i 


Chapter 3 The Adjusting Process 147 


The data needed to determine year-end adjustments are as follows: 


a. Depreciation of building for the year, $1,900. 

b. Depreciation of equipment for the year, $2,400. 

c. Accrued salaries and wages at October 31, $1,375. 

d. Unexpired insurance at October 31, $2,700. 

e. Fees earned but unbilled on October 31, $9,400. 

f. Supplies on hand at October 31, $325. 

g. Rent unearned at October 31, $1,800. 

Instructions 

1. Journalize the adjusting entries using the following additional accounts: Salaries and 
Wages Payable; Rent Revenue; Insurance Expense; Depreciation Expense—Building; 
Depreciation Expense—Equipment; and Supplies Expense. 

2. 


Determine the balances of the accounts affected by the adjusting entries and prepare 
an adjusted trial balance. 


PR 3-6B Adjusting entries and errors 


At the end of March, the first month of operations, the following selected data were taken 
from the financial statements of Kurt Reibel, an attorney: 


Net income for March § 150,000 
Total assets at March 31 1,000,000 
Total liabilities at March 31 350,000 
Total owner’s equity at March 31 650,000 


In preparing the financial statements, adjustments for the following data were overlooked: 


a. 
b. 


(on 


d. 


Unbilled fees earned at March 31, $15,000. 
Depreciation of equipment for March, $9,000. 
Accrued wages at March 31, $3,500. 

Supplies used during March, $2,000. 


Instructions 
1. Journalize the entries to record the omitted adjustments. 


Dre 


Determine the correct amount of net income for March and the total assets, liabilities, 
and owner’s equity at March 31. In addition to indicating the corrected amounts, in- 
dicate the effect of each omitted adjustment by setting up and completing a columnar 
table similar to the following. Adjustment (a) is presented as an example. 


Net Total Total _ Total Owner's 
Income Assets Liabilities ~ Equity 
Reported amounts $150,000 $1,000,000 $350,000 $650,000 
Corrections: 
Adjustment (a +15,000 +15,000 0 +15,000 


(a) 

Adjustment (b) 
Adjustment (c) 
Adjustment (d) 

Corrected amounts 


Continuing Problem 
LALLA SLL ALOT TLS LTE DT ET LT ON 


The unadjusted trial balance that you prepared for PS Music at the end of Chapter 2 


V 3. Total of Debit 
column: $41,875 


should appear as shown on page 148. 
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PS Music 
Unadjusted Trial Balance 
July 31, 2012 
Debit Credit 
Balances Balances 
CaSH << clecgie ccasve events plea cite cA REaG Tair ched eas baiece steinter aetceks teeta att 10,510 
Accounts Receivables. ade. to sisee oe bee eee aaa Peer 3/150 
SUPPLIES 15, ade crciv eros 00 crag arwapeiele Mes sepia heyy oer enone arers ie siete ene 1,250 
t=) o¥- lke lla el eSme eons ocuedomooHobeactounendc acb0asoconaggdaccdr 2,700 
OFICAEQUIDIMENT a. cc. ciccle stone tals ot thera svehevetcelatets peter Pte tears tetera tren ne 6,000 
NAMM PC NEINY suaabscanuonusso car soccacoupcoano0Lonon enue 2d066 7,080 
WinearnedREVENUE ycmsnctin caso cleicle sila ee uactouei aie omiccoleisyenelntkerercreeneteae 7,200 
Pat ShrahpenGapitall srayisn- cctrere hove ccrsteess orerskerersreratate caetete ede et anen veka 9,000 
Pat Shane? DraWitG jects cetecice ectereiaterssnteeratererelenelale aha nietertor) site aioe 2,000 
FG@S Eanmedec c cere cc cece oteega ert at etortghcia esta owe acteeeasie eats stavateaeaeeet 16,750 
MUSIC EXP GNSE! Sah tlasin. cactiatiscictse other title a tiebsha etatete Relea seesret ager eames 3,610 
WAGES EXPCMSE, re ore oes aioe «oo eve aise evsin wi crert cbt Otter Malatedete eke ey teks iaiaa a 2,800 
OffiC@IRENTEXDENSCeroccanco cnc es aise etete demic eel ecient ne keeiteiteins 2,550 
[NeW is) 4 ean one neraannadoocm made gcepmennnjoosrucosoboGéle 1,450 3 
Equipment RentiEXpense) so. cnucce esa site piesa goer 1,300 
WHETIESIEXDEMSOM oe cr etccy siete nucta ciouoin cxetoyetshors aie eerahscel overe  eap genie eee 1,060 
SUPPHESHEX PENSE. accrectarevecroie ero recsraus os ryonererees) otaaierels) skskekese gt Oa tegen nae 180 
Miscellaneous |EXPeMSe sas .t3 s:cyesee u sicaaie ma oottedayshorrst oneenaltlis atonetrsteie totes anits 1,470 
40,030 40,030 


The data needed to determine adjustments for the two-month period ending July 31, 
2012, are as follows: 


a. During July, PS Music provided guest disc jockeys for WHBD for a total of 120 hours. 
For information on the amount of the accrued revenue to be billed to WHBD, see the 
contract described in the July 3, 2012, transaction at the end of Chapter 2. 


b. Supplies on hand at July 31, $400. 


c. The balance of the prepaid insurance account relates to the July 1, 2012, transaction 
at the end of Chapter 2. 


d. Depreciation of the office equipment is $75. 


e. The balance of the unearned revenue account relates to the contract between PS Music 
and WHBD, described in the July 3, 2012, transaction at the end of Chapter 2. 


f. Accrued wages as of July 31, 2012, were $170. 
Instructions 
1. Prepare adjusting journal entries. You will need the following additional accounts: 
18 Accumulated Depreciation—Office Equipment 
22 Wages Payable 
57 Insurance Expense 
58 Depreciation Expense 
2. Post the adjusting entries, inserting balances in the accounts affected. 
3. Prepare an adjusted trial balance. 


Cases & Projects | 
a 


You can access the Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


_Extel Success Special Activites 


excel 


SUCCESS 


excel 


SUCCESS 
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SA 3-1 Adjusting entries 
Holly Company purchased a two-year insurance policy on January 2, 2012, for $1,800. 
a. Open the Excel file S43-1_2e. 


b. Journalize in a spreadsheet the adjusting entry to record insurance expired for the 
year on December 31, 2012. Label the worksheet J5 to journalize the adjusting entry. 


c. Post the adjusting entry to the four-column general ledger accounts in the separate 
worksheet. 


Prepaid Insurance 


Item Post. Ref. 
5 


Adjustment peel: 


Insurance Expense) ae Account No. |. 56 
__Balance 


Item : Credit 
Adjustment 


d. When you have completed the journal entry and posted to the general ledger, perform 
a “save as,” replacing the entire file name with the following: 


SA3-1_2ef[your first name initial]_[your last name] 


SA 3-2 Adjusting entries 


The accrued wages for Darrin Company at October 31, 2013, are $14,300. 


a. Open the Excel file SA3-2_2e. 
b. Journalize in a spreadsheet the adjusting entry for accrued wages on October 31, 2013. 
Use a separate worksheet, J5, to journalize the adjusting entry. 


c. Post the adjusting entry to the four-column general ledger accounts in the separate 
worksheet, GL. 


Account No. 34 
Balance 


Debit Credit 


Wages Payable 


Post. Ref.| Debit Credit 
5 


Item 
Adjustment 


Account No. §2 
Balance 
Credit 


| Wages Expense 


ltem Credit 


| Adjustment 
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excel 


SUCCESS 


d. When you have completed the journal entry and posted to the general ledger, perform 
a “save as,” replacing the entire file name with the following: 


$A3-2_2e[your first name initial]_[your last name] 


SA 3-3 ImagePress—Adjusting entries 


Open the previously saved file, SA2-1,2,3_2e[your first name initial]_[your last name]. 
(Note: This is the file saved in Chapter 2.) 


ImagePress Printing (from SA2-1,2,3) prepared the following unadjusted trial balance for 
the end of ImagePress’s first year of operations. 


The following adjustments were assembled: 
* Supplies on hand on April 30 were $600. 
¢ Fees earned but unbilled on April 30 were $1,380. 
¢ Depreciation of office equipment was estimated to be $4,250. 
* Utility expenses accrued on April 30 were $900. 


a. Journalize in the journal worksheet developed from SA2-1 for ImagePress Printing the 
necessary adjusting entries on April 30. 


b. Post adjustments to the worksheet ledger accounts developed in SA2-2 for ImagePress 
Printing. Add accounts to the ledger for those adjustments requiring new accounts. 


c. Prepare in a separate worksheet in the ImagePress Printing file the adjusted trial 
balance Cabeled ATB). 


d. When you have completed the adjustments, postings, and adjusted trial balance, 
perform a “save as,” replacing the entire file name with the following: 


SA3-3_2e[your first name initial]_[your last name] 


10to/Paul Sakuma 
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Completing the 
Accounting Cycle 


Mr of us have had to file a personal tax return. At the begin- 
ning of the year, you estimate your upcoming income and 
decide whether you need to increase your payroll tax withholdings 
or perhaps pay estimated taxes. During the year, you earn income 
and enter into tax-related transactions, such as making charitable 
contributions. At the end of the year, your employer sends you a 
tax withholding information (W-2) form, and you collect the tax 
records needed for completing your yearly tax forms. As the next 
year begins, you start the cycle all over again. 
Businesses also go through a cycle of activities. For example, 
_ the world’s largest developer and marketer 
of electronic game software, begins its cycle by developing new 
or revised game titles, such as Madden NFL Football®, Need for 
Speed®, The Sims®, and The Lord of the Rings®. These games are 
marketed and sold throughout the year. During the year, operat- 
ing transactions of the business are recorded. For Electronic Arts, 


such transactions include the salaries of game developers, advertis- 
ing expenditures, costs for producing and packaging games, and 
game revenues. At the end of the year, financial statements are 
prepared that summarize the operating activities for the year. Elec- 
tronic Arts publishes these statements on its Web site at http:// 
investor.ea.com. Finally, before the start of the next year, the 
accounts are readied for recording the operations of the next year. 

In Chapter 1, the initial cycle for NetSolutions began with Chris 
Clark's investment in the business on November 1, 2011. The cycle 
continued with recording NetSolutions’ transactions for November 
and December, as we discussed and illustrated in Chapters 1 and 
2. In Chapter 3, the cycle continued when the adjusting entries 
for the two months ending December 31, 2011, were recorded. In 
this chapter, the cycle is completed for NetSolutions by preparing 
financial statements and getting the accounts ready for recording 
transactions of the next period. 


After studying this chapter, you should be able to: 


ie 


Learning Objectives 


Example Exercises 


Describe the flow of accounting information from the unadjusted trial balance 
into the adjusted trial balance and financial statements. 
Flow of Accounting Information 


Prepare financial statements from adjusted account balances. 
Financial Statements 


Income Statement 
Statement of Owner's Equity 
Balance Sheet 


Fiscal Year 


Miefei-i li 


= Describe the 
flow of 


accounting information 
from the unadjusted 
trial balance into the 
adjusted trial balance 


and financial statements. 


Many companies use 
Microsoft's Excel® software 
to prepare end-of-period 
spreadsheets. 


Prepare closing entries. 

Closing Entries 
Journalizing and Posting Closing Entries 
Post-Closing Trial Balance 


Describe the accounting cycle. 
Accounting Cycle 


Illustrate the accounting cycle for one period. 
Illustration of the Accounting Cycle 


Explain what is meant by the fiscal year and the natural business year. 


Describe and illustrate the use of working capital and the current ratio in 
evaluating a company’s financial condition. 
Financial Analysis and Interpretation: Working Capital and Current Ratio 
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Flow of Accounting Information 


The process of adjusting the accounts and preparing financial statements is one of 
the most important in accounting. Using the NetSolutions illustration from Chapters 
1-3, the end-of-period spreadsheet and flow of accounting data in adjusting accounts 
and preparing financial statements are summarized in Exhibit 1. 

The end-of-period spreadsheet in Exhibit 1 begins with the unadjusted trial bal- 
ance. The unadjusted trial balance verifies that the total of the debit balances equals 
the total of the credit balances. If the trial balance totals are unequal, an error has 
occurred. Any errors must be found and corrected before the end-of-period process 
can continue. 

The adjustments for NetSolutions from Chapter 3 are shown in the Adjustments 
columns of the spreadsheet. Cross-referencing (by letters) the debit and credit of each 
adjustment is useful in reviewing the effect of the adjustments on the unadjusted 
account balances. The adjustments are normally entered in the order in which the 
data are assembled. If the titles of the accounts to be adjusted do not appear in the 
unadjusted trial balance, the accounts are inserted in their proper order in the Ac- 
count Title column. The total of the Adjustments columns verifies that the total debits 
equal the total credits for the adjusting entries. The total of the Debit column must 
equal the total of the Credit column. 

The adjustments in the spreadsheet are added to or subtracted from the amounts 
in the Unadjusted Trial Balance columns to arrive at the amounts inserted in the Ad- 
justed Trial Balance columns. In this way, the Adjusted Trial Balance columns of the 
spreadsheet illustrate the effect of the adjusting entries on the unadjusted accounts. 


The totals of the Adjusted Trial Balance columns verify that the totals of the debit 
and credit balances are equal after adjustment. 
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balance sheet. 


Utilities Expense 


Unearned Rent 


Balance sheet 


Income statement 


Balance sheet 


| 

| 1 

. 2 

3. Balance sheet 
/ 4 


= Prepare 
financial 


statements from 
adjusted account 
balances. 


Office Equipment 


1 
2, 
3. Accumulated Depreciation—Equipment 
4 


' Follow My Example 4-1 


Exhibit 1 also illustrates the flow of accounts from the adjusted trial balance into 
the financial statements as follows: 


1. The revenue and expense accounts (spreadsheet lines 20-28) flow into the income 
statement. 

2. The owner’s capital account, Chris Clark, Capital, (spreadsheet line 18) and owner’s 
drawing account, Chris Clark, Drawing, (spreadsheet line 19) flow into the statement 
of owner’s equity. The net income of $7,105 also flows into the statement of owner’s 
equity from the income statement. 

3. The asset and liability accounts (spreadsheet lines 8-17) flow into the balance sheet. 
The end-of-the-period owner’s equity (Chris Clark, Capital of $28,105) also flows into 
the balance sheet from the statement of owner’s equity. 


To summarize, Exhibit 1 illustrates the process by which accounts are adjusted. In 
addition, Exhibit 1 illustrates how the adjusted accounts flow into the financial state- 
ments. The financial statements for NetSolutions can be prepared directly from Exhibit 1. 

The spreadsheet in Exhibit 1 is not required. However, many accountants prepare 
such a spreadsheet, sometimes called a work sheet, as part of the normal end-of- 
period process. The primary advantage in doing so is that it allows managers and 
accountants to see the effect of adjustments on the financial statements. This is es- 
pecially useful for adjustments that depend upon estimates. Such estimates and their 
effect on the financial statements are discussed in later chapters.' 


Example Exercise 4-1 = 


The balances for the accounts listed below appear in the Adjusted Trial Balance columns of the end-of-period 
spreadsheet. Indicate whether each account would flow into the income statement, statement of owner's equity, or 


Fees Earned 
Doug Johnson, Drawing 
Rent Revenue 


ON AY 


Supplies 


5. Income statement 

6. Statement of owner's equity 
7. Income statement 

8. Balance sheet 


Esai siie\aly iio <telelell) wise i8iai 81s) apelin 6i8\e lel hvalel erates) e's \a\s, (bielefole a\¢ia.e = sim) aiwiataid Glaiale k's ie, e(vielelaiaieleleinrein/alsistalelerel viainte 
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Practice Exercises: PE 4-1A, PE 4-1B 


Financial Statements 


Using the adjusted trial balance shown in Exhibit 1, the financial statements for 


NetSolutions can be prepared. The income statement, the statement of Ownert’s 
equity, and the balance sheet are shown in Exhibit 2. 


Income Statement 


The income statement is prepared directly from the Adjusted Trial Balance columns 
of the Exhibit 1 spreadsheet, beginning with fees earned of $16,840. The expenses 
in the income statement in Exhibit 2 are listed in order of size, beginning with the 
larger items. Miscellaneous expense is the last item, regardless of its amount. 


1The appendix to this chapter describes and illustrates how to prepare an end-of-period spreadsheet (work sheet) that includes 
financial statement columns. 
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EXHIBIT 2 Financial Statements, NetSolutions 


IIS eS 


NetSolutions 
Income Statement 


For the Two Months Ended December 31, 2011 


BECSTO ATCC We Musica MeN Nett erat area citys Wrage ep een $16,840 
BRON CTY Say ee AIS gel aoe Sta oat Gd PARRA Spe aU eae A Ye 120 
HORA VERU GS Heid easier Metis ri a haath ehepc rede es ay ee adres $16,960 
_ Expenses: 
WAG ESIGN Den SOlair re cu ccenaar ition curce) Eeeen rors MG eletes ane trly Llaaee $ 4,525 
SUPPIESEXPeNsSen, wees ised iki oh hee te ee Oe 2,040 
REMIX DONS OR Foes cinia ie mies eet nada ak Rhea oe oh ia ais 1,600 
WniIIRestexpensesctepavsrs, Waren att 3 raha day clam emanate ae ge 985 
INSUVAI CR EXPENSE iat mean seenl area oe teen ae 200 
Depreciatlonexpensey waaeumect cgi hit Seine a telat nel ka eee 50 
MisceHiaMeGUS'eXpense i adja twuet ie rigee fee trent ess! 455 
MOtARONDENSES menus t ca tenn di tele rae ite y Er ye ec tbcutesyTtegas - 9,855 


NetSolutions 
Statement of Owner’s Equity 


| For the Two Months Ended December 31, 2011 

| Ghris;Glarkscapital November Ia201 1-7. ose. actte rn ee ee 

' Investmention November 201 Wairisicss ati othe eG as otto Lenin Ota $25,000 

| Net income for November and December ..........00.c00ccceeeeeeeeeees 

$32,105 

WES SIVMIUR CIRCA ial Stee foes ea star sty ali av Sroka ta ae ese eaataal oa sre atohca carn at) eevee SR ot eee Re a 4,000 
IEKEASCUMOWMEES. COUNTY E rat oni, aie canisters tara caiier cls eaibercpen erat eine tela iay 28,105 
GhinisClark, capital DecemberiSilh QO eects eta bocie estes sete acd 


. NetSolutions 
Balance Sheet 
December 31, 2011 
Assets Liabilities 
Current assets: Current liabilities: 
: (GENS nea metic Osan Deer ICE en $ 2,065 AGGOUNtS Payable: oni. usee scl cain et $900 
| Accounts receivable... ce ck. eee eee 2,720 Wagesipayablerne ci. 0 stecite ts demcasa: 250 
] CULE 3) Sp crete ce a ic enc 760 Unearned! rents... atin qm aetna cedar _240 
i PrepalGunSUfanGe cq npi geclsnccaac aces 2,200 Total liabilities: wase.«iaemoeteeee vem aie oe 
: AGtalCUCFENE ASSETS 4c. cee ees see $ 7,745 
Property, plant, and equipment: 
LeaINGlee eae dee err receitace torte oravorndlenest a0 $20,000 
Office equipment............ $1,800 
Less accum. depreciation..... 50 1,750 Owner's Equity 
Total property, plant, Ghiris'Glark:capitalsitericar, «teeters eras 
andiequipment::. 59M. ccc. ese... eu. 21,750 Total liabilities and 
MOtatassetsat ite tanaka aie tenes $29,495 OWINGLSCQUIEY 228. sia ciqstacetteareneleares $29,495 | 
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_Integ rity, Objectivity, and Ethics in Business 
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CEO’S HEALTH? 


How much and what information to disclose in financial 
statements and to investors presents a common ethical di- 
lemma for managers and accountants. For example, Steve 
Jobs, co-founder and CEO of Apple Inc., has been diagnosed 
and treated for pancreatic cancer. Apple Inc., has insisted that 
the status of Steve Jobs's health is a “private” matter and does 
not have to be disclosed to investors. Apple maintains this 


position even though Jobs is a driving force behind Apple’s 
innovation and financial success. 

In January 2009, however, in response to increasing in- 
vestor concerns and speculation, Jobs released a letter to 
investors on his health. The letter indicated that his recent 
weight loss was due to a hormone imbalance and not due 
to the recurrence of cancer. 


Statement of Owner's Equity 


The first item presented on the statement of owner’s equity is the balance of the 
owner’s capital account at the beginning of the period. The amount listed as owner’s 
capital in the spreadsheet, however, is not always the account balance at the begin- 
ning of the period. The owner may have invested additional assets in the business 
during the period. For the beginning balance and any additional investments, it is 
necessary to refer to the owner’s capital account in the ledger. These amounts, along 
with the net income (or net loss) and the drawing account balance, are used to de- 
termine the ending owner’s capital account balance. 

The basic form of the statement of owner’s equity is shown in Exhibit 2. For Net- 
Solutions, the amount of drawings by the owner was less than the net income. If the 
owner’s withdrawals had exceeded the net income, the order of the net income and the 
withdrawals would have been reversed. The difference between the two items would 
then be deducted from the beginning capital account balance. Other factors, such as ad- 
ditional investments or a net loss, also require some change in the form, as shown below. 


Allan Johnson, capital, January 1, 2011 $39,000 
Additional investment during the year 6,000 

Total $45,000 
Net loss for the year $ 5,600 
Withdrawals 9,500 
Decrease in owner's equity 15,100 
Allan Johnson, capital, December 31, 2011 $29,900 


Example Exercise 4-2 Lm 
Zack Gaddis owns and operates Gaddis Employment Services. On January 1, 2011, Zack Gaddis, Capital had a balance | 
of $186,000. During the year, Zack invested an additional $40,000 and withdrew $25,000. For the year ended December 


31, 2011, Gaddis Employment Services reported a net income of $18,750. Prepare a statement of owner's equity for the 
year ended December 31, 2011. 


Follow My Example 4-2 
Gaddis Employment Services 


Statement of Owner’s Equity 
For the Year Ended December 31, 2011 
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) Zack. Gadars, capital, January 1; 2017 ccs aa, ee ees $186,000 

Additional investment Curing 2011 .vcccsssesssssssssssssssssssssesssscsscscccscccccce 40,000 

| Total feces hatons hlesahgi npr MMAR Uae oen AONE ecdfasToce a $226,000 
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| POSS EL IDCOMNG Sf ocas.cccuarcl ein eiatel ds oriisaillalsvidic oar 18,750 

; DEChOaSe IN OWNER SIO QUAY cs icutsclennaceeoidaaen. con ee 6,250 
| Zack Gaddis, capital, December 31, 2011 veesssnsssersssneseeecccsessecscee, $219,750 
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Practice Exercises: PE 4-2A, PE 4-2B 


Chapter 4 Completing the Accounting Cycle 


Balance Sheet 


The balance sheet is prepared directly from the Adjusted Trial Balance columns of 
the Exhibit 1 spreadsheet, beginning with Cash of $2,065. The asset and liability 
amounts are taken from the spreadsheet. The owner’s equity amount, however, is 
taken from the statement of owner’s equity, as illustrated in Exhibit 2. 

The balance sheet in Exhibit 2 shows subsections for assets and liabilities. Such 
a balance sheet is a classified balance sheet. These subsections are described next. 


Assets Assets are commonly divided into two sections on the balance sheet: (1) current 
assets and (2) property, plant, and equipment. 


Current Assets Cash and other assets that are expected to be converted to cash or 
sold or used up usually within one year or less, through the normal operations of the 
business, are called current assets. In addition to cash, the current assets may include 
notes receivable, accounts receivable, supplies, and other prepaid expenses. 

Notes receivable are amounts that customers owe. They are written promises 
to pay the amount of the note and interest. Accounts receivable are also amounts 
customers owe, but they are less formal than notes. Accounts receivable normally 
result from providing services or selling merchandise on account. Notes receivable 
and accounts receivable are current assets because they are usually converted to cash 
within one year or less. 


Property, Plant, and Equipment The property, plant, and equipment section may 
also be described as fixed assets or plant assets. These assets include equipment, 
machinery, buildings, and land. With the exception of land, as discussed in Chapter 3, 
fixed assets depreciate over a period of time. The original cost, accumulated depre- 
ciation, and book value of each major type of fixed asset are normally reported on the 
balance sheet or in the notes to the financial statements. 


Liabilities Liabilities are the amounts the business owes to creditors. Liabilities are com- 
monly divided into two sections on the balance sheet: (1) current liabilities and (2) long- 
term liabilities. 


Current Liabilities Liabilities that will be due within a short time (usually one year or 
less) and that are to be paid out of current assets are called current liabilities. The most 
common liabilities in this group are notes payable and accounts payable. Other current 
liabilities may include Wages Payable, Interest Payable, Taxes Payable, and Unearned Fees. 


Long-Term Liabilities Liabilities that will not be due for a long time (usually more than 
one year) are called long-term liabilities. If NetSolutions had long-term liabilities, 
they would be reported below the current liabilities. As long-term liabilities come due 
and are to be paid within one year, they are reported as current liabilities. If they are to 
be renewed rather than paid, they would continue to be reported as long term. When 
an asset is pledged as security for a liability, the obligation may be called a mortgage 
note payable or a mortgage payable. 


Owner’s Equity The owner’s right to the assets of the business is presented on the bal- 
ance sheet below the liabilities section. The owner’s equity is added to the total liabilities, 


and this total must be equal to the total assets. 


Example Exercise 4-3 


or (e) owner's equity section of the December 31, 2011, balance sheet of Hindsight Consulting. 


1. Jason Corbin, Capital 5. Cash 


The following accounts appear in an adjusted trial balance of Hindsight Consulting. Indicate whether each account _ 
would be reported in the (a) current asset; (b) property, plant, and equipment; (c) current liability; (d) long-term liability; 


= rote re es Ye PUN a ESPEN SSO IN TOO UN TI LE EET 


Note: 


157 


Two common classes 
of assets are current 
assets and property, 
plant, and equipment. 


Note: 


Two common classes 
of liabilities are current 


liabilities and lon 
term liabilities. 


2. Notes Receivable (due in 6 months) 6. Unearned Rent (3 months) 
3. Notes Payable (due in 2013) 7. Accumulated Depreciation—Equipment 
4. Land 8. Accounts Payable 


(con 


g- 


tinued ) 
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: Follow My Example 4-3 | 


1. Owner's equity 5. Current asset 

2. Current asset 6. Current liability 

3. Long-term liability 7. Property, plant, and equipment 
4. Property, plant, and equipment 8. Current liability 


Aaa 
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| Practice Exercises: PE 4-3A,PE4-3B | 
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ERNATIONAL DIFFERENCES and current liabilities followed by long-term liabilities and 


owner's equity. The U.S. form of balance sheet is organized 
to emphasize creditor interpretation and analysis. For ex- 
ample, current assets and current liabilities are presented 
first to facilitate their interpretation and analysis by credi- 
tors. Likewise, to emphasize their importance, liabilities are 
reported before owner's equity.” 

Regardless of these differences, the basic principles 
underlying the accounting equation and the double- 
entry accounting system are the same in Germany and 
the United States. Even though differences in recording 
and reporting exist, the accounting equation holds true: 
the total assets still equal the total liabilities and owner's 


Financial statements prepared under accounting practices 
in other countries often differ from those prepared under 
generally accepted accounting principles in the United 
States. This is to be expected, since cultures and market 
structures differ from country to country. 

To illustrate, BMW Group prepares its financial state- 
ments under International Financial Reporting Standards 
as adopted by the European Union. In doing so, BMW's 
balance sheet reports fixed assets first, followed by current 
assets. It also reports owner's equity before the liabilities. 
In contrast, balance sheets prepared under U.S. account- : 
ing principles report current assets followed by fixed assets equity. 


*Examples of U.S. and IFRS financial statement reporting differences are further discussed and illustrated in Appendix D. 


Ea Prepare closing Closing Entries 


entries. 


As discussed in Chapter 3, the adjusting entries are recorded in the journal at the 
end of the accounting period. For NetSolutions, the adjusting entries are shown in 
Exhibit 9 of Chapter 3. 

After the adjusting entries are posted to NetSolutions’ ledger, shown in Exhibit 6 (on 
pages 162-163), the ledger agrees with the data reported on the financial statements. 

The balances of the accounts reported on the balance sheet are carried forward from 
year to year. Because they are relatively permanent, these accounts are called permanent 
accounts or real accounts. For example, Cash, Accounts Receivable, Equipment, Accu- 
mulated Depreciation, Accounts Payable, and Owner’s Capital are permanent accounts. 

The balances of the accounts reported on the income statement are not carried 
forward from year to year. Also, the balance of the owner’s drawing account, which 
is reported on the statement of owner’s equity, is not carried forward. Because these 
accounts report amounts for only one period, they are called temporary accounts or 
nominal accounts. Temporary accounts are not carried forward because they relate 
only to one period. For example, the Fees Earned of $16,840 and Wages Expense of 
$4,525 for NetSolutions shown in Exhibit 2 are for the two months ending December 
31, 2011, and should not be carried forward to 2012. 


pene: ; At the beginning of the next period, temporary accounts should have zero bal- 
eee ances. To achieve this, temporary account balances are transferred to permanent ac- 
beVibOrsry scents counts at the end of the accounting period. The entries that transfer these balances 
to the owner's capital.  4%€ Called closing entries. The transfer process is called the closing process and is 
account. sometimes referred to as closing the books. 


The closing process involves the following four steps: 


1. Revenue account balances are transferred to an account called Income Summary. 
2. Expense account balances are transferred to an account called Income Summary. 
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3. The balance of Income Summary (net income or net loss) is transferred to the owner’s 
capital account. 


4. The balance of the owner’s drawing account is transferred to the owner’s capital account. 


Exhibit 3 diagrams the closing process. 


Income Summary is a temporary account that is only used during the closing 
process. At the beginning of the closing process, Income Summary has no balance. 
During the closing process, Income Summary will be debited and credited for vari- 
ous amounts. At the end of the closing process, Income Summary will again have 
no balance. Because Income Summary has the effect of clearing the revenue and 
expense accounts of their balances, it is sometimes called a clearing account. Other 
titles used for this account include Revenue and Expense Summary, Profit and Loss 
Summary, and Income and Expense Summary. 

The four closing entries required in the closing process are as follows: 


1. Debit each revenue account for its balance and credit Income Summary for the total 
revenue. 

2. Credit each expense account for its balance and debit Income Summary for the total 
expenses. 

3. Debit Income Summary for its balance and credit the owner’s capital account. 

4. Debit the owner’s capital account for the balance of the drawing account and credit 
the drawing account. 


In the case of a net loss, Income Summary will have a debit balance after the 
first two closing entries. In this case, credit Income Summary for the amount of its 
balance and debit the owner’s capital account for the amount of the net loss. 

Closing entries are recorded in the journal and are dated as of the last day of the 
accounting period. In the journal, closing entries are recorded immediately following 
the adjusting entries. The caption, Closing Entries, is often inserted above the closing 
entries to separate them from the adjusting entries. 

It is possible to close the temporary revenue and expense accounts without using 
a clearing account such as Income Summary. In this case, the balances of the revenue 
and expense accounts are closed directly to the owner's capital account. This process 
may be used in a computerized accounting system. 


Journalizing and Posting Closing Entries 


A flowchart of the four closing entries for NetSolutions is shown in Exhibit 4. The 
balances in the accounts are those shown in the Adjusted Trial Balance columns of 
the end-of-period spreadsheet shown in Exhibit 1. 
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EXHIBIT 3 
The Closing 
Process 


Note: 

The income summary 
account does not 
appear on the financial 
statements. 


Se 


ee 


ur 
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Owner's Equity 


Wages Expense Income Summary ® Fees Earned 
Bal. 4,525 4,525 16,840 Bal. 16,840 
Rent Revenue 
120 | Bal. 120 


Rent Expense 
Bal. 1,600 1,600 


Depreciation Expense 
Bal. 50 | 50 


Utilities Expense 
Bal. 985 985 


Debit each revenue account for its balance, and credit Income 
Summary for the total revenue. 
2. Debit Income Summary for the total expenses, and credit each 


Supplies Expense 

Bal. 2,040 2,040 
Insurance Expense 

Bal. 200 200 


expense account for its balance. . 

3. Debit Income Summary for the amount of its balance (net in- 
come), and credit the capital account. (The accounts debited and 
credited are reversed if there is a net loss.) 

4. Debit the capital account for the balance of the drawing account, 
and credit the drawing account. 


Miscellaneous Expense 
Bal. 455 | 455 


Chris Clark, Drawing 
Bal. 4,000 4,000 


@ 


The closing entries for NetSolutions are shown in Exhibit 5. The account titles 
and balances for these entries may be obtained from the end-of-period spreadsheet, 
the adjusted trial balance, the income statement, the statement of owner’s equity, or 
the ledger. 
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EXHIBIT 5 

Closing Entries, _— 

NetSolutions | ee | 
: Date Description a | Debit Credit 


Closing Entries 


Dec. |31] Fees Earned 41 16,840 
Rent Revenue 42 120 
Income Summary 33 16,960 
| 31] Income Summary 33 
Wages Expense 51 
Rent Expense 52 
| Depreciation Expense 53 
| Utilities Expense 54 
Supplies Expense 55 
/ Insurance Expense 56 
/ Miscellaneous Expense 59 
| 
| 31] Income Summary 33 
Chris Clark, Capital 2 
| 31] Chris Clark, Capital 31 
Chris Clark, Drawing 32 
| 


sospeyeceeteerceeceenemmnenstineeeranon 
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The closing entries are posted to NetSolutions’ ledger as shown in Exhibit 6 (pages 
162-163). Income Summary has been added to NetSolutions’ ledger in Exhibit 6 as 


account number 33. After the closing entries are posted, NetSolutions’ ledger has the 
following characteristics: 


1. The balance of Chris Clark, Capital of $28,105 agrees with the amount reported on 
the statement of owner’s equity and the balance sheet. 


2. The revenue, expense, and drawing accounts will have zero balances. 


As shown in Exhibit 6, the closing entries are normally identified in the ledger as 
“Closing.” In addition, a line is often inserted in both balance columns after a clos- 
ing entry is posted. This separates next period’s revenue, expense, and withdrawal 
transactions from those of the current period. Next period’s transactions will be posted 
directly below the closing entry. 


Example Exercise 4-4 | | cw 


After the accounts have been adjusted at July 31, the end of the fiscal year, the following balances are taken from the 
ledger of Cabriolet Services Co.: 


Terry Lambert, Capital $615,850 
Terry Lambert, Drawing 25,000 
Fees Earned 380,450 
Wages Expense 250,000 
Rent Expense 65,000 
Supplies Expense 18,250 
Miscellaneous Expense 6,200 


Journalize the four entries required to close the accounts. 


Follow My Example 4-4 


July; 23) Fees Earned 380,450 
Income Summary 380,450 

on Income Summary 339,450 
Wages Expense 250,000 
Rent Expense 65,000 
Supplies Expense 18,250 
Miscellaneous Expense 6,200 

31 Income Summary 41,000 
Terry Lambert, Capital 41,000 

31 Terry Lambert, Capital 25,000 
Terry Lambert, Drawing 25,000 


Side lalels G's) Wia lela ls « ole oie's Oye su le\bisit » aie vis ble 0 4's, eels os o.a\e bia G)inle em e.e 0 lini ¥jeieiere.6/ 68-6 016\a W660) 0, e)e nie ¥i6)'e 6,0 el anereiwiy 
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Post-Closing Trial Balance 


A post-closing trial balance is prepared after the closing entries have been posted. 
The purpose of the post-closing (after closing) trial balance is to verify that the ledger 
is in balance at the beginning of the next period. The accounts and amounts should 
agree exactly with the accounts and amounts listed on the balance sheet at the end 
of the period. The post-closing trial balance for NetSolutions is shown in Exhibit 7. 
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EXHIBIT 6 Ledger, NetSolutions 
Account Cash Account No. 11 
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Balance 


Date | Item he Debit | Credit | Debit | Credit 

2011 

Nov. 1 1 | 25,000 25,000 
5 1 20,000 | 5,000 
18 1 7,500 12,500 
30 1 3,650 | 8,850 
30 1 950 | 7,900 
30 2 2,000 | 5,900 

Dec. 1 2 2,400 | 3,500 
1 2 800 | 2,700 
1 2 360 3,060 
6 2 180 | 2,880 
1 2 400 | 2,480 
13 3 950 | 1,530 
16 3 | 3100 4,630 
20 3 900 | 3,730 
21 3 650 4,380 
23 3 1,450 | 2,930 
27 3 1,200 | 1,730 
31 3 310 | 1,420 
31 4 PPS) 1,195 
31 4 | 2,870 4,065 
31 4 2,000 | 2,065 


Account No. 72 


Balance 


Account Accounts Receivable 


Post. 
Date Item Ref. | Debit | Credit | Debit | Credit 
2011 
| |Dec. 16 3 1,750 1,750 
: 21 3 650 1,100 
Bh] 4 1,120 2,220 
31| Adjusting 5 500 2,720 


Account Supplies Account No. 14 


Balance 


Credit Credit 


Adjusting 


Account Prepaid Insurance Account No. 15 


Post 
Date Item Ref. Debit | Credit | Debit | Credit 
2011 
Dec. 1 2,400 2,400 
31] Adjusting 5 200 | 2,200 


Te ace 
% = " a 
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Account No. 17 


Balance | 


Credit 


Account Land 


Debit | Credit 


20,000 


Account No, 18 


Credit Credit 


Account No. 719 | 
| 


Item Credit Credit 


Adjusting 50 50 


Account No. 27 


Balance 


Account Accounts Payable 


Credit 
1,350 


1,800 


Account Wages Payable Account No. 22 


Balance 


Item Credit Credit 


Adjusting 250 250 


Account No. 23 


Balance 


| Credit | | 


25,000 
7,105 


25,000 
32,105 
28,105 


Closing 
Closing 
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EXHIBIT 


Account No. 32 


Credit 


Account No, 33 


Balance 
‘Item Credit 


Closing 
Closing 
Closing 


16,960 


Account Fees Earned Account No. 47 


Balance 


Credit Credit 


7,500 7,500 
3,100 10,600 
1,750 12,350 
2,870 lia, 220 
1,120 16,340 
Adjusting 500 16,840 
Closing _ 


Account Rent Revenue Account No, 42 


| Balance 
Item | Credit 


Adjusting 120 
Closing 


Account No. 517 


Balance 


Nov.30 1 p25 2,125 
Dec. 13 5 950 3,075 
27 3 1,200 4,275 
31| Adjusting 5 250 4,525 
31] Closing 6 4,525 — — 


Balance 
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Credit 


Account No. 54 ' 
| 


| Credit 


Account Utilities Expense 


Credit 


Closing 


Account Supplies Expense 


Credit 


Credit 


Item 


Adjusting 
Closing 


Closing 


164 Chapter 4 Completing the Accounting Cycle 


Piha ia a ae a aid 


Ve 


EXHIBIT 7 


Post-Closing 
Trial Balance, 
NetSolutions 


NetSolutions 
Post-Closing Trial Balance 
December 31, 2011 


Debit Credit 
Balances Balances 


(Gi 1 ene Se OE NN PL ARS AON tN A Maen RE Arie Uo tangiauojmaeet stu 3 2,065 

AGCOUNTSIREGEIVA Beha cckion eateiss ticle ie «intel icles slotzaetenslat ates atiiee sieves eee terete tar 2,720 

SUP HES: (ha cree aly ereveysyci aude cos asf eh nse ls local etatnmee oleate HON naan Men ene toate cae ean 760 

PrepalchIMSUiramGe. ss,.-ccis-ciecs cdi sveteravnio oles eterateaeyarela lat elarseteeeiia theta Or ante Reanone ears 2,200 

ENG ee ROR Ee Peers ee ea Tt a EEN. od om H eA OO OA oa ae 20,000 

OffieD Zo llalcl HHO EM Coe koro ondec conc onesc oon 1,800 

Accumulated Depreciationics. ceo u sai «« «ic Gin cieeien een alsts eed shorebetehersian aierseatenatersntats 50 

ACGOGIES Payables. fvesscanstaierse's scahern syouptanaacoeern a tareee ctarey te ore eneremnreaeoa sree ee re 900 

WAGES Raval less cere tr exsesa ouepusoua na arise oie puslansp se cxavapsl sisse Sy ane Rasta eae ctor ae 250 

Wise yin Cll ae ire TammtE OAc nine otrcr < dagccomaeco ut 240 

ChrisiGlark; Capitals o.:cis, £8 «csis scsve.a tots to a elevate ufos fatale tou OpeRoetrea eater ncaa rete Wee 28,105 
29,545 29,545 


Describe the Accou nti ng Cycle 


cycle. 


accounting 
The accounting process that begins with analyzing and journalizing transactions and 
ends with the post-closing trial balance is called the accounting cycle. The steps in 
the accounting cycle are as follows: 
1. Transactions are analyzed and recorded in the journal. 

. Transactions are posted to the ledger. 

. An unadjusted trial balance is prepared. 

. Adjustment data are assembled and analyzed. 

. An optional end-of-period spreadsheet is prepared. 


. An adjusted trial balance is prepared. 


2 
3 
4 
5 
6. Adjusting entries are journalized and posted to the ledger. 
- 
8. Financial statements are prepared. 

9 


. Closing entries are journalized and posted to the ledger. 
10. A post-closing trial balance is prepared.’ 


Example Exercise 4-5 ra 


From the following list of steps in the accounting cycle, identify what two steps are missing. 
Transactions are analyzed and recorded in the journal. 

Transactions are posted to the ledger. 

Adjustment data are assembled and analyzed. 

An optional end-of-period spreadsheet is prepared. 

Adjusting entries are journalized and posted to the ledger. 

Financial statements are prepared. 

Closing entries are journalized and posted to the ledger. 

A post-closing trial balance is prepared. 


sarpange 


Follow My Example 4-5 


The following two steps are missing: (1) the preparation of an unadjusted trial balance and (2) the preparation of the 


adjusted trial balance. The unadjusted trial balance should be prepared after step (b). The adjusted trial balance should 
be prepared after step (e). 


Practice Exercise 


2 Some accountants include the journalizing and posting of “reversing entries” as the last step in the accounting cycle. Because 


reversing entries are not required, they are described and illustrated in Appendix B at the end of the book. 
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|Z, Post journal entries 

SUE aN EEPEraeo 

6. Post adjusting 
entries 


Sara eSuRrEEPEeeEe 
9. Post closing 


i entries 
|—_—_ 


Journal / 7 i 
4. Prepare unadjusted/, » Ledger | 10. Prepare post-closing 
drial habanee . Prepare adjusted trial balance 
trial balance 


1, Journalize transactions 


SS 
6. Journalize adjusting 
entries 


Adjustment 
Data 


4. Assemble adjustment data 


Source Documents Unadjusted Adjusted 
Trial Balance Trial Balance 


Post-Closing 
Trial Balance 


s 5. Prepare : 
Accounting Cycle Steps aretha 
1 Transactions are analyzed and recorded in the journal. 
Z Transactions are posted to the ledger. 
3 An unadjusted trial balance is prepared. 


4 Adjustment data are assembled and analyzed. 


A ti -of-peri i 
5 An optional end-of-period spreadsheat is prepared. & Prepare finandal statements 


Balance Sheet 


6 Adjusting entries are journalized and posted to the ledger. 


Statement of 
Owner's Equity 


7 An adjusted trial balance is prepared. 
$ Financial statements are prepared. 
9 Closing entries are journalized and posted to the ledger. 


10 A post-closing trial balance is prepared. 


Financial Statements 


Exhibit 8 illustrates the accounting cycle in graphic form. It also illustrates how 
the accounting cycle begins with the source documents for a transaction and flows 
through the accounting system and into the financial statements. 


Illustration of the Accounting Cycle 


In this section, the complete accounting cycle for one period is illustrated. Assume that 
for several years Kelly Pitney has operated a part-time consulting business from her 
home. As of April 1, 2012, Kelly decided to move to rented quarters and to operate 
the business on a full-time basis. The business will be known as Kelly Consulting. 
During April, Kelly Consulting entered into the following transactions: 


Apr. 1. The following as ets were received from Kelly Pitney: cash, $13,100; accounts 
receivable, $3,000; supplies, $1,400; and office equipment, $12,500. There were 
no liabilities received. 

1. Paid three months’ rent on a lease rental contract, $4,800. 

2. Paid the premiums on property and casualty insurance policies, $1,800. 

4. Received cash from clients as an advance payment for services to be provided 
and recorded it as unearned fees, $5,000. 


Accounting 
Cycle 


8, Prepare financial 
statements 


= Illustrate the 
accounting 


cycle for one period. 
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Apr. 5. Purchased additional office equipment on account from Office Station Co., $2,000. 
6. Received cash from clients on account, $1,800. 
10. Paid cash for a newspaper advertisement, $120. 
12. Paid Office Station Co. for part of the debt incurred on April 5, $1,200. 
12. Recorded services provided on account for the period April 1-12, $4,200. 
14. Paid part-time receptionist for two weeks’ salary, $750. 
17. Recorded cash from cash clients for fees earned during the period April 1-16, $6,250. 
18. Paid cash for supplies, $800. 
20. Recorded services provided on account for the period April 13-20, $2,100. 
24. Recorded cash from cash clients for fees earned for the period April 17-24, $3,850. 
26. Received cash from clients on account, $5,600. 
27. Paid part-time receptionist for two weeks’ salary, $750. 
29. Paid telephone bill for April, $130. 
30. Paid electricity bill for April, $200. 
30. Recorded cash from cash clients for fees earned for the period April 25-30, $3,050. 
30. Recorded services provided-on account for the remainder of April, $1,500. 
30. Kelly withdrew $6,000 for personal use. : 


Step 1. Analyzing and Recording Transactions 
in the Journal 


The first step in the accounting cycle is to analyze and record transactions in the 
journal using the double-entry accounting system. As illustrated in Chapter 2, trans- 
actions are analyzed and journalized using the following steps: 
1. Carefully read the description of the transaction to determine whether an asset, li- 
ability, owner’s equity, revenue, expense, or drawing account is affected. 
2. For each account affected by the transaction, determine whether the account increases 
or decreases. 
3. Determine whether each increase or decrease should be recorded as a debit or 
a credit, following the rules of debit and credit shown in Exhibit 3 of Chapter 2. 
4, Record the transaction using a journal entry. 


The company’s chart of accounts is useful in determining which accounts are af- 
fected by the transaction. The chart of accounts for Kelly Consulting is as follows: 


11 Cash 31 Kelly Pitney, Capital 

12 Accounts Receivable 32 Kelly Pitney, Drawing 
14 Supplies 33 Income Summary 

15 Prepaid Rent 41 Fees Earned 

16 Prepaid Insurance 51 Salary Expense 

18 Office Equipment 52 Rent Expense 

19 Accumulated Depreciation 53 Supplies Expense 

21 Accounts Payable 54 Depreciation Expense 
22 Salaries Payable 55 Insurance Expense 

23 Unearned Fees 59 Miscellaneous Expense 


After analyzing each of Kelly Consulting’s transactions for April, the journal entries 
are recorded as shown in Exhibit 9. 


Step 2. Posting Transactions to the Ledger 


Periodically, the transactions recorded in the journal are posted to the accounts in the 
ledger. The debits and credits for each journal entry are posted to the accounts in the 
order in which they occur in the journal. As illustrated in Chapters 2 and 3, journal 
entries are posted to the accounts using the following four steps: 

1. The date is entered in the Date column of the account. 

2. The amount is entered into the Debit or Credit column of the account. 

3. The journal page number is entered in the Posting Reference column. 

4. The account number is entered in the Posting Reference (Post. Ref.) column in the journal. 
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EXHIBIT 9° 


Journal Entries 


Journal 


Post. for April, Kelly 
Date Description f. | Debi ‘redi rh 
ine P Ref. Debit Credit Consulting 
Apr. | 1] Cash 11 13,100 
Accounts Receivable 12 3,000 
Supplies 14 1,400 
Office Equipment 18 12,500 
Kelly Pitney, Capital 3 30,000 
1| Prepaid Rent 15 4,800 
Cash 11 4,800 
2] Prepaid Insurance 16 1,800 
Cash 11 1,800 
4| Cash 11 5,000 
Unearned Fees 23 5,000 
5| Office Equipment 18 2,000 
Accounts Payable 21 2,000 
6] Cash 11 1,800 
Accounts Receivable 12 1,800 
10] Miscellaneous Expense 59 120 
Cash 11 120 
12} Accounts Payable 21 1,200 
Cash 11 1,200 
12} Accounts Receivable 12 4,200 
Fees Earned 41 4,200 
14] Salary Expense 51 750 
Cash 11 750 
Journal Page 2 
; Post. fie 
Date Description | Ref. Debit Credit 
2012 
Apr. |17] Cash 11 6,250 
Fees Earned 41 6,250 
18] Supplies 14 800 
Cash 11 800 
20| Accounts Receivable 12 2,100 
Fees Earned 41 2,100 
24} Cash 11 3,850 
Fees Earned 41 3,850 
26] Cash 11 5,600 
Accounts Receivable (i 5,600 
27| Salary Expense ai 750 
Cash 11 750 
29| Miscellaneous Expense 59 130 
Cash 11 130 


(continued) 
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SSAA TOA DETAINEE RR a 
EXHIBIT 9 


Journal Entries 
for April, Kelly 
Consulting 
(concluded) 


Journal 


Description 


Apr. |30]| Miscellaneous Expense 59 200 
Cash 11 200 
30] Cash 11 3,050 
Fees Earned 4] 3,050 
30] Accounts Receivable 12 1,500 
Fees Earned 41 1,500 
30] Kelly Pitney, Drawing 32 6,000 
Cash 11 6,000 


The journal entries for Kelly Consulting have been posted to the ledger shown 
in Exhibit 17 on pages 174-175. 


Step 3. Preparing an Unadjusted Trial Balance 


An unadjusted trial balance is prepared to determine whether any errors have been 
made in posting the debits and credits to the ledger. The unadjusted trial balance 
shown in Exhibit 10 does not provide complete proof of the accuracy of the ledger. It 
indicates only that the debits and the credits are equal. This proof is of value, however, 
because errors often affect the equality of debits and credits. If the two totals of a trial 
balance are not equal, an error has occurred that must be discovered and corrected. 


oo 3 
oT 


oe ae 


: ' Kelly Consulting 
Unadjusted Trial Unadjusted Trial Balance 
Balance, Kelly April 30, 2012 
Consulting : 


Debit Credit 
Balances Balances 


22,100 

3,400 

Supplies 2,200 

Prepaid Rent 4,800 

Prepaid Insurance 1,800 

Office Equipment 14,500 
Accumulated Depreciation 


Accounts Payable 
Salaries Payable 
Unearned Fees 5 000 


30,000 


20,950 
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The unadjusted account balances shown in Exhibit 10 were taken from Kelly Con- 


sulting’s ledger shown in Exhibit 17, on pages 174-175, before any adjusting entries 
were recorded. 


Step 4. Assembling and Analyzing Adjustment Data 


Before the financial statements can be prepared, the accounts must be updated. The 
four types of accounts that normally require adjustment include prepaid expenses, 
unearned revenue, accrued revenue, and accrued expenses. In addition, depreciation 
expense must be recorded for fixed assets other than land. The following data have been 
assembled on April 30, 2012, for analysis of possible adjustments for Kelly Consulting: 


a. Insurance expired during April is $300. 

b. Supplies on hand on April 30 are $1,350. 

c. Depreciation of office equipment for April is $330. 
d. Accrued receptionist salary on April 30 is $120. 

e. Rent expired during April is $1,600. 

f. Unearned fees on April 30 are $2,500. 


Step 5. Preparing an Optional End-of-Period Spreadsheet 


Although an end-of-period spreadsheet is not required, it is useful in showing the 
flow of accounting information from the unadjusted trial balance to the adjusted trial 
balance. In addition, an end-of-period spreadsheet is useful in analyzing the impact 
of proposed adjustments on the financial statements. The end-of-period spreadsheet 
for Kelly Consulting is shown in Exhibit 11. 


Step 6. Journalizing and Posting Adjusting Entries 


Based on the adjustment data shown in Step 4, adjusting entries for Kelly Consulting 
are prepared as shown in Exhibit 12. Each adjusting entry affects at least one income 
statement account and one balance sheet account. Explanations for each adjustment 
including any computations are normally included with each adjusting entry. 


End-of-Period 


Spreadsheet, 
Kelly Consulting 


[ Kelly Consulting i 
____End-of-Period Spreadsheet 
____ For the Month Ended April 30, 2012 _ 

Unadjusted | | Ajusted 
| Trial Balance Adjustments Trial Balance 


— Sra 


Dr. | Cr. 


i 
t 
f 
if 
| 


) Fees Earned 
Salary Expense 1,500, 


23 Supplies Expense 

24 Depreciation Expense 
yInsuranceExpense 
| Miscellaneous Expense __ 450, [ 9 
| 06,750) 96,750) 9,700 
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EXHIBIT 12. 
Adjusting Entries, — 


Kelly Consulting 


Journal 


Description 


Adjusting Entries 


2012 


Apr. |30| Insurance Expense 55 300 
Prepaid Insurance 16 300 
Expired Insurance. 
30} Supplies Expense 53 850 
Supplies 14 850 
Supplies used ($2,200 — $1,350). 
30| Depreciation Expense 54 330 
Accumulated Depreciation 19 330 
Depreciation of office equipment. 
30| Salary Expense 51 120 
Salaries Payable 22 120 
Accrued salary. 
30| Rent Expense 52 1,600 
Prepaid Rent 15 1,600 
Rent expired during April. 
30| Unearned Fees 23 2,500 
Fees Earned 41 2,500 


Fees earned ($5,000 — $2,500). 


Each of the adjusting entries shown in Exhibit 12 is posted to Kelly Consulting’s 
ledger shown in Exhibit 17 on pages 174-175. The adjusting entries are identified 
in the ledger as “Adjusting.” 


Step 7. Preparing an Adjusted Trial Balance 


After the adjustments have been journalized and posted, an adjusted trial balance is 
prepared to verify the equality of the total of the debit and credit balances. This is 
the last step before preparing the financial statements. If the adjusted trial balance 
does not balance, an error has occurred and must be found and corrected. The ad- 
justed trial balance for Kelly Consulting as of April 30, 2012, is shown in Exhibit 13. 


Step 8. Preparing the Financial Statements 


The most important outcome of the accounting cycle is the financial statements. The 
income statement is prepared first, followed by the statement of owner’s equity and 
then the balance sheet. The statements can be prepared directly from the adjusted 
trial balance, the end-of-period spreadsheet, or the ledger. The net income or net 
loss shown on the income statement is reported on the statement of owner’s equity 
along with any additional investments by the owner and any withdrawals. The end- 
ing owner’s capital is reported on the balance sheet and is added with total liabilities 
to equal total assets. 

The financial statements for Kelly Consulting are shown in Exhibit 14. Kelly Con- 
sulting earned net income of $18,300 for April. As of April 30, 2012, Kelly Consult- 


ing has total assets of $45,720, total liabilities of $3,420, and total owner’ 


$42,300. Sey oF 
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Kelly Gonsulting , 

Adjusted Trial Balance i 

April 30, 2012 ; 

Debit Credit i 

: Balances _ Balances i 
See ee ee 22,100 
NGGOMMURECEIVaDletrnenen Siuknee hy or aie TT Eee s ae rane Ve tars 3,400 : 
SUB) SERS a,b. 8 i thocec0 5 es BCI ITE SS EU ea ges a 1,350 
PLRETOISNTS SVS SS Ss cco Sue Cee ci oA EU Se Sea SRO 3,200 | 
WSR EN SUR) GUE AS. sei ll: Ogee: see ce gta etn estes Sane ae ane cea 1,500 
OMICSEGUIN Me time ree cea dhe a Hee ht 14,500 | 
ACCUM UlatecDe preClatlOnimanee. tk notions cn bak cos ho aden eee 330 | 
SVS STOUT ANS TRG) 0 Cah oe ey ae RSC Ce ae Rt ar ee 800 
Seg) TIS PEW ALOE cae tyeacis bli mite Jeon cease ate Rese ae a GEE a 120 : 
UINESIAP ICH RGSS Onis sy ee Oma aaa cele ee nr are ge 4 aR tga ER eee ee 2,500 : 
RetivePitneyeGapitalertmminas sacar guts ir eaten an et crow eyist’, is 30,000 | 
[sSGIESY TEENS LONG AURIS) oh, cred teal Sach a pele earl eg Po a 6,000 ; 
FTES ESAT EG [a sic eee Bae See ee Si ee ee eg ee 23,450 | 
SALA MEX PGMSE ee ie pl tee a iene ya Sinatra kucha th Wu 1,620 i 
REIN LEG OXSL NS), oes ice cho aes oc ha EAL nny LET RRS Oa 1,600 | 
SUM sa KO CMS Caceres er ea rianeaia ae ean maine aa oes eG w a wleinae ea obs 850 | 
DEL ClAtOMMEXPCHSEu ante eines eigenen Aras Ca eck Hake uke cais wa Laie en 330 : 
MISUFANGELEXPCNSGicse ARH Brite cee tees OE a ov ee ea Sa n aes Re on 300 
MisiellaniGOUS-EXPense ect vasem cece sles cca thctove voenstel esis Ss ssssndiare tse 450 
57,200 57,200 

i 


Kelly AMAT 
Income Statement 
For the Month Ended April 30, 2012 


REGELOa Tela liiter, Gold pee aBiat oO CED A OCS CO ER EE EO ee Eran ete nee $23,450 
Expenses: 
SE VAC KI CHI Comet aiaeteret ee tecemttr iii co hoon Sie Cheraleloloforoie wel cinia.> bie» lata $1,620 
Rent expense.......... PET Re anece al CIEE ote allel eT eL ASO tenes ston ehh 1,600 
ee Matias eee ey Grint. os) neo eect Wasi esac os 850 
DEDFEGIatOM CXPCIISS renee e priciri a ccriosath wo wieislova plese ope eelticge aia) p ie pain on el eye od 330 
PASO ARG OLEK PICPISE soto orale sletelreisic tay ele nleveips iiss ovefele\ bes vasigreqolm viele siershng n/s30. 300 
INU SECUANCOUSIOR DON Sia loierayare Pivots land, oralvva’e e's isiovsl vias 6 Sela Sioa pia alee sleine 450 
AO LANGX MeN a Cpe smareui teeta tea aiela\alceiaisinislets cen aieipie(gie cote #4 1g ovis e\n,s' 5,150 
IN EStaNT AEC MNCs tl aa Pe Rete abe ae sea is levtes ee Soule ay, buseeTa bl op pesre oper eeu yeiees: are $18,300 


/ Kelly Consulting 
Statement of Owner’s Equity 
For the Month Ended April 30, 2012 


| Pexelperitney, Gapital Norihp209 201) Gibie. civ loccsves samaatiedeeity as, $ 0) 
Investment during the month... SE MIAED fin GbE ate Che Peiea Maw sbealeloledsiie oid $30,000 
Net income for the month ........ (eae a eer EO ea CO 18,300 

$48,300 

fale cae R Wal Se Coit ents Ceti fas Cin caw suede ot ccrtpatennct ss 6,000 
Increase in owner's EQUITY ©... 0. - cece eee eee e ete e teen eens 42,300 
Kelly imey, capital, April 30, 2012. 1 a SER AT EO An eon OC aE ee ee aia $42,300 

7 i 
ys | 


(continued) 
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Adjusted Trial 
Balance, Kelly 
Consulting 


Financial 
Statements, 
Kelly Consulting 


eae 
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Pe ee ee ee See are Mei aa kc i oe 


EXHIBIT 14 Financial Statements, Kelly Consulting (concluded) 


saat ii sii ibis 
SU aN ca aaa NN FN cia iti 2 


Kelly Consulting 
Balance Sheet 
April 30, 2012 


i Assets Liabilities 

Current assets: Current liabilities: 

ET Re) PRR RE VE Prieta ra $22,100 Accountsypayablenctsccs asst see $ 800 

1 Recounts receivable usm mieraiseceuctocrstet 3,400 Salariesipayablen ayt-ca-c)aesclertrome nie 120 

| Wyo) sigs Specaerse tors once niebinctrand ot 1,350 UNE ar Nedeesza sa sec sae stvcta cin cereeereesane 2,500 

dt Prepald rent. ser.) cca eae eee 3,200 Fotal abilities. ual see $ 3,420 
| Prepaid) insurance =.2-jasaeriasinwesinaens 1 S00 Sail 550 


Total current assets 
| Property, plant, and equipment: 


Office equipment... .:neeed.s ase iees .. $14,500 

Less accumulated depreciation.......... 330 Owner’s Equity 
i Total property, plant, Kelly Pitney, Gajotttali 2f.15 s..j- cyl mtelb's leer tel 42,300 | 
| and equipment ..... SARTRE St a Co 14,170 Total liabilities and 2 

| Ev fotalassets:vaiainax baie earns SASS rE Hee eee $45,720 OWNED SOC UNLV goer iete aster arvueiele soe tee eeas $45,720 
i | : ae preee 


rere ee ere emer uae mnie erie ee caren erm anaa amen aaa 


Step 9. Journalizing and Posting Closing Entries 


As described earlier in this chapter, four closing entries are required at the end of 
an accounting period. These four closing entries are as follows: 


1. Debit each revenue account for its balance and credit Income Summary for the total 
revenue. 


2. Credit each expense account for its balance and debit Income Summary for the total 
expenses. 
3. Debit Income Summary for its balance and credit the owner’s capital account. 


4. Debit the owner’s capital account for the balance of the drawing account and credit 
the drawing account. 


The four closing entries for Kelly Consulting are shown in Exhibit 15. The clos- 
ing entries are posted to Kelly Consulting’s ledger as shown in Exhibit 17 (pages 
174-175). After the closing entries are posted, Kelly Consulting’s ledger has the fol- 
lowing characteristics: 


1. The balance of Kelly Pitney, Capital of $42,300 agrees with the amount reported on 
the statement of owner’s equity and the balance sheet. 


2. The revenue, expense, and drawing accounts will have zero balances. 


The closing entries are normally identified in the ledger as “Closing.” In addition, 
a line is often inserted in both balance columns after a closing entry is posted. This 


separates next period’s revenue, expense, and withdrawal transactions from those 
of the current period. 


Step 10. Preparing a Post-Closing Trial Balance 


A post-closing trial balance is prepared after the closing entries have been posted. 
The purpose of the post-closing trial balance is to verify that the ledger is in balance 
at the beginning of the next period. The accounts and amounts in the post-closing 


trial balance should agree exactly with the accounts and amounts listed on the bal- 
ance sheet at the end of the period. 
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ear ee ee a eres eT 


EXHIBIT 15. 
Journal - Page4 Closing Entries, 
Kelly Consulting 


Date Description Credit 


2012 Closing Entries 
Apr. |30] Fees Earned 
Income Summary 


30} Income Summary 
Salary Expense 
Rent Expense 
Supplies Expense 
Depreciation Expense 
Insurance Expense 
Miscellaneous Expense 


30| Income Summary 
Kelly Pitney, Capital 18,300 


30] Kelly Pitney, Capital 
Kelly Pitney, Drawing 


The post-closing trial balance for Kelly Consulting is shown in Exhibit 16. The 
balances shown in the post-closing trial balance are taken from the ending balances 
in the ledger shown in Exhibit 17. These balances agree with the amounts shown 
on Kelly Consulting’s balance sheet in Exhibit 14. 


EXHIBIT 16 
Kelly Consulting A 
Post-Closing Trial Balance Post-Closing 
April 30, 2012 Trial Balance, 


Kelly Consulting 


Debit Credit 
Balances Balances 


Supplies 

Prepaid Rent 

Prepaid Insurance 

Office Equipment 
Accumulated Depreciation 
Accounts Payable 

Salaries Payable 

Unearned Fees 

Kelly Pitney, Capital 


174 


wanbeonanC RS rca at BATS ee SARI ey ; 


EXHIBIT 17 Ledger, Kelly Consulting 


Account Cash 
Post. 
Date Item Ref. | Debit 
. 2012 
‘|Apr. 1 1 13,100 
1 1 
2 1 
4 1 5,000 
6 1 1,800 
10 1 
12 1 
14 1 
aby 2 6,250 
18 2 
24 2 3,850 
26 2 5,600 
27 2 
29 2 
30 2 
30 2 3,050 
30 2 


Post. 
Date Item Ref. | Debit 
2012 
Apr. 1 1 1,400 
18 2 800 


Post. 
Date Item Ref. Debit 
2012 
Apr. 1 1 4,800 


30] Adjusting 3 


Ledger 


Credit 


4,800 
1,800 


120 
1,200 
750 


800 
750 
130 


200 


6,000 


Credit 


Credit 


850 


Credit 


1,600 
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TREE MENON TL eky eer ah es Moen TA pana sa: 


en RRE RR OTN 


Account Prepaid Insurance 


Account No. 77 


Balance 


Debit | Credit 
13,100 
8,300 
6,500 
11,500 
13,300 
13,180 
11,980 
11,230 
17,480 
16,680 
20,530 
26,130 
25,380 
25,250 
25,050 
28,100 
22,100 


Account No. 12 


Balance 


Credit 


Account No, 14 


Balance 


Debit | Credit 


1,400 
2,200 
1/350 


Account No. 75 


Balance 
Debit | Credit 


4,800 
3,200 


Account No. 78 


Balance 


Account No. 19 


Balance 
Credit Credit 


330 330 | 


Account No. 27 
Balance 
Credit 


2,000 
800 


Account No. 22 
Balance 1p 
Credit Credit 


120 120 


Account No. 23 


Balance =|. 


| Credit 


5,000 
2,500 


Account No. 37 
Balance | 
Credit Credit 


30,000 
18,300 


30,000 
48,300 
42,300 
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EXHIBIT 17 Ledger, Kelly Consulting (concluded) 


Account kelly Pitney, Drawing Account No, 32 Account No. 52 


Balance Balance 


Credit Credit |. 


Account No. 33 


Balance 


Credit 


Credit 


Credit | 


| |Apr. 30] Closing 
30} Closing 
30] Closing 


23,450 23,450 


18,300 


Account No. 54 


Balance — 


Account Fees Earned Account No. 47 
Credit 


Balance 


| Credit Credit 


23,450 


Apr. 30] Adjusting 
30] Closing 


30} Adjusting 
30] Closing 


2,500 


1 4,200 4,200 

5 6,250 10,450 Account No. 55 
2 2,100 12,550 Balance 

2 3,850 16,400 

2 3,050 19,450 Credit 

2 1,500 20,950 

3h 

4 


Account Miscellaneous Expense Account No. 59 


Account No. 517 


Balance 


Credit | 


Account Salary Expense 
iii Balance 


30] Adjusting 30] Closing 


30] Closing 
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The financial statements can be developed on a spreadsheet using the cell references from the 
excel adjusted trial balance. The adjusted trial balance for NetSolutions is prepared in a worksheet from 


SUCCESS Chapter 3, labeled ATB, as follows: 


NetSolutions 


Adjusted Trial Balance 
December 31, 2011 
Debit Credit 
: Balances Balances | 
| 6 | Cash fe. 2.065 
7_| Accounts Receivable 2,720 
8 | Supplies 760 
| 9 | Prepaid Insurance 2,200 | 
10 | Land 20,000 
Office Equipment 1,800 
| Accumulated Depreciation 50 
} | Accounts Payable 900 
| 14 | Wages Payable 250 
_| Unearned Rent 240 
| 16 | Chris Clark, Capital __ 25,000 
| 47 | Chris Clark, Drawing. 4,000 & 
E Fees Earned wr 16,840 
Rent Revenue 420 
Wages Expense . 4,525 | 
Rent Expense 1,600 
__ Depreciation Expense i. 50. 
| | Utilities Expense 985 
| 24 | Supplies Expense ; 2,040 
Insurance Expense ; 200 
Miscellaneous Expense 455 
43,400. 43,400 


The financial statements are prepared in a separate worksheet labeled 
FS. Each financial statement could have its own separate worksheet; 
however, we'll combine the financial statements on to one worksheet 
in this text. 


NetSolutions _ 
Income Statement 
_For the Two Months Ended December 31, 2011 


Fees earned a: 
Rent revenue 

Total revenues 
Expenses: 


=ATBIC18 
=ATBIC19 


=C5+C6 


Wages expense =ATBIB20 
Supplies expense =ATBIB24 
Rent expense =ATBIB21 
Utilities expense =ATBI!B23 


Insurance expense 

Depreciation expense 

Miscellaneous expense 
Total expenses 


=ATBIB25 
=ATBIB22 
=ATB!B26 


Net income =D7-D16_ 
a. The income statement is prepared by referencing the appropriate adjusted trial 


balance cell locations. 


For example, insert in cell B5 the adjusted trial balance cell reference for Fees Earned, 
=ATB!C18. The reference =ATBIC18 tells the spreadsheet software to insert into cell 
B5 the contents of cell C18 in worksheet ATB. The expenses can be done in the 


same way. The appropriate arithmetic spreadsheet formulas are entered to calculate 
the total expenses and net income. 
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The statement of owner's equity is prepared by referencing the ATB for beginning 
balances; referencing net income from the income statement; and, making the 

appropriate arithmetic formulas to determine the endin 
as follows: 


Fees earned _ 
Rentrevenue _ 
_ Total revenues 
| Expenses: 
Wages expense 
Supplies expense 
_ Rent expense 

Utilities expense 
Insurance expense 
_ Depreciation expense 
Miscellaneous expense 
__ Total expenses 
Net income 


Net income 


‘Less withdrawals 


The balance sheet is prepared by referencing the adjusted trial balance for all account balances 
except for the ending balance of the owner's capital account. The owner's capital account in 
cell G44 references the ending balance of the Statement of Owner’s Equity, =D28. Appropriate 
spreadsheet formulas are then entered for subtotals and totals, as follows: 


Chris Clark, Capital, November 1 
Net income 


Less withdrawals 


Cash 

Accounts receivable 
Supplies 
Prepaid insurance 
Total current assets 


Office equipment 
ess accum. depreciation _ 


Chris Clark, Capital, December 31, 2011 


roperty, plant, and equipment: | 


eal 
__NetSolutions _ 

Income Statement 
For the Two Months Ended December 31, 2011 


______NetSolutions _ 
4 ____ Statement of Owner’s Equity 
For the Two Months Ended December 31, 2011 


Chris Clark, Capital, November 1, 2011 


Chris Clark, Capital, December 31, 2011 


NetSolutions 


______Statement of Owner’s Equity, 
For the Two Months Ended December 31, 2011 


2011 


_=ATB!B23 


| =ATBIB26 | 


=ATBIC18 | 
=ATBIC19 
=C5+C6 


=ATBIB20 
=ATBIB24 
=ATBIB21 
=ATBIB25 
=ATBIB22 


M(C9:C15) 
-[=p7-D16 


=ATBIC16 


=SUM(D24:D25) 
=ATBIB17 
=D26-D27 


=ATBIC16 
=D17 

=SUM(D24:D25) | 
=ATBIB17 


[ =D26-D27 


NetSolutions 
Balance Sheet 
December 31, 2011 


g balance of Chris Clark, Capital 


Liabilities 
=e Current liabilities: 
=ATBIB6 Accounts payable 
_=ATBIB7_ Wages payable _ 
=ATBIB8 Unearned rent 
=ATBIB9 ey Total liabilities 
=SUM(D36:C39) | 
=ATBIB10 
_| ATBIBI1 | Owner's Equity 
| =ATBIC12 | =B43-B44 Chris Clark, Capital 
=SUM(C42:C44) | _ | Total liabilities and 
a (5 =D40+D45 owner's equity 


b. Net income cell 
| reference 


Ending balance 


of Owner's Equity. 


=ATBIC13 
=ATBICI4 
=ATBIC15 


~ =G39+G44 
| 


from the Statement 


_=SUM(G36:G38) 


j 
i 
H 
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NetSolutions . . aes ah mn bane | 


Mf 2 | 
NetSolutions 
Statement of Owner’s Equity 
For the Two Months Ended December 31, 2011 


Income Statement | 
For the Two Months Ended December 31, 2011 
Fees earned | $ 16,840 | ee. | 
Rent revenue | 120 
Total revenues $16,960 
Expenses: 
Wages expense | | $ 4,525 
Supplies expense 2,040 : 
Rent expense 1,600 | 
Utilities expense | 985 
Insurance expense | 200 | | | 
Depreciation expense 50 | | 
Miscellaneous expense 455 | 
Total expenses | i | _ 9,855 | 
Net income | $7,105 | | 
| | | _ 
i 
| 


24 Chris Clark, Capital, November 1, 2011 | $25,000 
Net income La. 0105 
be ‘ $ 32,105 
Less withdrawals | __ 4,000 | 
Chris Clark, Capital, December 31, 2011 | $28,105, 
Poemet 


NetSolutions 
Balance Sheet 


December 31, 2011 
Assets [ Liabilities 
Current assets: $ 2,065 | Current liabilities: 
| Cash 2,720 | Accounts payable 
7| Accounts receivable 760 ; | Wages payable 
Supplies 2,200 | Unearned rent 
Prepaid insurance $ 7,745 Total liabilities 
Total current assets | | 
Property, plant, and equipment: | 
Land | —__ | $ 20,000 | 
Office equipment $ 1,800 | Owner’s Equity _ ‘ 
Less accum. depreciation | 50 1,750 Chris Clark, Capital $ 28,105 
Total prop., plant, and equip. 21,750 Total liabilities and 
46 | Total assets | $ 29,495 owner's equity $ 29,495 


Trylt Go to the hands-on Excel Tutor for this example! 


Explain what Fiscal Year 
is meant by 


the fiscal year and the TI | ; ; ; ; : 
Rae! rR Vea 1e annual accounting period adopted by a business is known as its fiscal year. Fis- 


cal years begin with the first day of the month selected and end on the last day of 
the following twelfth month. The period most commonly used is the calendar year. 
Other periods are not unusual, especially for businesses organized as corporations. 
For example, a corporation may adopt a fiscal year that ends when business activi- 
ties have reached the lowest point in its annual operating cycle. Such a fiscal year is 
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called the natural business year. At the low Percentage of Companies 


point in its operating cycle, a business has with Fiscal Years Ending in: 

more time to analyze the results of operations January 5% July 2% 

and to prepare financial statements. February 2 August 3 
Because companies with fiscal years of- March 3 September 6 

ten have highly seasonal operations, investors April 2 October 3 

and others should be careful in interpreting May 3 November 2 


partial-year reports for such companies. That June 6 December 63 
is, you should expect the results of opera- Source: Accounting Trends & Techniques, 63rd 
tions for these companies to vary significantly — edition, 2009 (New York: American Institute 
throughout the fiscal year. of Certified Public Accountants). 

The financial history of a business may be 
shown by a series of balance sheets and income statements for several fiscal years. 
If the life of a business is expressed by a line moving from left to right, the series 
of balance sheets and income statements may be graphed as follows: 


ns 


Financia 


Balance Sheet Balance Sheet Balance Sheet 
Dec. 31, 2010 Dec. 31, 2011 Dec. 31, 2012 


CHOOSING A FISCAL YEAR .... our Board of Directors approved a change in our fiscal 
year-end ... to December 31 of each year to better reflect 


CVS Caremark Corporation (CVS) operates over 7,000 our position in the health care ... industry. 


pharmacies throughout the United States and fills more 
than one billion prescriptions annually. CVS recently 
chose December 31 as its fiscal year-end described as 
follows: 


In contrast, most large retailers such as Walmart and 
Target use fiscal years ending January 31, when their op- 
erations are the slowest following the December holidays. 


Financial Analysis and Interpretation: 
Working Capital and Current Ratio 


The ability to convert assets into cash is called liquidity, while the ability of a Describe and 
business to pay its debts is called solvency. Two financial measures for evaluating illustrate the 


a business’s short-term liquidity and solvency are working capital and the current — ¥S¢ of working capital 
and the current ratio in 


tio. ‘ ; 
» 1 h f th t ts of a busi over its current SU nee 
‘ i j 1siness : ; Be 
Working capital is the excess of the current assets of a busi PRS elie h nd tea, 


liabilities, as shown below. 


Working Capital = Current Assets — Current Liabilities 


Current assets are more liquid than long-term assets. Thus, an increase in a 
company’s current assets increases or improves its liquidity. An increase in working 
capital increases or improves liquidity in the sense that current assets are available 


for uses other than paying current liabilities. 
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A positive working capital implies that the business is able to pay its current li- 
abilities and is solvent. Thus, an increase in working capital increases or improves 


a company’s solvency. 
To illustrate, NetSolutions’ working capital at the end of 2011 is $675 as computed 
below. This amount of working capital implies that NetSolutions is able to pay its 


current liabilities. 


Working Capital = Current Assets — Current Liabilities 
= $6,355 


The current ratio is another means of expressing the relationship between cur- 
rent assets and current liabilities. The current ratio is computed by dividing current 
assets by current liabilities, as shown below. 


Current Assets 


Current Ratio = ——__—___—_—_ 
Current Liabilities 


To illustrate, the current ratio for NetSolutions at the end of 2011 is 1.5, computed 


as follows: 
Current Assets 


Current Liabilities 


_ $7,745 
~ $1,390 


= 5.6 (Rounded) 


Current Ratio = 


The current ratio is more useful than working capital in making comparisons 
across companies or with industry averages. To illustrate, the following data (in 
millions) were taken from the financial statements of Electronic Arts Inc. and Take-Two 
Interactive Software, Inc. 


Electronic Arts Take-Two 
Mar. 31, 2009 Mar. 31, 2008 Oct. 31, 2009 Oct. 31, 2008 
Current assets $3,120 $3,925 $628 $724 
Current liabilities _ 1,136 01/299 _354 365 
Working capital $1,984 $2,626 $274 §359 
Current ratio pe a, 202 ire 7.98 
Operating income (loss) ($3,120 + $1,136) ($3,925 + $1,299) ($628 + $354) ($724 + $365) 


Electronic Arts is larger than Take-Two and has 2009 working capital of $1,984 as 
compared to Take-Two’s 2009 working capital of $274. Such size differences make 
comparisons across companies difficult. In contrast, the current ratio allows compa- 
rability across companies. 

To illustrate, Electronic Arts has over seven times more working capital ($1,984) 
than does Take Two ($274). However, by using the current ratio the changes in 
liquidity of both companies can be directly compared. Specifically, Electronic Arts’ 
current ratio declined from 3.02 to 2.75, or 0.27. Take Two’s current ratio also de- 
clined from 1.98 to 1.77, or 0.21. Thus, both companies experienced a small decline 
in their liquidity in 2009. 


Example Exercise 4-6 


Two income statements for Fortson Company are shown below. 


2012 2011 
Current assets $310,500 $262,500 
Current liabilities 172,500 150,000 


a. Determine the working capital and current ratio for 2012 and 2011. 


b. Does the change in the current ratio from 2011 to 2012 indicate a favorable or an unfavorable trend? 


Na arcane teeta ete eee 


(continued) 
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Follow My Exaile 16 a 


ee a | 2012 2011 
Current assets $310,500 $262,500 
Current liabilities 172,500 150,000 
Working capital $138,000 $112,500 
Current ratio © 1.80 75 


($310,500 + $172,500) ($262,500 + $150,000) 
b. “The change from 1.75 to 1.80 indicates a favorable trend. 


Sa eee aetna ot Mee En nena as Sam emTAL AN MME N) « (AUN >IS Tella) pe sn llaNotesioi a6 | (a/im laiayaai\eifoli wa alloys fal aieileikerai oy 6{icvin(oi)A/ Sjs'iaiiecd ill ahcal Nelo arse OTIS a Cee an eat aes ae My es A nA AN SAS Ry RNS ache hc Da 
oo Sire Nese rie][s\aliaryalsitay/s\-a)ipl lesa} etjqi\s\/olie) wiialeiaite:/alhw/\e\'eh\elip:\s'{m lial aijal(a))9/\e)/a\\b\le ee’ eh wiei'e/\o" ais jm(laya)in"lal/yiaivelal wrwyehes ae) were 


Practice Exercises: PE 4-6A, PE 4-6B 


ee Suda is 
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End-of-Period Spreadsheet (Work Sheet) 


Accountants often use working papers for analyzing and summarizing data. Such 

“working papers are not a formal part of the accounting records. This is in contrast 
to the chart of accounts, the journal, and the ledger, which are essential parts of 
an accounting system. Working papers are usually prepared by using a computer 
spreadsheet program such as Microsoft’s Excel.™ 

The end-of-period spreadsheet shown in Exhibit 1 is a working paper used to 
summarize adjusting entries and their effects on the accounts. As illustrated in the 
chapter, the financial statements for NetSolutions can be prepared directly from the 
spreadsheet’s Adjusted Trial Balance columns. 

Some accountants prefer to expand the end-of-period spreadsheet shown in 
Exhibit 1 to include financial statement columns. Exhibits 18 through 22 illustrate 
the step-by-step process of how to prepare this expanded spreadsheet. As a basis 
for illustration, NetSolutions is used. 


Step 1. Enter the Title 
The spreadsheet is started by entering the following data: 


1. Name of the business: NetSolutions 
2. Type of working paper: End-of-Period Spreadsheet 
3. The period of time: For the Two Months Ended December 31, 2011 


Exhibit 18 shows the preceding data entered for NetSolutions. 


Step 2. Enter the Unadjusted Trial Balance 


Enter the unadjusted trial balance on the spreadsheet. The spreadsheet in Exhibit 18 
shows the unadjusted trial balance for NetSolutions at December 31, 2011. 


Step 3. Enter the Adjustments 


The adjustments for NetSolutions from Chapter 3 are entered in the Adjustments col- 
umns, as shown in Exhibit 19. Cross-referencing (by letters) the debit and credit of 
each adjustment is useful in reviewing the spreadsheet. It is also helpful for identifying 
the adjusting entries that need to be recorded in the journal. This cross-referencing 
process is sometimes referred to as keying the adjustments. 

The adjustments are normally entered in the order in which the data are assembled. 
If the titles of the accounts to be adjusted do not appear in the unadjusted trial bal- 
ance, the accounts are inserted in their proper order in the Account Title column. 
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Turn Exhibit 19 


Turn Exhibit 20 


Turn Exhibit 21 


are) 


(b) 


(c) 


(d) 


(e) 


(f) 


The adjusting entries for NetSolutions entered in the Adjustments columns are: 


Supplies. The supplies account has a debit balance of $2,000. The cost of the supplies 
on hand at the end of the period is $760. The supplies expense for December is the 
difference between the two amounts, or $1,240 ($2,000 — $760). The adjustment is 
entered as (1) $1,240 in the Adjustments Debit column on the same line as Supplies 
Expense and (2) $1,240 in the Adjustments Credit column on the same line as Supplies. 


Prepaid Insurance. The prepaid insurance account has a debit balance of $2,400. 
This represents the prepayment of insurance for 12 months beginning Dec. 1. Thus, 
the insurance expense for December is $200 ($2,400 + 12). The adjustment is entered 
as (1) $200 in the Adjustments Debit column on the same line as Insurance Expense 
and (2) $200 in the Adjustments Credit column on the same line as Prepaid Insurance. 


Unearned Rent. The unearned rent account had a credit balance of $360. This bal- 
ance represents the receipt of three months’ rent, beginning with December. Thus, 
the rent revenue for December is $120 ($360 + 3). The adjustment is entered as 
(4) $120 in the Adjustments Debit column on the same line as Unearned Rent and 
(2) $120 in the Adjustments Credit column on the same line as Rent Revenue. 
Accrued Fees. Fees accrued at the end of December but not recorded total $500. This 
amount is an increase in an asset and an increase in revenue. The adjustment is entered 
as (1) $500 in the Adjustments Debit column on the same line as Accounts Receivable 
and (2) $500 in the Adjustments Credit column on the same line as Fees Earned. 
Wages. Wages accrued but not paid at the end of December total $250. This amount 
is an increase in expenses and an increase in liabilities. The adjustment is entered as 
(1) $250 in the Adjustments Debit column on the same line as Wages Expense and 
(2) $250 in the Adjustments Credit column on the same line as Wages Payable. 
Depreciation. Depreciation of the office equipment is $50 for December. The ad- 
justment is entered as (1) $50 in the Adjustments Debit column on the same line as 
Depreciation Expense and (2) $50 in the Adjustments Credit column on the same line 
as Accumulated Depreciation. 


After the adjustments have been entered, the Adjustments columns are totaled 


to verify the equality of the debits and credits. The total of the Debit column must 
equal the total of the Credit column. 


Step 4. Enter the Adjusted Trial Balance 


The adjusted trial balance is entered by combining the adjustments with the unad- 
justed balances for each account. The adjusted amounts are then extended to the 
Adjusted Trial Balance columns, as shown in Exhibit 20. 


To illustrate, the cash amount of $2,065 is extended to the Adjusted Trial Balance 


Debit column since no adjustments affected Cash. Accounts Receivable has an initial 
balance of $2,220 and a debit adjustment of $500. Thus, $2,720 ($2,220 + $500) is 
entered in the Adjusted Trial Balance Debit column for Accounts Receivable. The 


same process continues until all account balances are extended to the Adjusted Trial 
Balance columns. 


After the accounts and adjustments have been extended, the Adjusted Trial Bal- 


ance columns are totaled to verify the equality of debits and credits. The total of the 
Debit column must equal the total of the Credit column. 


Step 5. Extend the Accounts to the Income 
Statement and Balance Sheet Columns 


The adjusted trial balance amounts are extended to the Income Statement and Bal- 
ance Sheet columns. The amounts for revenues and expenses are extended to the 
Income Statement column. The amounts for assets, liabilities, owner’s capital, and 
drawing are extended to the Balance Sheet columns.3 


3 The balances of the owner's capital and drawing accounts are extended to the Balance 
does not have separate Statement of Owner's Equity columns. 


Sheet columns because the spreadsheet 
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The first account listed in the Adjusted Trial Balance columns is Cash with a debit 
balance of $2,065. Cash is an asset, is listed on the balance sheet, and has a debit 
balance. Therefore, $2,065 is extended to the Balance Sheet Debit column. The Fees 
Earned balance of $16,840 is extended to the Income Statement Credit column. The 
Same process continues until all account balances have been extended to the proper 
columns, as shown in Exhibit 21. 


Step 6. Total the Income Statement and Balance Sheet 
Columns, Compute the Net Income or Net Loss, and 
Complete the Spreadsheet 


After the account balances are extended to the Income Statement and Balance Sheet 
columns, each of the columns is totaled. The difference between the two Income 
Statement column totals is the amount of the net income or the net loss for the 
period. This difference (net income or net loss) will also be the difference between 
the two Balance Sheet column totals. 

If the Income Statement Credit column total (total revenue) is greater than the In- 
come Statement Debit column total (total expenses), the difference is the net income. 
If the Income Statement Debit column total is greater than the Income Statement 
Credit column total, the difference is a net loss. 

As shown in Exhibit 22, the total of the Income Statement Credit column is $16,960, 
and the total of the Income Statement Debit column is $9,855. Thus, the net income 
for NetSolutions is $7,105 as shown below. 


Total of Income Statement Credit column (revenues) $16,960 
Total of Income Statement Debit column (expenses) 9,855 
Net income (excess of revenues over expenses) SS IAKOS 


The amount of the net income, $7,105, is entered in the Income Statement Debit 
column and the Balance Sheet Credit column. Net income is also entered in the Ac- 
count Title column. Entering the net income of $7,105 in the Balance Sheet Credit 
column has the effect of transferring the net balance of the revenue and expense 
accounts to the owner’s capital account. 

If there was a net loss instead of net income, the amount of the net loss would be 
entered in the Income Statement Credit column and the Balance Sheet Debit column. 
Net loss would also be entered in the Account Title column. 


After the net income or net loss is entered on the spreadsheet, the Income Statement 


and Balance Sheet columns are totaled. The totals of the two Income Statement columns 
must now be equal. The totals of the two Balance Sheet columns must also be equal. 


Turn Exhibit 21 


Turn Exhibit 22 
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EXHIBIT 18 


NetSolutions 


Spreadsheet (Work Sheet) with Unadjusted Trial Balance Entered 


| _ End-of-Period Spreadsheet (Work Sheet) 


| For the Two Months Ended December 31, 2011 


Unadjusted 


Adjusted 


Trial Balance 


Adjustments 


Trial Balance a Income Statement 


Balance Sheet 


6| Account Title 


Dr. 


Dr. 


Cr: 


Dr. Gr: Dr. Cre 


8} Cash 


9} Accounts Receivable 


| 10 Supplies 


| 11| Prepaid Insurance 


12) Land 


13] Office Equipment 


14| Accumulated Depreciation 


15| Accounts Payable 


IE 
900] 


16) Wages Payable 


17| Unearned Rent 360 
18] Chris Clark, Capital 25,000] | | 
19] Chris Clark, Drawing 4,000 nl 
Fees Earned 16,340 es 
Rent Revenue | 
| 22| Wages Expense 4,275 
Supplies Expense 800 [ 
Rent Expense 1,600 || LL 
Utilities Expense 985 |. 
3 | Insurance Expense 
Depreciation Expense 
28 | Miscellaneous Expense 455 L 
42,600} 42,600 | 
“bh | 


The spreadsheet (work sheet) 
is used for summarizing the 


effects of adjusting entries. It 
also aids in preparing financial 
statements. 


excel 


SUCCESS 
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A spreadsheet can be used to prepare the income statement, the statement of owner’s 
equity, and the balance sheet from the adjusted trial balance, as shown in the Excel 
Success section. The Excel Success sections from Chapters 2, 3, and 4. can be 


combined to perform steps 1-8 (excluding 5) of the accounting cycle, as diagramed in 
Exhibit 8 as follows: 


Chapter 2: 

if Analyze and prepare journal entries in the spreadsheet. 

7. Post transactions to spreadsheet ledger accounts. 

3h Prepare in a spreadsheet an unadjusted trial balance from ledger balances. 
Chapter 3: 

4. Assemble and analyze adjustment data. 

6. Journalize and post adjusting entries to the spreadsheet ledger accounts. 

i fe Prepare in a spreadsheet the adjusted trial balance from the adjusted ledger balances. 
Chapter 4: 

8. Prepare financial statements from the adjusted trial balance. 


Thus, the spreadsheet can be used as an alternative to the manual accounting system. 
An accounting system on a spreadsheet has the advantage of minimizing mathematical 
errors and simplifying changes and corrections. 


A spreadsheet can also be used as a multi-column worksheet summarizing the flow of 
adjustments to the final statements, as shown in Exhibit 2. The Exhibit 2 spreadsheet is 
not part of the formal accounting system, but can be used as an optional step within the 
accounting cycle, as shown in step five of Exhibit 8. 


In the next chapter we will introduce accounting system approaches that are used with 
more complex businesses. 
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Ata Glance 


Be Describe the flow of accounting information from the unadjusted trial balance into the adjusted trial 
balance and financial statements. 


Key Points Exhibit 1 illustrates the end-of-period process by which accounts are adjusted and how the 
adjusted accounts flow into the financial statements. 


Learning Outcomes Example Practice 
or, Exercises Exercises 


* Using an end-of-period spreadsheet, describe how the unadjusted EE4-1 PE4-1A, 4-1B 
trial balance accounts are affected by adjustments and how the 
adjusted trial balance accounts flow into the income statement and 
balance sheet. 


2 Prepare financial statements from adjusted account balances. 


Key Points Using the end-of-period spreadsheet shown in Exhibit 1, the income statement and balance 
sheet for NetSolutions can be prepared. The statement of owner’s equity is prepared by referring to 
transactions that have been posted to owner's capital accounts in the ledger. A classified balance sheet 


has sections for current assets; property, plant, and equipment; current liabilities; long-term liabilities; 
and owner’s equity. 


Learning Outcomes Example Practice 


Exercises Exercises 
* Describe how the net income or net loss from the period can be 


determined from an end-of-period spreadsheet. 


* Prepare an income statement, statement of owner’s equity, and a EE4-2 PE4-2A, 4-2B 
balance sheet. 


* Indicate how accounts would be reported on a classified balance sheet. EE4-3 PE4-3A, 4-3B 


EE I I I TET TT LET IL I TT TT TT LTS RTT TTI OP EP PREPRESS a a a 
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Prepare closing entries. 


Key Points Four entries are required in closing the temporary accounts. The first entry closes the revenue 
accounts to Income Summary. The second entry closes the expense accounts to Income Summary. The third 
entry closes the balance of Income Summary (net income or net loss) to the owner’s capital account. The 


fourth entry closes the drawing account to the owner’s capital account. 


After the closing entries have been posted to the ledger, the balance in the capital account agrees 
with the amount reported on the statement of owner’s equity and balance sheet. In addition, the revenue, 


expense, and drawing accounts will have zero balances. 


Learning Outcomes 
* Prepare the closing entry for revenues. 
* Prepare the closing entry for expenses. 


* Prepare the closing entry for transferring the balance of Income 
Summary to the owner’s capital account. 


* Prepare the closing entry for the owner’s drawing account. 


Example 
Exercises 
EE4-4 


EE4-4 
EE4-4 


EE4-4 


Practice 
Exercises 
PE4-4A, 4-4B 
PE4-4A, 4-4B 
PE4-4A, 4-4B 


PE4-4A, 4-4B 
EE isc 


Describe the accounting cycle. 


Key Points The 10 basic steps of the accounting cycle are as follows: 


. Transactions are analyzed and recorded in the journal. 
Transactions are posted to the ledger. 

An unadjusted trial balance is prepared. 

Adjustment data are assembled and analyzed. 

An optional end-of-period spreadsheet is prepared. 
Adjusting entries are journalized and posted to the ledger. 
An adjusted trial balance is prepared. 

Financial statements are prepared. 

Closing entries are journalized and posted to the ledger. 


peo EO ON 


aN 
oS 


. A post-closing trial balance is prepared. 


: 
: 


Learning Outcomes 
* List the 10 steps of the accounting cycle. 


* Determine whether any steps are out of order in a listing of 
accounting cycle steps. 


* Determine whether there are any missing steps in a listing of 
accounting cycle steps. 


<8 Illustrate the accounting cycle for one period. 


Example 
Exercises 


Practice 
Exercises 


PE4-5A, 4-5B 


Key Points The complete accounting cycle for Kelly Consulting for the month of April is described and il- 


lustrated on pages 165-175. 


Learning Outcomes 


* Complete the accounting cycle for a period from beginning to end. 
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Explain what is meant by the fiscal year and the natural business year. 


Key Points The annual accounting period adopted by a business is its fiscal year. A company’s fiscal year 
that ends when business activities have reached the lowest point in its annual operating cycle is called the 
natural business year. 


Learning Outcomes 


* Explain why companies use a fiscal year that is different from the calendar year. 


Describe and illustrate the use of working capital and the current ratio in evaluating a company’s 
financial condition. 


Key Points The ability to convert assets into cash is called liquidity, while the ability of a business to pay 
its debts is called solvency. Two financial measures for evaluating a business’s short-term liquidity and sol- 
vency are working capital and the current ratio. Working capital is computed by subtracting current liabilities 
from current assets. An excess of current assets over current liabilities implies that the business is able to 
pay its current liabilities. The current ratio is computed by dividing current assets by current liabilities. The 
current ratio is more useful than working capital in making comparisons across companies or with industry 
averages. 


: 
: 


Learning Outcomes Example Practice 
' Exercises Exercises 
* Define liquidity and solvency. 
* Compute working capital. EE4-6 PE4-6A, 4-6B 
* Compute the current ratio. EE4-6 PE4-6A, 4-6B 
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Key Terms 

accounting cycle (164) current ratio (180) notes receivable (157) 

clearing account (159) fiscal year (178) permanent (real) accounts (158) 
closing entries (158) fixed (plant) assets (157) solvency (179) 

closing process (158) Income Summary (159) temporary (nominal) accounts (158) 
closing the books (158) liquidity (179) working capital (179) 

current assets (157) long-term liabilities (157) 


current liabilities (157) natural business year (179) 
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Illustrative Problem 


Three years ago, T. Roderick organized Harbor Realty. At July 31, 2012, the end of the 
current fiscal year, the following end-of-period spreadsheet was prepared: 


a Harbor Realty) : 
ss End- -of- -Period Ut bree s | 
___ For the Year E Ended July 31, 2012 Biche Bes < sane 

Unadjusted elon eR: % “Adjusted 
| TrialBalance | sat Mo Trial Balance 
pee a sOre |.” Or Ce On eee 
a - A257 
| _7,000) " Se 

es a.) ee NRE) BET 

Per ropa Insurance lon aera] eee AD) S18) B05): © 
12) Office Equipment ie es) eee Lae) 53,650) | 
(13 Accum. Depreciation = || ca 100 L(c) 4,950) 14, 650, 
44 Accounts Payable pigeaisted ee Q Doh. ee. [| 925) 
= 8 | Unearned Pees a Ono ee Lo A250) 500) | 750) 
| | | | . 440, 
29,000, 
__ 60,625) 
Bt “Miscellaneous Expense _ eS a os ee b ee ey 
28) e | 100,000' 100,000/ 8,095 8,095’ 106,390| 106,390) 

& 

Instructions ae 


1. Prepare an income statement, a statement of owner’s equity (no additional invest- 
ments were made during the year), and a balance sheet. 


2. On the basis of the data in the end-of-period spreadsheet, journalize the closing 


entries. 
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Solution 


Harbor Realty 


are 


Income Statement 
For the Year Ended July 31, 2012 


FOS Garmed iss wesacseercn uta wy aeirs bei tag la echt oA Raa NS tah bege sare Uaterau eR erase $60,625 


Expenses: 
Wag @Sex Dense: ane seradens oh roleie rat sinarene oct cisicyscere etevarers thames tStecanuileier die, a nat Nehr al $22,855 


| Depreciation Expenses averer tees 4 israitiwte ole ore ereueyspeca we be o) eraeie alonp) aeutatenegelleasl 4,950 
REMUEXPEMSE? Riese where debonta eke elated osaiesen thsse lensgei oy eliste aires ala lge Vaubce esein cuaenstntns 4,200 
| UTIL TI@S*EX PONS Oren: cent els Mesa onetotsbints nd aneletone hein atmtniets) elssmie epanaleie an eteuaatty ZENS) 
SUDO PLIES EXPENSE ah crorae Metra inet iol oetelorone siptelovonetale lala) QtererwaerotecetelelenevatalaPeraatake oy 890 


ISUPAMCETEXPEMSGaiiehl< ciate. seerh sie ohare aleceta olaieravere arebbere catvetenelatenstorelatello eu-neetelieuarrts 5 
MiscellaneOus-exPense te cinadraiarresrjansnrektrn aneyaysiel oleh sic: seyerecoroaetoratetstay Gnas tmtco ta ate 1,505 
Total:exPensesios enisiead tasmanian. Se MOORE Ser OO Me CT OT re Tey 37,430 
Neat taco ai coment EAR? CO MreThESHIA Chia Seetalsedekics bao ea cee oro ron Son Gann tyr $23,195 


en eer ee pene teens inaiceme aN 


Harbor Realty 
/ Statement of Owner's Equity 
For the Year Ended July 31, 2012 


a eolcRodetick capital, vAUgUstalie2 OTs yaccas rset crecs.ccrtciaeeets) crete at cenra rel emiaeeenne $29,000 


Sapper emer metre eoemnmeermennseeee 


| Netincome fon the years iva cats ad Secale nen saapspe eaaltetenc tiie bate Nv Stapeinee oe tena $23,195 
| SSS AMAR aN AIS Spee ia alsin 3a kh cae BAR oa bialcae yh a hth ea oer rag ene se 5,200 
| INGKEASE TIMOWMENS:SQUILY’ gf oicleiacclc,ocayo-craie tint obs ot eval A eWaseiipeecen allele pn iciet Otines tea aeaeene 17,995 
be Rodenickwcapitall Suly Si1s:2 OM Denia at ac torte tear HeLa tei Mt aad ta eo $46,995 


Sai at SN cS it St ASE Si SSN a ceca, 


Harbor Realty | 


Balance Sheet 


July 31, 2012 


Assets Liabilities 


Current assets: Current liabilities: 
(CET I hhh aerate ie Seely “ee Morena aa $ 3,425 ACCOUNTS Daya Dlelonnsitatw essen ena ae $925 
Aecounts receivable...) ce cent enn 8,000 Ulnearniedtfees.2h) se Fest Lo shires 750 
SUDPUES merase metre ctnsditinaciiecitciscise pane 380 Wages payable :ciscvchae etl. opietees 440 
Prepalciifsuranceranysccccce.« ccecmoreates 305 Total abilitiesic ss cscs ce cn ocrenn nen S25 
fotaliclirrentassetsi.., au. uase senile $12,110 
Property, plant, and equipment: 
OMiGSlEGUIPMEME arurcevedie oc Malco aon $51,650 
Less accum. depreciation................ 14,650 Owner’s Equity | 
i 
| 


SR, 


Total property, plant, Te Roderick;capltallalcs sa aneereenee eae 46,995 
ANG EQuIPMeNitekeis ek noe rene ae _37,000 Total liabilities and 
MOCANASSEUS an ahaa | Seem ea eiema nae ean iareitne $49,110 owner's equity 


cp cetera enacene goer 


ARS OS 


$49,110 
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Me 

Journal Page : 
: Des Post. 
ate Description Ref. Debit Credit | 
: 
2012 Closing Entries 
July |31] Fees Earned 60,625 
Income Summary 60,625 
31} Income Summary 37,430 | 
Wages Expense 22,855 
Depreciation Expense 4,950 | 
Rent Expense 4,200 | | 
Utilities Expense Pool AN) 
Supplies Expense 890 i 
Insurance Expense B45 | 
Miscellaneous Expense 1,505 
31] Income Summary 23,195 | 

T. Roderick, Capital 23,195 

31] T. Roderick, Capital 5,200 
T. Roderick, Drawing 5,200 


Why do some accountants prepare an end-of- 
period spreadsheet? 


Describe the nature of the assets that compose the 
following sections of a balance sheet: (a) current 
assets, (b) property, plant, and equipment. 


What is the difference between a current liability 
and a long-term liability? 


What types of accounts are referred to as tempo- 
rary accounts? 


Why are closing entries required at the end of an 
accounting period? 


10. 


What is the difference between adjusting entries 
and closing entries? 


What is the purpose of the post-closing trial 
balance? 


(a) What is the most important output of the 
accounting cycle? (b) Do all companies have an 
accounting cycle? Explain. 


What is the natural business year? 


The fiscal years for several well-known companies 
are as follows: 


Company Fiscal Year Ending Company Fiscal Year Ending 
—, Sears January 30 Home Depot January 31 
: JCPenney January 30 Tiffany & Co. January 31 
: Target Corp. January 30 Limited Brands, Inc. January 31 


*rserceemseperense 


What general characteristic shared by these companies explains why they do not have 
fiscal years ending December 31? 
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Practice Exercises 


Learning Example 
Objectives Exercises 


OBJ.1 EE 4-1 p 154 PE4-1A_ Flow of accounts into financial statements 
The balances for the accounts listed below appear in the Adjusted Trial Balance columns 
of the end-of-period spreadsheet. Indicate whether each account would flow into the 
income statement, statement of owner’s equity, or balance sheet. 


1. Accounts Receivable 5. Rent Revenue 
. Depreciation Expense—Equipment Supplies Expense 


Unearned Revenue 


go MS 


Z 
3. Jean Kehler, Capital 
4 


. Office Equipment Wages Payable 


OBJ.1 EE4-1 » 1/54 PE4-1B_ Flow of accounts into financial statements 
The balances for the accounts listed below appear in the Adjusted Trial Balance columns of 
the end-of-period spreadsheet. Indicate whether each account would flow into the income 
statement, statement of owner’s equity, or balance sheet. 


1. Accumulated Depreciation—Building 5. Prepaid Rent 

2. Cash 6. Supplies 

3. Fees Earned 7. Vincent Schafer, Drawing 
4. Insurance Expense 8. Wages Expense 


OBJ. 2 EE 4-2 » 156 PE4-2A Statement of owner’s equity 


Judy Flint owns and operates Derby Advertising Services. On January 1, 2011, Judy Flint, 
Capital had a balance of $290,000. During the year, Judy invested an additional $100,000 
and withdrew $40,000. For the year ended December 31, 2011, Derby Advertising Ser- 
vices reported a net income of $93,750. Prepare a statement of owner’s equity for the 
year ended December 31, 2011. 


OBJ.2 EE4-2 » 1/56 PE4-2B Statement of owner’s equity 


Mavis Curry owns and operates A2Z Delivery Services. On January 1, 2011, Mavis Curry, 
Capital had a balance of $600,000. During the year, Mavis made no additional investments 
and withdrew $45,000. For the year ended December 31, 2011, A2Z Delivery Services 


reported a net loss of $13,500. Prepare a statement of owner’s equity for the year ended 
December 31, 2011. 


OBJ.2 EE 4-3 p.j57 PE4-3A Classified balance sheet 


The following accounts appear in an adjusted trial balance of Pilot Consulting. Indicate 
whether each account would be reported in the (a) current asset; (b) property, plant, 
and equipment; (c) current liability; (d) long-term liability; or (e) owner’s equity section 
of the December 31, 2011, balance sheet of Pilot Consulting. 

1. Building 5. Salaries Payable 

2. Marty Ramsey, Capital 

3. Notes Payable (due in 2017) 
4. Prepaid Rent 


Supplies 
Taxes Payable 


Oy Seo 


Unearned Service Fees 


Learning 
Objectives 


OBJ.2 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


Example 
Exercises 


EE 4-3 p.157 


EE 4-4 1161 


EE 4-4 p16! 


EE 4-5 p. 164 


EE 4-5 p. 164 
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PE 4-3B Classified balance sheet 


The following accounts appear in an adjusted trial balance of F-18 Consulting. Indicate 
whether each account would be reported in the (a) current asset; (b) property, plant, 
and equipment; (c) current liability; (d) long-term liability; or (e) owner’s equity section 
of the December 31, 2011, balance sheet of F-18 Consulting. 


1. Accounts Payable 5. Jess Garza, Capital 

2. Accounts Receivable 6. Note Payable (due in 2018) 
3. Accumulated Depreciation—Building 7. Supplies 

4. Cash 8. Wages Payable 


PE 4-4A Closing entries 


After the accounts have been adjusted at October 31, the end of the fiscal year, the fol- 
lowing balances were taken from the ledger of Silver Gate Delivery Services Co.: 


Mira Craig, Capital $800,000 
Mira Craig, Drawing 125,000 
Fees Earned 700,000 
Wages Expense 400,000 
Rent Expense 75,000 
Supplies Expense 16,000 
Miscellaneous Expense 5,000 


Journalize the four entries required to close the accounts. 


PE 4-4B Closing entries 


After the accounts have been adjusted at June 30, the end of the fiscal year, the following 
balances were taken from the ledger of Hillcrest Landscaping Co.: 


Bryan Orr, Capital $275,000 
Bryan Orr, Drawing 25,000 
Fees Earned 400,000 
Wages Expense 280,000 
Rent Expense 40,000 
Supplies Expense 3,000 
Miscellaneous Expense 12,000 


Journalize the four entries required to close the accounts. 


PE 4-5A Accounting cycle 
From the following list of steps in the accounting cycle, identify what two steps are missing. 


Transactions are analyzed and recorded in the journal. 

An unadjusted trial balance is prepared. 

Adjustment data are assembled and analyzed. 

An optional end-of-period spreadsheet is prepared. 
Adjusting entries are journalized and posted to the ledger. 
An adjusted trial balance is prepared. 

Closing entries are journalized and posted to the ledger. 


ro mm on op 


A post-closing trial balance is prepared. 


PE 4-5B Accounting cycle 
From the following list of steps in the accounting cycle, identify what two steps are missing. 


a. Transactions are analyzed and recorded in the journal. 


b. Transactions are posted to the ledger. 
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Learning Example 
Objectives Exercises 


OBJ.7 «EE 4-6 pp. 180 


OBJ.7 EE 4-6 p) 180 


OBJ.1,2 


OBJ. 1, 2 


An unadjusted trial balance is prepared. 

An optional end-of-period spreadsheet is prepared. 
Adjusting entries are journalized and posted to the ledger. 
An adjusted trial balance is prepared. 


Financial statements are prepared. 


St aoc. Oo 


A post-closing trial balance is prepared. 


PE 4-6A Working capital and current ratio 
The following balance sheet data for Mayer Company are shown below. 


2012 2011 
Current assets $840,000 $1,430,000 
Current liabilities 600,000 550,000 


a. Determine the working capital and current ratio for 2012 and 2011. 


b. Does the change in the current ratio from 2011 to 2012 indicate a favorable or an 
unfavorable trend? 


PE 4-6B Working capital and current ratio 
The following balance sheet data for Finn Company are shown below. 


J 2012 2011 
Current assets $288,000 $171,000 
Current liabilities 120,000 90,000 


a. Determine the working capital and current ratio for 2012 and 2011. 


b. Does the change in the current ratio from 2011 to 2012 indicate a favorable or an 
unfavorable trend? 


EX 4-1 Flow of accounts into financial statements 


The balances for the accounts listed below appear in the Adjusted Trial Balance columns 
of the end-of-period spreadsheet. Indicate whether each account would flow into the 
income statement, statement of owner’s equity, or balance sheet. 


1. Accounts Payable 6. Supplies 

2. Accounts Receivable 7. Unearned Rent 

3. Cash 8. Utilities Expense 
4. Dora Kovar, Drawing 9. Wages Expense 
5. Fees Earned 10. Wages Payable 


EX 4-2 Classifying accounts 


Balances for each of the following accounts appear in an adjusted trial balance. Identify 
each as (a) asset, (b) liability, (c) revenue, or (d) expense. 


1. Accounts Receivable 7. Rent Revenue 

2. Equipment 8. Salary Expense 
3. Fees Earned 9. Salary Payable 

4. Insurance Expense 10. Supplies 

5. Prepaid Advertising 11. Supplies Expense 
6. Prepaid Rent 12 


. Unearned Rent 
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OBJ. 1,2 EX 4-3 Financial statements from the end-of-period spreadsheet 


Pacifica Consulting is a consulting firm owned and operated by Tara Milsap. The end- 
of-period spreadsheet shown below was prepared for the year ended August 31, 2012. 


De 


ee Pacifica Consulting | 
as g | : End-of-Period Spreadsheet = 
oe this i For the Year Ended August 31, 2012 
Le SA Unadjusted = = =| (| __ Adjusted 
| SS Trial Balance | = Adjustments =——sTrial Balance i 
_6)AccountTitle == : Dro Grete Dice Ce Dr. Cr. 


i 
| 8 Ce are Par ae 
9 Accounts Receivable 500. | | | 
10) Supplies | 2,400 ie (a) 2,000, 400) | 
11 Office Equipment ___ 18,500 | | 
12 Accumulated Depreciation 
13 Accounts Payable 


th 
ao 
fo) 
ie 
i 
| 
=; 
= 
oe 
I 
— 
NO 
=) 
Si 
Oo 
~s 
is) 
S 


Tara Milsap, Drawing 


46 
{os Be 


3,500 
. T 
| 


| 
.—mc Ele eR eels ___15,000, 
Ez, : | 


H i 
a = es srt a — as <= _ 


Based on the preceding spreadsheet, prepare an income statement, statement of owner’s 
equity, and balance sheet for Pacifica Consulting. 


OBJ. 1,2 EX 4-4 Financial statements from the end-of-period spreadsheet 


Three Winds Consulting is a consulting firm owned and operated by Gabriel Brull. The 
following end-of-period spreadsheet was prepared for the year ended June 30, 2012. 


1 2 Hiiways a yoitw a Three Winds Consulting _ al 
| ee ah ___ End-of-Period Spreadsheet 
3 Ct Cd Fror'the Year Ended June 30, 2012 _ 
[4 __Unadjusted | Adjusted 
Le, ___TrialBalance Adjustments —__—iTrial Balance 
~6| Account Title none? 12 Dk Craniac Di Cr. a ee: 
Z | 


Cash Lae | 
Accounts Receivable 
10 Supplies 4 
1| Office Equipment _ 
12) Accumulated Depreciation | 


15) Gabriel Brull, Capital 


18| Salary Expense _ 


' | 
i | a ee 


Based on the preceding spreadsheet, prepare an income statement, statement of owner’s 
equity, and balance sheet for Three Winds Consulting. 


192 Chapter 4 Completing the Accounting Cycle 


OBJ. 2 
¥ Net income, 
$89,600 


OBJ.2 
V Net loss, $36,600 


OBJ. 2 


Internet Project 


V a. Net income: $98 


OBJ. 2 


V Lisa DuBois, capital, 
Oct. 31, 2012: 
$635,000 


OBJ.2 


V Erica Kilty, capital, 
June 30, 2012: 
$346,500 


EX 4-5 Income statement 
The following account balances were taken from the adjusted trial balance for On-Time 
Messenger Service, a delivery service firm, for the current fiscal year ended April 30, 2012: 


Depreciation Expense § 6400 Rent Expense $ 48,400 
Fees Earned 340,000 Salaries Expense 171,040 
Insurance Expense 1,200 Supplies Expense 2,200 
Miscellaneous Expense 2,600 Utilities Expense 18,560 


Prepare an income statement. 


EX 4-6 Income statement; net loss 


The following revenue and expense account balances were taken from the ledger of 
Graphics Services Co. after the accounts had been adjusted on February 29, 2012, the 
end of the current fiscal year: 


Depreciation Expense $ 9,000 Service Revenue $250,000 
Insurance Expense 4,000 Supplies Expense 3,000 
Miscellaneous Expense 5,000 Utilities Expense 14,600 
Rent Expense 36,000 Wages Expense 215,000 


Prepare an income statement. 


EX 4-7. Income statement 


FedEx Corporation had the following revenue and expense account balances (in millions) 
at its fiscal year-end of May 31, 2009: 


Depreciation $1,975 Purchased Transportation S 4,534 
Fuel 3,811 Rentals and Landing Fees 2,429 
Maintenance and Repairs 1,898 Revenues 35,497 
Other Expense (Income) Net 6,406 Salaries and Employee Benefits 13,767 
Provision for Income Taxes 579 


a. Prepare an income statement. 


b. «iio “Compare your income statement with the related income statement that is available 
at the FedEx Corporation Web site, which is linked to the text’s Web site at www.cengage 
-com/accounting/reeve. What similarities and differences do you see? 


EX 4-8 Statement of owner’s equity 


Fouts Systems Co. offers its services to residents in the Chicago area. Selected accounts from the 
ledger of Fouts Systems Co. for the current fiscal year ended October 31, 2012, are as follows: 


Lisa DuBois, Capital Lisa DuBois, Drawing 
20,000 | Nov.1(2011) 550,000 Jan. 31 5,000 | Oct. 31 20,000 


Oct. 31 


Oct. 31 105,000 Apr. 30 5,000 
July 31 5,000 
Oct. 31 5,000 


Income Summary 
Oct. 31 375,000 | Oct. 31 480,000 
31 105,000 


Prepare a statement of owner’s equity for the year. 


EX 4-9 Statement of owner’s equity; net loss 


Selected accounts from the ledger of Balboa Sports for the current fiscal year ended June 
30, 2012, are as follows: 


Erica Kilty, Capital 


Erica Kilty, Drawing 


June 30 42,000 | July 1(2011) 398,500 Sept. 30 2,500 | June 30 10,000 
30 10,000 Dec. 31 2,500 
May 31 2,500 


June 30 2,500 


OBJ.2 


OBJ.2 


OBJ.2 


V Total assets: 
$750,000 


OBJ.2 


V Corrected balance 
sheet, total assets: 
$525,000 


OBJ.3 
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Income Summary 
402,000 | June 30 360,000 
30 42,000 


June 30 


Prepare a statement of owner’s equity for the year. 


EX 4-10 Classifying assets 
Identify each of the following as (a) a current asset or (b) property, plant, and equipment: 


1. Accounts receivable 4. Equipment 


2. Building 5. Prepaid Insurance 
3. Cash 6. Supplies 
EX 4-11 Balance sheet classification 


At the balance sheet date, a business owes a mortgage note payable of $480,000, the 
terms of which provide for monthly payments of $2,500. 


“uma §=Explain how the liability should be classified on the balance sheet. 


EX 4-12 Balance sheet 


My-Best Weight Co. offers personal weight reduction consulting services to individuals. 
After all the accounts have been closed on November 30, 2012, the end of the current 
fiscal year, the balances of selected accounts from the ledger of My-Best Weight Co. are 
as follows: 


Accounts Payable S$ 34,500 Land $400,000 
Accounts Receivable 83,120 Prepaid Insurance 19,200 
Accumulated Depreciation—Equipment 103,900 Prepaid Rent 12,000 
Blanca Tierney, Capital 692,000 Salaries Payable 13,500 
Cash ? Supplies 2,080 
Equipment 300,000 Unearned Fees 10,000 


Prepare a classified balance sheet that includes the correct balance for Cash. 


EX 4-13 Balance sheet 
List the errors you find in the following balance sheet. Prepare a corrected balance sheet. 
Poshe Services Co. 


Balance Sheet 
For the Year Ended May 31, 2012 


Assets Liabilities 
Current assets: Current liabilities: 
GaSe ht tiacca' $ 14,000 Accounts receivable....... § 32,500 
Accounts payable........ 24,000 Accum. depr.—building... 155,000 
SUNOS tiers a re eae sreas 6,500 Accum. depr.—equipment 25,000 
Prepaid insurance........ 12,000 Netiincome we. athe een 135,000 
We) 0yo Oe Re ae Shs SSS 180,000 TOtaliliaDHItES same aan as cure $347,500 
Total current assets..... $236,500 
Property, plant, Owner's Equity 
and equipment: 
SUC line beepmeodtasesaeete $375,000 Wages payable ............. S200 
Holi o/ngtlaltneeete on ecnene 85,000 Hector Delgado, capital ..... 498,500 
Total property, plant, Total owner's equity......... 501,000 
and equipment ...... 612,000 Total liabilities and 
MOtaltaSSGlSe tian cris cise: $848,500 owner's equity ............ $848,500 


EX 4-14 Identifying accounts to be closed 
From the list at the top of the next page, identify the accounts that should be closed to 
Income Summary at the end of the fiscal year: 
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OBJ.3 


OBJ.3 


OBJ.3 


OBJ. 3 


OBJ.3 


V Correct column 
totals, $129,500 


a. Accounts Payable g. Fees Earned 

b. Accumulated Depreciation—Equipment h. Land 

c. Depreciation Expense—Equipment i. Supplies 

d. Equipment j. Supplies Expense 
e. Fauzi Hanna, Capital k. Wages Expense 
f. Fauzi Hanna, Drawing 1. Wages Payable 


EX 4-15 Closing entries 
Prior to its closing, Income Summary had total debits of $815,000 and total credits of $1,280,000. 


«~~~ Briefly explain the purpose served by the income summary account and the 
nature of the entries that resulted in the $815,000 and the $1,280,000. 


EX 4-16 Closing entries with net income 

After all revenue and expense accounts have been closed at the end of the fiscal year, 
Income Summary has a debit of $315,000 and a credit of $449,500. At the same date, 
Faye Barnes, Capital has a credit balance of $750,000, and Faye Barnes, Drawing has 
a balance of $40,000. (a) Journalize the entries required to complete the closing of the 
accounts. (b) Determine the amount of Faye Barnes, Capital at the end of the period. 


EX 4-17 Closing entries with net loss 

Imex Services Co. offers its services to individuals desiring to improve their personal im- 
ages. After the accounts have been adjusted at March 31, the end of the fiscal year, the 
following balances were taken from the ledger of Imex Services Co. 


Margo Hoskins, Capital $300,000 Rent Expense $40,000 
Margo Hoskins, Drawing 15,000 Supplies Expense 20,000 
Fees Earned 180,000 Miscellaneous Expense 7,500 
Wages Expense 90,000 


Journalize the four entries required to close the accounts. 


EX 4-18 Identifying permanent accounts 
Which of the following accounts will usually appear in the post-closing trial balance? 


Accounts Payable g. Fees Earned 
Accumulated Depreciation h. Office Equipment 
Anthony Adams, Capital i. Salaries Expense 


Anthony Adams, Drawing Salaries Payable 


Cash k. Supplies 
Depreciation Expense 


= 0 & OTe 


EX 4-19 Post-closing trial balance 


An accountant prepared the following post-closing trial balance: 


Gypsy Treasures Co. 
Post-Closing Trial Balance 
March 31, 2012 
Debit Credit 

Balances Balances 
CASI nica acPiaraca sc inipia’s wv «acs « aveves acne yolk SPEER Caen oS eee er 18,000 
ACCOUNTS REGEIVADIE, 0. cick adun os Re ee 31,000 
SUP PGS are ee vec 1 ss «<< uica ack ao cee aR om 5,500 
EQUESIVE ME. Riess vsclcvitins +s ten Seen ens een ane 75,000 
Accumulated Depreciation—Equipment................cc0ceeeee ee 19,000 
INGCORINES REY SISNET Ae «skins REE ie coe arp a 11,000 
Salaries PAYED ac siic 3 aw +5 5:40 aise « 9/013 0ree oree ae 1,000 
Unéamed! Renee. 4.662.005 oie. sa: os 6,000 
Leticia Aloni, Capital... 299.00 2) (ea eee ee 92,500 


177,500 81,500 


OBJ.4 


OBJ.7 
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Prepare a corrected post-closing trial balance. Assume that all accounts have normal bal- 
ances and that the amounts shown are correct. 


EX 4-20 Steps in the accounting cycle 

Rearrange the following steps in the accounting cycle in proper sequence: 
Financial statements are prepared. 

An adjusted trial balance is prepared. 

Adjustment data are asssembled and analyzed. 

Adjusting entries are journalized and posted to the ledger. 

Closing entries are journalized and posted to the ledger. 

An unadjusted trial balance is prepared. 


Transactions are posted to the ledger. 


so moan gp 


Transactions are analyzed and recorded in the journal. 
i. An optional end-of-period spreadsheet (work sheet) is prepared. 


j. A post-closing trial balance is prepared. 


EX 4-21 Working capital and current ratio 


The following data (Gin thousands) were taken from recent financial statements of Under 
Armour, Inc.: 


December 31 
2008 ~=——-2007_ 
Current assets $396,423 $322,245 
Current liabilities 113,110 95,699 


a. Compute the working capital and the current ratio as of December 31, 2008 and 2007. 
Round to two decimal places. 

b. What conclusions concerning the company’s ability to meet its financial obligations 
can you draw from part (a)? 


EX 4-22 Working capital and current ratio 
The following data (in thousands) were taken from recent financial statements of Starbucks 
Corporation: 


Sept. 27,2009 Sept. 28, 2008 
Current assets $2,035,800 $1,748,000 
Current liabilities 1,581,000 2,189,700 


a. Compute the working capital and the current ratio as of September 27, 2009, and 
September 28, 2008. Round to two decimal places. 


b. What conclusions concerning the company’s ability to meet its financial obligations 
can you draw from part (a)? 


Appendix 
EX 4-23 Completing an end-of-period spreadsheet (work sheet) 


List (a) through (j) in the order they would be performed in preparing and completing 

an end-of-period spreadsheet (work sheet). 

a. Aad the Debit and Credit columns of the Unadjusted Trial Balance columns of the 
spreadsheet (work sheet) to verify that the totals are equal. 

b. Add the Debit and Credit columns of the Balance Sheet and Income Statement columns 
of the spreadsheet (work sheet) to verify that the totals are equal. 

c. Add or deduct adjusting entry data to trial balance amounts, and extend amounts to 


the Adjusted Trial Balance columns. 
(Continued ) 
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V Total debits of 
Adjustments 
column: $27 


V Net income: $41 


d. Add the Debit and Credit columns of the Adjustments columns of the spreadsheet 
(work sheet) to verify that the totals are equal. 

e. Add the Debit and Credit columns of the Balance Sheet and Income Statement columns 
of the spreadsheet (work sheet) to determine the amount of net income or net loss 
for the period. 

f. Add the Debit and Credit columns of the Adjusted Trial Balance columns of the 
spreadsheet (work sheet) to verify that the totals are equal. 

g. Enter the adjusting entries into the spreadsheet (work sheet), based on the adjustment 
data. 

h. Enter the amount of net income or net loss for the period in the proper Income State- 
ment column and Balance Sheet column. 

i. Enter the unadjusted account balances from the general ledger into the Unadjusted 
Trial Balance columns of the spreadsheet (work sheet). 

j. Extend the adjusted trial balance amounts to the Income Statement columns and the 
Balance Sheet columns. 


Appendix 

EX 4-24 Adjustment data on an end-of-period spreadsheet (work sheet) 

Zeidman Security Services Co. offers security services to business clients. The trial balance 
for Zeidman Security Services Co. has been prepared on the end-of-period spreadsheet 
(work sheet) for the year ended July 31, 2012, shown below. 


Zeidman Security Services Co. 
End-of-Period Spreadsheet (Work Sheet) 
For the Year Ended July 31, 2012 


Unadjusted Adjusted 
Trial Balance Adjustments Trial Balance 

Account Title Dr. Cr. Dr. Cr. Dr. Cr. 
Cash 12 
Accounts Receivable 80 
Supplies 8 
Prepaid Insurance 12 
Land 100 
Equipment 40 
Accum. Depr.—Equipment 4 
Accounts Payable 36 
Wages Payable 0 
Alex Zeidman, Capital 170 
Alex Zeidman, Drawing 8 
Fees Earned 90 
Wages Expense 20 
Rent Expense 12 
Insurance Expense 0) 
Utilities Expense 6 
Supplies Expense 0 
Depreciation Expense 0 
Miscellaneous Expense pee! picts 

300 300 


| 
i! 


The data for year-end adjustments are as follows: 
Fees earned, but not yet billed, $9. 

Supplies on hand, $3. 

Insurance premiums expired, $8. 

Depreciation expense, $4. 

Wages accrued, but not paid, $1. 


oaoge 


Enter the adjustment data, and place the balances in the Adjusted Trial Balance columns. 


Appendix 
EX 4-25 Completing an end-of-period spreadsheet (work sheet) 
Zeidman Security Services Co. offers security services to business clients. 


i : Complete th 
following end-of-period spreadsheet (work sheet) for Zeidman Security Se ‘ i 


tvices Co. 


V Alex Zeidman, 
capital, July 31, 
2012: $203 


ee 
5 # 
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Zeidman Security Services Co. 
End-of-Period Spreadsheet (Work Sheet) 
For the Year Ended July 31, 2012 


Adjusted Income Balance 
Trial Balance Statement Sheet 

Account Title Dr. Cr. Dr. Cr. Dr. Cr. 
Cash 12 

Accounts Receivable 89 

Supplies 3 

Prepaid Insurance 4 

Land 100 

Equipment 40 

Accum. Depr.—Equipment 8 

Accounts Payable 36 

Wages Payable 1 

Alex Zeidman, Capital 170 

Alex Zeidman, Drawing 8 

Fees Earned 99 

Wages Expense 21 

Rent Expense 12 

Insurance Expense 8 


Utilities Expense 6 
Supplies Expense 5 
Depreciation Expense 4 
Miscellaneous Expense 2 


Ww 
= 
w 
= 
TS 


Net income (loss) 


Appendix 

EX 4-26 Financial statements from an end-of-period spreadsheet (work sheet) 

Based on the data in Exercise 4-25, prepare an income statement, statement of owner’s 
equity, and balance sheet for Zeidman Security Services Co. 


Appendix 
EX 4-27 Adjusting entries from an end-of-period spreadsheet (work sheet) 


Based on the data in Exercise 4-24, prepare the adjusting entries for Zeidman Security 
Services Co. 


Appendix 
EX 4-28 Appendix: Closing entries from an end-of-period spreadsheet (work sheet) 


Based on the data in Exercise 4-25, prepare the closing entries for Zeidman Security 
Services Co. 


OBJ. 1,2,3 


V 3. Total assets: 
$239,500 


PR4-1A_ Financial statements and closing entries 


Beacon Company maintains and repairs warning lights, such as those found on radio 
towers and lighthouses. Beacon Company prepared the end-of-period spreadsheet shown 
on the next page at October 31, 2012, the end of the current fiscal year: 


Instructions 
1. Prepare an income statement for the year ended October 31. 


2. Prepare a statement of owner’s equity for the year ended October 31. No additional 
investments were made during the year. 


3. Prepare a balance sheet as of October 31. 


4, Based upon the end-of-period spreadsheet, journalize the closing entries. 


(Continued ) 
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5. Prepare a post-closing trial balance. 


Beacon Company. 


a 
2 ‘a ‘ End-of-Period Spreadsheet 
ue For the Year Ended October 31, 2012 
a 7 al ‘Unadjusted | | Adjusted 
a | Trial Balance | Adjustments | Trial Balance 
(8) Account Title Cr. 
__1) Cash 
_ 8 Accounts Receivable | | 
Q|Prepaid Insurance | 4,200) __| (b)_2,500) 

(eee ee OE ee 

iz See Sere ie ea i 

Accum. Depr—Building 100,300) | @)_ 1,600) 

_14) Equipment | 101,000 


/15| Accum. Depr.—Equipment 85,100 |(e) 3,200 


hile 5 100) 


[-103,100[ 


pard, Cap 
(20| Neil Shepard, Drawing 10,000| | Ae i 
| 21| Fees Revenue 303,700) (a) 3,300) _ 
22) Rent Revenue /(g)_ 1,000) : 
[23] Salaries & Wages Expense | 113,100|_ | (f). 1,800, ae 
|24| Advertising Expense | 21,700; | 
25 Utilities Expense _ esa, 
5| Repairs Expense : 8,850 Ms i 
7| Depr. Exp.—Equipment | (e) 3,200) 
28) Insurance Expense | | (b) 2,500) 
_29| Supplies Expense | | (c)_1,730/ 
0 Depr. Exp.—Building BC ae 
(34) Misc. Expense | be {Bb yes se saa sestl _ 
600,000) 15,130) 15,130 609,900 609,900) 
OBJ. 2,3 PR 4-2A_ Financial statements and closing entries 
V 1. Tom Wagner, Info-Mart Company is an investigative services firm that is owned and operated by Tom Wagner. 
capital, June 30: On June 30, 2012, the end of the current fiscal year, the accountant for Info-Mart Company 
$284,300 prepared an end-of-period spreadsheet, a part of which is shown below. 


‘. “Adjusted 
Trial Balance 


6 
Le Cas eee aeeeeeeneeennes 
TE one Receivable a a 


Le ‘Supplies _ CaS Shaan =~ 
40 Prepaid insurance ak aie 4 


i) Building 
12 Accumulated Depreciation—Building 


55,200 
13 | Accounts Payable ‘2 6,000 
44S Salaries Payable 1,500 
15 Unearned Rent + = 3,000 
46 To Tom Wagner, Capital | 255,300 


[tz Tom Wagner, , Drawing — 
18. Service Fees 


19 Rent Revenue 

20 Salaries Expense SS 
21 Rent Expense tS 
22 Supplies Expense 


3 Depreciation Expense. 


nsurance EXGGMEG stat usckc) «uae nQgit ean 


ah x 
ar Miscellaneous Expense _ 
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Instructions 


1. Prepare an income statement, statement of owner’s equity (no additional investments 
were made during the year), and a balance sheet. 


2. Journalize the entries that were required to close the accounts at June 30. 


3. If Tom Wagner, Capital decreased $75,000 after the closing entries were posted, and 
the withdrawals remained the same, what was the amount of net income or net loss? 


OBJ.2,3 PR 4-3A_ T accounts, adjusting entries, financial statements, and closing entries; optional 
2 Net income: end-of-period spreadsheet (work sheet) 
$39,300 The unadjusted trial balance of Launderland at November 30, 2012, the end of the cur- 


rent fiscal year, is shown below. 


SIEDGERS? Launderland 
Unadjusted Trial Balance 
November 30, 2012 
Debit Credit 

Balances Balances 
(CEI Ae gees Pa eee S REDO CURIE Sete ENN > orc in ee ON Te oe pees 9,000 
AUN SUP PUG Sctsauc. eee ciraeia te, oscar veer Meusosieian aaraedeciro rae 20,900 
Pirctovet Coli VpOinaln Gln pepe ecio octe GRO DORR E Oe aekeeme enema cae eS 9,600 
[EUG VAE CHIE LING) Gas arcs exh rie «ete aye ie eae aes ees 290,000 
AccuINnUlAared IDEDreGlatiOnin.c.< seis nacon 56 cocci sarontnsic arose seem 150,400 
IACCOUMEST RAV ADI Cun Erementar mre eco e orc ck nari nae miner neni 11,800 
Genethlalsey;Gapitalees se ete et ee eer eeenm et aero 105,600 
GeneilalSeyADrawinOrscavercetacee cc otic neti st cnrst et sites ctee ce 8,400 
LaundnyiRevenuense Rete es eae, teh OBERT A kee elo! 232,200 
WA GESIEX PENIS Oo ra.cca rei ssn occ s peruse es Si nicieae iS ee ene 97,000 
REMBEXPOINS ie cys fa eapsog ate sina orsis suet a Voie Rioial eons, apeialloua toid sie umeveliave ore 40,000 
WtIITIESIEXDENSOR ac Atal’ tyentecsth saith oe se hoe cons One we leclinies 19,700 
Miscellaneous EXPeEMSC ha IRN Mees aoc crete fo opercrsrave oon 6 tame) ep sveios syenayalandicye 5,400 

500,000 500,000 


The data needed to determine year-end adjustments are as follows: 
Laundry supplies on hand at November 30 are $5,000. 


a 
b. Insurance premiums expired during the year are $6,400. 
c. Depreciation of equipment during the year is $7,000. 

d 


. Wages accrued but not paid at November 30 are $1,500. 


Instructions 

1. For each account listed in the unadjusted trial balance, enter the balance in a T account. 
Identify the balance as “November 30 Bal.” In addition, add T accounts for Wages Payable, 
Depreciation Expense, Laundry Supplies Expense, Insurance Expense, and Income Sum- 
maty. 

2. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 
sheet) and complete the spreadsheet. Add the accounts listed in part (1) as needed. 

3. Journalize and post the adjusting entries. Identify the adjustments by “Adj.” and the 
new balances as “Adj. Bal.” 

4. Prepare an adjusted trial balance. 

5. Prepare an income statement, a statement of owner’s equity (no additional investments 
were made during the year), and a balance sheet. 

6. Journalize and post the closing entries. Identify the closing entries by “Clos.” 


7. P.epare a post-closing trial balance. 


OBJ.2,3 PR4-4A Ledger accounts, adjusting entries, financial statements, and closing entries; 
V 4. Net income: optional end-of-period spreadsheet (work sheet) 
$22,350 If the working papers correlating with this textbook are not used, omit Problem 4-4A. 


The ledger and trial balance of Wizard Services Co. as of July 31, 2012, the end of the first 
month of its current fiscal year, are presented in the working papers. 
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OBJ. 2,3 


v 5. Net income: 


$63,700 


GENERAL 
= LEDGER-* 


Data needed to determine the necessary adjusting entries are as follows: 
Service revenue accrued at July 31 is $1,000. 

Supplies on hand at July 31 are $3,900. 

Insurance premiums expired during July are $1,100. 

Depreciation of the building during July is $1,400. 

Depreciation of equipment during July is $900. 

Unearned rent at July 31 is $700. 

Wages accrued at July 31 are $100. 


mmo aos 


Instructions 
1. Optional: Complete the end-of-period spreadsheet (work sheet) using the adjustment 
data shown above. 


Journalize and post the-adjusting entries, inserting balances in the accounts affected. 
Prepare an adjusted trial balance. 


Prepare an income statement, a statement of owner’s equity, and a balance sheet. 


\ colts Secale 


Journalize and post the closing entries. Indicate closed accounts by inserting a line in 
both Balance columns opposite the closing entry. Insert the new balance of the Capital 
account. 


6. Prepare a post-closing trial balance. 


PR 4-5A_ Ledger accounts, adjusting entries, financial statements, and closing entries; 
optional spreadsheet (work sheet) 

The unadjusted trial balance of Bruno’s Hauling at February 29, 2012, the end of the 
current year, is shown below. 


Bruno’s Hauling 
Unadjusted Trial Balance 


February 29, 2012 
Debit Credit 

Balances Balances 
UE: Gals nine. AI CRINEAR AAs. Sati te Soe cae Aleit: SkU Aaa te eD, 5,000 
13° Suppliesn. 2% sete ceiRocerabersp cere tasustlo es eee rale rere 12,000 
VA: Prepaid INSUraiyee.. 6.5 cys ococeesikero Sis. ck 1a. eee ee 3,600 
16> EQUIPMEN Giugno cai nx aa 1s10ee acs wos och ee 110,000 
17. Accumulated Depreciation—Equipment................e00ee eee 25,000 
TSe “Trhuckss.<.4%, 22s E.. SE Pe UY, See SA SY Pie eae 60,000 
19 Accumulated Depreciation—Trucks ...............cecceeeeeeeee 15,000 
Zi AGCOUN TSI RAV ald Clr treet sarsty. ckereracy. cravat iSeries 4,000 
SF SBLUNO Sell Mea pital ll cme ora crac sea c,ccaovann tees ceeeaeecree eeare eee eRe 71,000 
SVM ET UINONMSAIE HOLD DLW ata ew lh aa Hoe ORE ERE war edueeos Oke 15,000 
Ale SCUVIGE REVEIMUGIs ar. crers rcs cee oserdiae aia. fee cee en Sn eae 160,000 
Dilip SVN AGES EXD E INS Shri cat 2 cvsraysierey clesrersienereVannle Ome eee eee 45,000 
SST REMU EXPENSES revstecorans rei -sinciersce Sioceis el Pee eee ae nt ee 10,600 
DA” MUCK EXPENSO rac aera mct ne eattec cc nn cite ate Sere mes ene ee 9,000 
SOM Miscellaneous Expenses ai ti sen ee, ord oe ee 4,800 

275,000 275,000 


The data needed to determine year-end adjustments are as follows: 
Supplies on hand at February 29 are $1,000. 

Insurance premiums expired during year are $2,400. 

Depreciation of equipment during year is $8,000. 

Depreciation of trucks during year is $5,000. 


Wages accrued but not paid at February 29 are $500. 


ono TT ® 


Instructions 


1. For each account listed in the trial balance, enter the balance in the appropriate Bal- 


ance column of a four-column account and place a check mark (VY) in the Posting 
Reference column. 
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2. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 
sheet) and complete the spreadsheet. Add the accounts listed in part (3) as needed. 


3. Journalize and post the adjusting entries, inserting balances in the accounts affected. 
Record the adjusting entries on Page 26 of the journal. The following additional accounts 
from Bruno’s Hauling’s chart of accounts should be used: Wages Payable, 22; Supplies 
Expense, 52; Depreciation Expense—Equipment, 55; Depreciation Expense—Trucks, 56; 
Insurance Expense, 57. 

4. Prepare an adjusted trial balance. 


5. Prepare an income statement, a statement of owner’s equity (no additional investments 
were made during the year), and a balance sheet. 

6. Journalize and post the closing entries. Record the closing entries on Page 27 of the 
journal. (Income Summary is account #33 in the chart of accounts.) Indicate closed 
accounts by inserting a line in both Balance columns opposite the closing entry. 


7. Prepare a post-closing trial balance. 


OBJ. 4,5 PR 4-6A Complete accounting cycle 
V 8. Net income: For the past several years, Shane Banovich has operated a part-time consulting business 
$23,500 from his home. As of October 1, 2012, Shane decided to move to rented quarters and to 


operate the business, which was to be known as Epic Consulting, on a full-time basis. 
Epic Consulting entered into the following transactions during October: 


Oct. 1. The following assets were received from Shane Banovich: cash, $12,000; 
accounts receivable, $6,000; supplies, $1,500; and office equipment, $9,000. 
There were no liabilities received. 


1. Paid three months’ rent on a lease rental contract, $4,800. 
2. Paid the premiums on property and casualty insurance policies, $3,000. 


4. Received cash from clients as an advance payment for services to be provided 
and recorded it as unearned fees, $4,000. 


5. Purchased additional office equipment on account from Office Station Co., $2,000. 
6. Received cash from clients on account, $3,500. 
10. Paid cash for a newspaper advertisement, $400. 
12. Paid Office Station Co. for part of the debt incurred on October 5, $1,000. 
12. Recorded services provided on account for the period October 1-12, $6,000. 
14. Paid part-time receptionist for two weeks’ salary, $1,000. 
Record the following transactions on Page 2 of the journal. 


17. Recorded cash from cash clients for fees earned during the period October 
1-17, $7,500. 


18. Paid cash for supplies, $750. 

20. Recorded services provided on account for the period October 13-20, $5,200. 

24. Recorded cash from cash clients for fees earned for the period October 17-24, 
$3,700. 

26. Received cash from clients on account, $5,500. 

27. Paid part-time receptionist for two weeks’ salary, $1,000. 

29. Paid telephone bill for October, $250. 

31. Paid electricity bill for October, $300. 

31. Recorded cash from cash clients for fees earned for the period October 25-31, 
$2,800. 

31. Recorded services provided on account for the remainder of October, $3,000. 


31. Shane withdrew $8,000 for personal use. 
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OBJ. 1,2,3 


Y 3. Total assets: 
$290,175 


Nate OR cara anes) 
IN coal Pa 


‘GENERAL 
* LEDGER. 


Instructions 
1. Journalize each transaction in a two-column journal starting on Page 1, referring to 


the following chart of accounts in selecting the accounts to be debited and credited. 
(Do not insert the account numbers in the journal at this time.) 


11 Cash 31 Shane Banovich, Capital 
12 Accounts Receivable 32 Shane Banovich, Drawing 
14 Supplies 41 Fees Earned 

15 Prepaid Rent 51 Salary Expense 

16 Prepaid Insurance 52 Rent Expense 

18 Office Equipment 53 Supplies Expense 

19 Accumulated Depreciation 54 Depreciation Expense 

21 Accounts Payable 55 Insurance Expense 

22 Salaries Payable 59 Miscellaneous Expense 


23 Unearned Fees 


. Post the journal to a ledger of four-column accounts. 
. Prepare an unadjusted trial balance. 


. At the end of October, the following adjustment data were assembled. Analyze and 


use these data to complete parts (5) and (6). 

Insurance expired during October is $250. 

Supplies on hand on October 31 are $700. 
Depreciation of office equipment for October is $300. 
Accrued receptionist salary on October 31 is $250. 
Rent expired during October is $1,600. 

Unearned fees on October 31 are $1,800. 


So? ee Oe 


. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 


sheet) and complete the spreadsheet. 


. Journalize and post the adjusting entries. Record the adjusting entries on Page 3 of 


the journal. 


. Prepare an adjusted trial balance. 
. Prepare an income statement, a statement of owner’s equity, and a balance sheet. 


. Prepare and post the closing entries. Income Summary is account #33 in the chart 


of accounts.) Record the closing entries on Page 4 of the journal. Indicate closed 
accounts by inserting a line in both the Balance columns opposite the closing entry. 


. Prepare a post-closing trial balance. 


PR 4-1B_ Financial statements and closing entries 


DNA 4 U Company offers legal consulting advice to prison inmates. DNA 4 U Company 
prepared the end-of-period spreadsheet at the top of the following page at April 30, 2012, 
the end of the current fiscal year. 


Instructions 


1. 
De 


Prepare an income statement for the year ended April 30. 


Prepare a statement of owner’s equity for the year ended April 30. No additional in- 
vestments were made during the year. 


Prepare a balance sheet as of April 30. 


- On the basis of the end-of-period spreadsheet, journalize the closing entries. 


5. Prepare a post-closing trial balance. 
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_ DNA AU Company _ ts sete 
Period are 


| 
i 
f 
= 
1 
i 
ii 
f 
f 


Unadjusted ~ Adjusted — 
Trial Balance Tria! Balance 
Dr. Cram ¥ Dr. oa 


5,100) 5,100) 


1 Ce 
8 


9) Prepaid Insurance _ 


5 Accum. Depr.—Equipment 
Accounts Payable 
if 


7 Sal. & Wages Payable _ 
Uneamed Rent 

| Luis Cortes, Capital 
[Luis Cortes, Drawing 


| Fees Revenue 


Rent Revenue 


_t 280 000, i 


‘Supplies Expense 
30 | Insurance Expense 


16,250. 


750,000 750,000 


OBJ. 2,3 PR 4-2B Financial statements and closing entries 

V 1. Lee Mather, Mather Services Company is a financial planning services firm owned and operated by 
capital, July 31: Lee Mather. As of July 31, 2012, the end of the current fiscal year, the accountant for 
$468,000 Mather Services Company prepared an end-of-period spreadsheet (work sheet), part of 


which is shown below. 


~ Mather Services Company es ree Ee 


____End-of-Period Spreadsheet (Te Ms 
__ For the Year Ended July 31,2012 | 
) Adjusted 
(( Trial Balance | 
if / AccountTitle = ee Dr. Cr. 
Cash ieilidictidey cithemiwl NOOO mame 
Accounts Receivable i) ~—s 28,150) 
| Supplies ( 6,350 | 
10 Prepaid Insurance } 9,500 | 
1 Land (100,000 | 
12. Buildings | 360,000 | 
Accumulated Depreciation— Buildings ( ; Se igaco 
14) Equipment ))__ 260,000 | a3 
15) Accumulated Depreciation—Equipment (( | 161,700 
16 Accounts Payable ) 33,300 
47 Salaries Payable [3,300 
18 Unearned Rent _...) 1,500 
19 Lee Mather, Capital = | 407,000 
20) Lee Mather, Drawing =) 25,000, 
21 Service Fees et __|_475,000 
Pa Rent Revenue ) | 5,000 
(23 Salaries Expense ( 325,000 | 
Depreciation Expense—Equipment } 17,500 | 
Rent Expense ( 15,500 | 
Supplies Expense ) 9,000 of 
Utilities Expense ih 8,500 | 
2B Depreciation Expense—Buildings \ 6,600 | 
29 Repairs Expense ( 3,450 | 
30. Insurance Expense \ 3,000 | 
31, Miscellaneous Expense _ : ( AOE YD) Perea 
(32) ) 1,194,000 1,194,000 | 


Instructions 

1. Prepare an income statement, a statement of owner’s equity (no additional investments 
were made during the year), and a balance sheet. 

2. Journalize the entries that were required to close the accounts at July 31. 


3. If the balance of Lee Mather, Capital increased $40,000 after the closing entries were posted, 
and the withdrawals remained the same, what was the amount of net income or net loss? 


204 Chapter 4 


OBJ. 2,3 


V 2. Net income: 
$30,640 


GENERAL 
** LEDGER.* 


OBJ. 2 


v 4. Net income: 
$22,150 


Completing the Accounting Cycle 


PR 4-3B_ T accounts, adjusting entries, financial statements, and closing entries; optional 
end-of-period spreadsheet (work sheet) 

The unadjusted trial balance of Laundry Basket at January 31, 2012, the end of the cur- 
rent fiscal year, is shown below. 


Laundry Basket 
Unadjusted Trial Balance 
January 31, 2012 
Debit Credit 
Balances Balances 
GCaslipaee aan tha isa ste Selb estes ee ele. are cage Thc 3,480 
EWinclny SWiolliteseondan.s caer oo cusen count coat aCo GE scs c0b a Dau OF 9,000 
Prepaiclinsuiiam Gera pauper <n v-tsrottaerotel-sis)evotaps crate amet tacit tienda Vener 5,760 
HE Winolny =e (biforinalie sumo koddoce Des obeodoGeD >= docc- jcoccdorsecense 130,800 
/Nefevi inl evtelel |DYelolteXel tons neta noes 1 Obeaadoborsod vogoGeneter 49,200 
ACCOUTIte Payable... sete tditre «sc oye ce ots, 10 os oreo, naan MMI ch cksteie evsta" 7,440 
StacyiMantimell AGapital ws. Gevonenayoyfet otoia Neymmenyosetelenare eeterelteteator er taxev 45,360 
StacyiMarrtinell DrawiMG)- 1 crvaeetekete,  -poceseca ele eatale orenaieren stele alate lal =-r-1 ia) 2,400 
ALIN HY IREVEM UC a, «concce.c.cuevacaincarsere caches pesoystoe let ee een RM ENOROEES syoseae sealers 198,000 
WAGESIEXCMSCmare cece te oie ie eran serve je) e npac nec aeaeaett = apenas eet olez-cr t-te 85,800 
REMOEXPEIMSS core ce etter es sscies 1 is 2) 6016 eke ies niece RMNePee Re remOntyene ne teratetel=) sonora cyshols 43,200 
Witiliti@S EX D@inS@patermrcrs cee so stole ee aleesse os ote came erat eee meters ie (aver skate 16,320 
MiscellaneoustEXDensels «crc cuutecsles otis overs yn een eat eey cet essc ctolear 3,240 
300,000 300,000 


The data needed to determine year-end adjustments are as follows: 
. Wages accrued but not paid at January 31 are $900. 
. Depreciation of equipment during the year is $7,000. 


eo oP 


Laundry supplies on hand at January 31 are $2,100. 


d. Insurance premiums expired during the year are $4,000. 


Instructions 


1. For each account listed in the unadjusted trial balance, enter the balance in a T account. 
Identify the balance as “Jan. 31 Bal.” In addition, add T accounts for Wages Payable, 
Depreciation Expense, Laundry Supplies Expense, Insurance Expense, and Income Summary. 


2. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 
sheet) and complete the spreadsheet. Add the accounts listed in part (1) as needed. 


3. Journalize and post the adjusting entries. Identify the adjustments by “Adj.” and the 
new balances as “Adj. Bal.” 


4. Prepare an adjusted trial balance. 


5. Prepare an income statement, a statement of owner’s equity (no additional investments 
were made during the year), and a balance sheet. 


6. Journalize and post the closing entries. Identify the closing entries by “Clos.” 


7. Prepare a post-closing trial balance. 


PR4-4B Ledger accounts, adjusting entries, financial statements, and closing entries; 
optional end-of-period spreadsheet (work sheet) 


If the working papers correlating with this textbook are not used, omit Problem 4-4B. 
The ledger and trial balance of Sweetwater Services Co. as of July 31, 2012, the end of the 


first month of its current fiscal year, are presented in the working papers. 
Data needed to determine the necessary adjusting entries are as follows: 


Service revenue accrued at July 31 is $1,500. 

. Supplies on hand at July 31 are $3,800. 

Insurance premiums expired during July are $1,200. 
. Depreciation of the building during July is $1,400. 
Depreciation of equipment during July is $1,100. 
Unearned rent at July 31 is $900. 


Ge 50 2. OS 


Wages accrued but not paid at July 31 are $200. 
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Instructions 


1. Optional: Complete the end-of-period spreadsheet (work sheet) using the adjustment 
data shown on the previous page. 


Journalize and post the adjusting entries, inserting balances in the accounts affected. 
Prepare an adjusted trial balance. 


Prepare an income statement, a statement of owner’s equity, and a balance sheet. 


SS eo) I 


Journalize and post the closing entries. Indicate closed accounts by inserting a line in 


both Balance columns opposite the closing entry. Insert the new balance of the capital 
account. 


6. Prepare a post-closing trial balance. 


OBJ. 2,3 PR 4-5B Ledger accounts, adjusting entries, financial statements, and closing entries; 
5775 fist come: optional end-of-period spreadsheet (work sheet) 
$35,150 The unadjusted trial balance of Oak and Brass Interiors at December 31, 2012, the end 


of the current year, is shown below. 


Oak and Brass Interiors 
Unadjusted Trial Balance 


December 31, 2012 
Debit Credit 

Balances Balances 
lime Gals Neseeeen ce eV ciara cules scar Sis\overci ci cus aeons ouidcresiae i tkaetio esses 3,100 
HERS UOMO Stee concen rersrsteacmstore eairiete ers voacss cle settee ene act worm nee veeer roo sien « 6,000 
Aire paidinsuranGes tees i FaNse OS So MOSEL Ga, DR 3 A 7,500 
HG eC UID IT Ciiteenticraceerrplerirn cece cloe iccrey nou wianveyoe eve Sine vee oe 90,000 
17 Accumulated Depreciation—Equipment........................ 12,000 
SEM CKS a een Renee ee N CD rt Aen RNMeN errata in NS ote n ,9 50,000 
19 Accumulated Depreciation—Trucks ................. 02 eee eee 27,100 
PitRAGCOUNES Payable eta Usacabid Wiis: croaret-nzeay sis byaeoavea eet. = 4,500 
Si msallysKniebel, ‘Capital eeaucisciaiwan st ha viae’s 0, Done eR ae 66,400 
Bem Sall Keel! DAWG cyan eriyarne ames gus os ciate + jeden ecuajagie tle 3,000 
AIRS CIVICONREV INU Giese retere cya yale tora. nlais'e 6-erageuep cain oicyoy orm ursqeasdueqrueselial 616% 140,000 
DS eee VVAGESTEXDEIISClyt. cies a ectee. icie ee ote Rares eR rr es es ars one 72,000 
HD ceRenti/EXPENns@rms.coet ers h easels «dia tcnctoerys rae acs. bevsamawde 48 7,600 
SBME CKIEX OCIS Conyerage paso ecco cs arose clea scores stan aes es elemat e pencaaea ela 5350 
50m Miscellaneous EXDeMSE sis carrreite tie arena cro see wie esse feilele sate oe 5,450 

250,000 250,000 


The data needed to determine year-end adjustments are as follows: 
Supplies on hand at December 31 are $1,750. 

Insurance premiums expired during the year are $2,000. 
Depreciation of equipment during the year is $5,000. 

Depreciation of trucks during the year is $2,200. 

Wages accrued but not paid at December 31 are $1,000. 


ep Ree 


Instructions 

1. For each account listed in the unadjusted trial balance, enter the balance in the ap- 
propriate Balance column of a four-column account and place a check mark (Y) in 
the Posting Reference column. 

2. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 
sheet) and complete the spreadsheet. Add the accounts listed in part (3) as needed. 

3. Journalize and post the adjusting entries, inserting balances in the accounts affected. 
Record the adjusting entries on Page 26 of the journal. The following additional ac- 
counts from Oak and Brass Interiors’ chart of accounts should be used: Wages Pay- 
able, 22; Depreciation Expense—Equipment, 54; Supplies Expense, 55; Depreciation 
Expense—Trucks, 56; Insurance Expense, 57. 
Prepare an adjusted trial balance. 

5. Prepare an income statement, a statement of owner's equity (no additional investments 


were made during the year), and a balance sheet. 
(Continued ) 
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6. Journalize and post the closing entries. Record the closing entries on Page 27 of the 
journal. (Income Summary is account #33 in the chart of accounts.) Indicate closed 
accounts by inserting a line in both Balance columns opposite the closing entry. 


7. Prepare a post-closing trial balance. 


OBJ. 4,5 PR 4-6B Complete accounting cycle 
V 8. Net income: For the past several years, Abby Brown has operated a part-time consulting business from 
$35,150 her home. As of June 1, 2012, Abby decided to move to rented quarters and to operate 


the business, which was to be known as Square One Consulting, on a full-time basis. 
Square One Consulting entered into the following transactions during June: 


June 1. The following assets were received from Abby Brown: cash, $30,000; accounts 
receivable, $7,500; supplies, $2,000; and office equipment, $15,000. There were no 
liabilities received. 


1. Paid three months’ rent on a lease rental contract, $6,000. 
Paid the premiums on property and casualty insurance policies, $3,600. 


Received cash from clients as an advance payment for services to be provided and 
recorded it as unearned fees, $5,000. 


5. Purchased additional office equipment on account from Office Depot Co., $6,000. 
Received cash from clients on account, $4,000. 
10. Paid cash for a newspaper advertisement, $200. 
12. Paid Office Depot Co. for part of the debt incurred on June 5, $1,200. 
12. Recorded services provided on account for the period June 1-12, $13,000. 
14. Paid part-time receptionist for two weeks’ salary, $1,500. 
Record the following transactions on Page 2 of the journal. 


17. Recorded cash from cash clients for fees earned during the period June 1-16, 
$9,000. 


18. Paid cash for supplies, $1,400. 
20. Recorded services provided on account for the period June 13-20, $8,500. 
24. Recorded cash from cash clients for fees earned for the period June 17-24, $6,300. 
26. Received cash from clients on account, $12,100. 
27. Paid part-time receptionist for two weeks’ salary, $1,500. 
29. Paid telephone bill for June, $150. 
30. Paid electricity bill for June, $400. 
30. Recorded cash from cash clients for fees earned for the period June 25-30, $3,900. 
30. Recorded services provided on account for the remainder of June, $2,500. 
30. Abby withdrew $10,000 for personal use. 
Instructions 


1, Journalize each transaction in a two-column journal starting on Page 1, referring to 


the following chart of accounts in selecting the accounts to be debited and credited. 
(Do not insert the account numbers in the journal at this time.) 


11 Cash 31 Abby Brown, Capital 
12 Accounts Receivable 32 Abby Brown, Drawing 
14 Supplies 41 Fees Earned 

15 Prepaid Rent 51 Salary Expense 


16 Prepaid Insurance 52 Supplies Expense 


18 Office Equipment 53 Rent Expense 

19 Accumulated Depreciation 54 Depreciation Expense 
21 cours Payable 55 Insurance Expense 

22 Salaries Payable 59 Miscellaneous Expense 


23 Unearned Fees 


VY 2. Net income: 
$6,210 


i : 
GENERAL 
2 LEDGER=* 
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2. Post the journal to a ledger of four-column accounts. 
3. Prepare an unadjusted trial balance. 


4. At the end of June, the following adjustment data were assembled. Analyze and use 
these data to complete parts (5) and (6). 


Insurance expired during June is $200. 

Supplies on hand on June 30 are $600. 
Depreciation of office equipment for June is $250. 
Accrued receptionist salary on June 30 is $350. 
Rent expired during June is $2,500. 

Unearned fees on June 30 are $3,200. 


5. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 
sheet) and complete the spreadsheet. 


ag an gs 


6. Journalize and post the adjusting entries. Record the adjusting entries on Page 3 of 
the journal. 


7. Prepare an adjusted trial balance. 
8. Prepare an income statement, a statement of owner’s equity, and a balance sheet. 


9. Prepare and post the closing entries. Record the closing entries on Page 4 of the 
journal. (Income Summary is account #33 in the chart of accounts.) Indicate closed 
accounts by inserting a line in both the Balance columns opposite the closing entry. 


10. Prepare a post-closing trial balance. 


Continuing Problem 


The unadjusted trial balance of PS Music as of July 31, 2012, along with the adjustment 
data for the two months ended July 31, 2012, are shown in Chapter 3. 
Based upon the adjustment data, the adjusted trial balance shown below was prepared. 


PS Music 
Adjusted Trial Balance 
July 31, 2012 
Debit Credit 
Balances Balances 

CASING OTe Ae a ee ee re are Be ent Reet a eUES Risunigte 10,510 
GEOUPLSARCCOINV A DIC tsiers.» avers one vail me clante nae three won seins. fstede cide 4,750 
SIC «aco och ORE OCInte..0 Oe cese cco Ane EOC eee retC ae eer 400 
PROT OCAICHM GS CNR NG ctr. araieeetes teams cue atalogs tener tiny avers) eka sila ajece apse loyevoratel ietievSuoLn iis xs 2,475 
CT irrarMeCHUM PIII E MC reerrateteussecemeretevo vitae savwannelovovayertosisl sts) ovesevatn eronsiejs cterelessre?e vieja te © 6,000 
Accumulated Depreciation—Office Equipment............. cece eee eee 75 
[CIC REW ELON? oo Ge CRO Oe MOTB Ce Oa CMO Ry Gc eC Mor nage crroceamns 7,080 
WAGEGHPENEIS (2 oe Bere 5 co CORO OCR OOD: => carter a or ur ae en Ooo aca 170 
MBean Ee CARERS West LUNG Narcte eet cies cova: ayynereracctacsevceuateteh ta: doe us la Srakonsra rrievn sce ouee@aece lalove + 3,600 
PESTA Ie GA Ulta saree eae cial ersrannisraiteierharcocve'ay ew eles wiasle ¥ieis% ewielsians 9,000 
RESTA MD AV IING in corse se cere ayriekinre rena vaneiemneraver tia Wiele/ajererleWisicieie oe sic ,ein Sgonerer 2,000 
FOGS: SGnGial, Se, 5 SS Sa Oe Dee IGNOU Rel ncn Go DOR SEI Gnas GRADE oetr a cea 21,950 
WNEGEG EMS B® St tcico 6.0 ORO DROS COU OC OnOd c BUR aDoeonrts aaOdaeron ure anon c 2,970 
ONE Met SGOT eben apee ae POD onOd0 OF IOOMIOEtOd + 00T OOn rt ammo ac 2,550 
ECUIPIMEME RENTEXDEMSE: oi commie cress masa peje sinies mpieie t pungedons epeseininie ines 1,300 
WRI treIEX DEMS irs eracin aolguceeere block ec terete einales 610+ p oelne s weeisia gine.s 1,060 
[MIUSTCIE® SENG GY abou ede oc bee cnet 0 be obo pboKd GG De Ucei er Caeeoicomeane cco 3,610 
INGWERUS I MGIEXDEMSCcnn sma citeriiccie «One crise veeiitle cwieaelvie ss ov ucisccs? 1,450 
SUpplies EXPAMSG Wire. cuneate ositewieleWatiers + one sul cleeeisdea serene cries 1,030 
ISU MGEVE NIGMS: weraaciteieea iiss t wicrelcis err eWialess's ode si tie e's ale enine e vieleinie 225 
Depreciation Expense ....... 5. ccc cece cece tenet nee eet cece tence ence Ths} 
Miscellaneous EXpense ....... 0. cece cee r cette ene enn e tent n erence eens _ 1,470 Sst: 


41,875 41,875 
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Instructions 


il 


Optional. Using the data from Chapter 3, prepare an end-of-period spreadsheet (work 
sheet). 

Prepare an income statement, a statement of owner’s equity, and a balance sheet. 
(Note: Pat Sharpe made investments in PS Music on June 1 and July 1, 20022) 
Journalize and post the closing entries. The income summary account is #33 in the 
ledger of PS Music. Indicate closed accounts by inserting a line in both Balance col- 
umns opposite the closing entry. 


Prepare a post-closing trial balance. 


Comprehensive Problem 1 


V 8. Net income, Kelly Pitney began her consulting business, Kelly Consulting, on April 1, 2012. The ac- 
$25,680 counting cycle for Kelly Consulting for April, including financial statements, was illustrated 


on pages 165-175. During May, Kelly Consulting entered into the following transactions: 


May 3. Received cash from clients as an advance payment for services to be provided and 


recorded it as unearned fees, $3,000. 
5. Received cash from clients on account, $2,100. 
Paid cash for a newspaper advertisement, $300. 
13. Paid Office Station Co. for part of the debt incurred on April 5, $400. 
15. Recorded services provided on account for the period May 1-15, $7,350. 


16. Paid part-time receptionist for two weeks’ salary including the amount owed on 
April 30, $750. 


Record the following transactions on Page 6 of the journal. 

17. Recorded cash from cash clients for fees earned during the period May 1-16, $6,150. 
20. Purchased supplies on account, $600. 

21. Recorded services provided on account for the period May 16-20, $6,175. 

25. Recorded cash from cash clients for fees earned for the period May 17-23, $3,125. 
27. Received cash from clients on account, $11,250. 

28. Paid part-time receptionist for two weeks’ salary, $750. 

30. Paid telephone bill for May, $120. 

31. Paid electricity bill for May, $290. 

31. Recorded cash from cash clients for fees earned for the period May 26-31, $2,800. 
31. Recorded services provided on account for the remainder of May, $1,900. 


31. Kelly withdrew $15,000 for personal use. 


Instructions 
1. The chart of accounts for Kelly Consulting is shown on page 166, and the post-closing 


trial balance as of April 30, 2012, is shown on page 173. For each account in the 
post-closing trial balance, enter the balance in the appropriate Balance column of a 
four-column account. Date the balances May 1, 2012, and place a check mark (“) 
in the Posting Reference column. Journalize each of the May transactions in a two- 
column journal starting on Page 5 of the journal and using Kelly Consulting’s chart 
of accounts. (Do not insert the account numbers in the journal at this time.) 


2. Post the journal to a ledger of four-column accounts. 


. Prepare an unadjusted trial balance. 


At the end of May, the following adjustment data were assembled. Analyze and use 
these data to complete parts (5) and (6). 


a. Insurance expired during May is $300. 
b. Supplies on hand on May 31 are $750. 


c. Depreciation of office equipment for May is $330, 
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d. Accrued receptionist salary on May 31 is $300. 
e. Rent expired during May is $1,600. 
f. Unearned fees on May 31 are $1,500. 


5. Optional: Enter the unadjusted trial balance on an end-of-period spreadsheet (work 
sheet) and complete the spreadsheet. 


6. Journalize and post the adjusting entries. Record the adjusting entries on Page 7 of 
the journal. 


7. Prepare an adjusted trial balance. 
8. Prepare an income statement, a statement of owner’s equity, and a balance sheet. 


9. Prepare and post the closing entries. Record the closing entries on Page 8 of the 
journal. Income Summary is account #33 in the chart of accounts.) Indicate closed 
accounts by inserting a line in both the Balance columns opposite the closing entry. 


10. Prepare a post-closing trial balance. 


Cases & Projects 
ae oe ee 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


Pf 


SA 4-1 Financial statements 
excel 


SUCCESS The end-of-month adjusted trial balance for Impact Tools was as follows: 


" Impact Tools 
Adjusted Trial Balance 
August 31, 2011 


| Debit | Credit 
_ Balance | Balance 
Cash 12,400 

Accounts Receivable 2,450 
Supplies 980 
Prepaid Rent 3,600 
Equipment 12,800 
Accumulated Depreciation 
Accounts Payable 
Salaries Payable 

Oliver Reddy, Capital 
Oliver Reddy, Drawing 
Fees Earned 

Salary Expense 

Rent Expense 

Supplies Expense 
Depreciation Expense 
Miscellaneous Expense 


a. Open the Excel file SA4-1_2e. 


b. On the worksheet labeled FS, complete the income statement, statement of owner's 
equity, and balance sheet from the adjusted trial balance. 


c. When you have completed the financial statements, perform a “save as,” replacing the 
entire file name with the following: 


SA3-1_2e[your first name initial]_[your last name] 
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excel 


SUCCESS 


excel 


SUCCESS 


SA 4-2 Financial statements 


The end-of-month adjusted trial balance for Fauna and Flowers was as follows: 


Fauna and Flowers 
Adjusted Trial Balance 
March 31, 2013 


| Cash 

| Accounts Receivable 
Supplies 

Equipment 

Accumulated Depreciation 


Accounts Payable 
Salaries Payable 
Unearned Revenue 
Dawn Preston, Capital 

_ Dawn Preston, Drawing 
Fees Earned 


Debit 
Balance 
12,700 
3,650 
1,230 
9,410 


Credit 
Balance 


1,250 
1,460 
940 
560 
21,820 


16,530_ 


Salary Expense | “ 
Rent Expense 

Supplies Expense 
Depreciation Expense 
Miscellaneous Expense 


a. Open the Excel file SA4-2_2e. 


b. On the worksheet labeled FS, complete the income statement, statement of owner’sequity 
and balance sheet from the adjusted trial balance. 


c. When you have completed the creating the financial statements, perform a “save as,” 
replacing the entire file name with the following: 


SA4-2_2e[your first name initial]_[your last name] 


SA 4-3 ImagePress—Financial Statements 


ImagePress Printing’s adjusted trial balance from SA3-3 is as follows: 


ImagePress Printing 
Adjusted Trial Balance 
April 30, 2011 
Debit Credit 
___| Balances Balances 
8,240 | 
| Accounts Receivable 17,170 
Supplies 600 
| Office Equipment 21,850 
| Accumulated Depreciation 
ccounts Payable 
| Ted Wright, Capital 
| Ted Wright, Drawing 
| Fees Earned 
| Advertising Expense 
Rent Expense 
| Salaries Expense 
| Utilities Expense 
| Depreciation Expense 
| Supplies Expense 


ie 


a. Open the Excel file S44-3_2e. 


b. On the worksheet labeled FS, prepare the income statement, statement of owner’s 
equity, and balance sheet from the adjusted trial balance. 


c. When you have completed the creating the financial statements, perform a “save as,” 
replacing the entire file name with the following: 


SA4-3_2e[your first name initial]_[your last name] 


nd/Jupiter Images 


Intuit Ine. 


hether you realize it or not, you likely interact with 
accounting systems. For example, your bank statement is 
a type of accounting system. When you make a deposit, the bank 
records an addition to your cash; when you withdraw cash; the 
bank records a reduction in your cash. Such a simple accounting 
system works well for a person with just a few transactions per 
month. However, over time, you may find that your financial af- 
fairs will become more complex and involve many different types 
of transactions, including investments and loan payments. At this 
point, relying on your bank statement may not be sufficient for 
managing your financial affairs. Personal financial planning soft- 
ware, such as Intuit’s Quickenpcan be useful when your financial 
affairs become more complex. 
What happens if you decide to begin a small business? Trans- 
actions expand to include customers, vendors, and employees. As 


: 
: 


aresult, the accounting system will need to adjust to this complex- 
ity. Thus, many small businesses will use small-business account- 
ing software, such as Intuit’s QuickBooks, as their first accounting 
system. As a business grows, more sophisticated eee ye: 
tems will be needed. Companies such as SAP, Oracle, soft, 
and 5 , offer accounting system solutions for 
businesses that become larger with more complex accounting 
needs. 

Accounting systems used by large and small businesses 
employ the basic principles of the accounting cycle dis- 
cussed in the previous chapters. However, these accounting 
systems include features that simplify the recording and sum- 
mary process. In this chapter, we will discuss these simplifying 
procedures as they apply to both manual and computerized 
systems. 


Learning Objectives 


: After studying this chapter, you should be able to: Example Exercises 


Define and describe an accounting system. 
Basic Accounting Systems 


Journalize and post transactions in a manual accounting system that 
= uses subsidiary ledgers and special journals. 
Manual Accounting Systems 

Subsidiary Ledgers 

Special Journals 

Revenue Journal 

Cash Receipts Journal 

Accounts Receivable Control Account and Subsidiary Ledger 

Purchases Journal 

Cash Payments Journal 

Accounts Payable Control Account and Subsidiary Ledger 


Describe and illustrate the use of a computerized accounting system. 
Computerized Accounting Systems 


Describe the basic features of e-commerce. 
E-Commerce 


Use segment analysis in evaluating the operating performance of a company. 
Financial Analysis and Interpretation: Segment Analysis 
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describe 
an accounting system. 


In Chapters 1-4, an accounting system for NetSolutions was described and illustrated. 
An accounting system is the methods and procedures for collecting, classifying, 
summarizing, and reporting a business’s financial and operating information. Most 
accounting systems, however, are more complex than NetSolutions’. For example, 
Southwest Airlines’s accounting system not only records basic transaction data, but also 
records data on such items as ticket reservations, credit card collections, frequent-flier 
mileage, and aircraft maintenance. 

As a business grows and changes, its accounting system also changes in a three- 
step process. This three-step process is as follows: 


Step 1. Analyze user information needs. 
Step 2. Design the system to meet the user needs. 
Step 3. Implement the system. 


For NetSolutions, our analysis determined that Chris Clark 
needed financial statements for the new business. We designed 
the system, using a basic manual system that included a chart of 
accounts, a two-column journal, and a general ledger. Finally, we 
implemented the system to record transactions and prepare finan- 
cial statements. 

Once a system has been implemented, input from users is used 
to analyze and improve the system. For example, in later chapters, 
NetSolutions expands its chart of accounts to record more complex 
transactions. 


The accounting system design consists of: 


1. internal controls and 


2.information processing methods. 
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Internal controls are the policies and procedures that protect assets from misuse, 
ensure that business information is accurate, and ensure that laws and regulations 
are being followed. Internal controls are discussed in Chapter 8. 

Processing methods are the means by which the accounting system coilects, sum- 
marizes, and reports accounting information. These methods may be either manual or 
computerized. In the following sections, manual accounting systems that use special 
journals and subsidiary ledgers are described and illustrated. This is followed by a 
discussion of computerized accounting systems. 


Manual Accounting Systems 


Accounting systems are manual or computerized. Understanding a manual accounting 
system is useful in identifying relationships between accounting data and reports. 
Also, most computerized systems use principles from manual systems. 

In prior chapters, the transactions for NetSolutions were manually recorded in 
an all-purpose (two-column) journal. The journal entries were then posted indi- 
vidually to the accounts in the ledger. Such a system is simple to use and easy 
to understand when there are a small number of transactions. However, when a 
business has a large number of similar transactions, using an all-purpose journal 
is inefficient and impractical. In such cases, subsidiary ledgers and special journals 
are useful. 


Subsidiary Ledgers 


A large number of individual accounts with a common characteristic can be grouped 
together in a separate ledger called a subsidiary ledger. The primary ledger, which 
contains all of the balance sheet and income statement accounts, is then called the 
general ledger. Each subsidiary ledger is represented in the general ledger by a sum- 
marizing account, called a controlling account. The sum of the balances of the ac- 
counts in a subsidiary ledger must equal the balance of the related controlling account. 
Thus, a subsidiary ledger is a secondary ledger that supports a controlling account in 
the general ledger. 
Two of the most common subsidiary ledgers are as follows: 


1. Accounts receivable subsidiary ledger 
2. Accounts payable subsidiary ledger 


The accounts receivable subsidiary ledger, or customers ledger, lists the indi- 
vidual customer accounts in alphabetical order. The controlling account in the general 
ledger that summarizes the debits and credits to the individual customer accounts is 
Accounts Receivable. 

The accounts payable subsidiary ledger, or creditors ledger, lists individual 
creditor accounts in alphabetical order. The related controlling account in the general 
ledger is Accounts Payable. 

The relationship between the general ledger and the accounts receivable and ac- 
counts payable subsidiary ledgers is illustrated in Exhibit 1. 

Many businesses use subsidiary ledgers for other accounts in addition to Accounts 
Receivable and Accounts Payable. For example, businesses often use an equipment 
subsidiary ledger to keep track of each item of equipment purchased, its cost, loca- 
tion, and other data. 


Special Journals 


One method of processing transactions more efficiently in a manual system is 
to use special journals. Special journals are designed to record a single kind of 


Fl Journalize and 
post transactions 


in a manual accounting 
system that uses 
subsidiary ledgers and 
special journals. 
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transaction that occurs frequently. For example, since most businesses have many 
transactions in which cash is paid out, they will likely use a special journal for 
recording cash payments. Likewise, they will use another special journal for re- 
cording cash receipts. 

The format and number of special journals that a business uses depends on the 
nature of the business. The common transactions and their related special journals 
used by small service businesses are as follows: 


Providing services recorded in : 
Revenue journal 
on account 
Receipt of cash recorded in 


from any source Cash receipts journal 


Purchase of items recorded in : 

on account Purchases journal 
Payment of cash recorded in ’ 

for any purpose Cash payments journal 


The all-purpose two-column journal, called the general journal or simply the 
journal, can be used for entries that do not fit into any of the special journals. For 
example, adjusting and closing entries are recorded in the general journal. 


The following types of transactions, special journals, and subsidiary ledgers are 
described and illustrated for NetSolutions: 


Transaction Special Journal Subsidiary Ledger 

Fees earned on account Revenue journal Accounts receivable subsidiary ledger 
Cash receipts Cash receipts journal Accounts receivable subsidiary ledger 
Purchases on account Purchases journal Accounts payable subsidiary ledger 


Cash payments Cash payments journal Accounts payable subsidiary ledger 
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As shown above, transactions that are recorded in the revenue and cash receipts 
journals will affect the accounts receivable subsidiary ledger. Likewise, transactions 
that are recorded in the purchases and cash payments journals will affect the accounts 
payable subsidiary ledger. 


We will assume that NetSolutions had the following selected general ledger bal- 
ances on March 1, 2012: 


Account 

Number Account Balance 
11 Cash $6,200 
12 Accounts Receivable 3,400 
14 Supplies 2,500 
18 Office Equipment 2,500 
21 Accounts Payable 1,230 

Revenue Journal 


Fees earned on account would be recorded in the revenue journal. Cash fees earned 
would be recorded in the cash receipts journal. 

To illustrate the efficiency of using a revenue journal, an example for NetSolutions 
is used. Specifically, assume that NetSolutions recorded the following four revenue 
transactions for March in its general journal: 


2012 


Mar. 2| Accounts Receivable—Accessories By Claire 12/¥ 2,200 
Fees Earned 41 2,200 
6| Accounts Receivable—RapZone 12/¥ 1,750 
Fees Earned 41 1,750 
18} Accounts Receivable—Web Cantina 12/¥ 2,650 | 
Fees Earned 41 2,650 
27 | Accounts Receivable—Accessories By Claire 12/¥ 3,000 


Fees Earned 41 3,00 


For the above entries, NetSolutions recorded eight account titles and eight 
amounts. In addition, NetSolutions made 12 postings to the ledgers—four to Ac- 
counts Receivable in the general ledger, four to the accounts receivable subsidiary 
ledger (indicated by each check mark), and four to Fees Earned in the general 
ledger. 

The preceding revenue transactions could be recorded more efficiently in a rev- 
enue journal, as shown in Exhibit 2. In each revenue transaction, the amount of the 
debit to Accounts Receivable is the same as the amount of the credit to Fees Earned. 
Thus, only a single amount column is necessary. The date, invoice number, customer 
name, and amount are entered separately for each transaction. 

Revenues are normally recorded in the revenue journal when the company 
sends an invoice to the customer. An invoice is the bill that is sent to the cus- 
tomer by the company. Each invoice is normally numbered in sequence for future 
reference. 

To illustrate, assume that on March 2 NetSolutions issued Invoice No. 615 to 
Accessories By Claire for fees earned of $2,200. This transaction is entered in the 
revenue journal, shown in Exhibit 2, by entering the following items: 


1. Date column: Mar. 2 
2. Invoice No. column: 615 
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615 Accessories By Claire 
616 RapZone 
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3. Account Debited column: Accessories By Claire 
4. Accts..Rec. Dr./Fees Earned Cr. column: 2,200 


The process of posting from a revenue journal, shown in Exhibit 3, is as follows: 


1. Each transaction is posted individually to a customer account in the accounts receiv- 
able subsidiary ledger. Postings to customer accounts should be made on a regular 
basis. In this way, the customer’s account will show a current balance. Since the bal- 
ances in the customer accounts are usually debit balances, the three-column account 
form is shown in Exhibit 3. 


To illustrate, Exhibit 3 shows the posting of the $2,200 debit to Accessories By Claire 
in the accounts receivable subsidiary ledger. After the posting, Accessories By Claire 
has a debit balance of $2,200. 


2.To provide a trail of the entries posted to the subsidiary and general ledger, the 
source of these entries is indicated in the Posting Reference column of each account 
by inserting the letter R (for revenue journal) and the page number of the revenue 
journal. 


To illustrate, Exhibit 3 shows that after $2,200 is posted to Accessories By Claire’s ac- 
count, R35 is inserted into the Post. Ref. column of the account. 

3. To indicate that the transaction has been posted to the accounts receivable subsidiary 
ledger, a check mark (“) is inserted in the Post. Ref. column of the revenue journal, 
as shown in Exhibit 3. 

To illustrate, Exhibit 3 shows that a check mark (“) has been inserted in the Post. 


Ref. column next to Accessories By Claire in the revenue journal to indicate that the 
$2,200 has been posted. 


4.A single monthly total is posted to Accounts Receivable and Fees Earned in the 
general ledger. This total is equal to the sum of the month’s debits to the individual 
accounts in the subsidiary ledger. It is posted in the general ledger as a debit to 
Accounts Receivable and a credit to Fees Earned, as shown in Exhibit 3. The ac- 
counts receivable account number (12) and the fees earned account number (41) 
are then inserted below the total in the revenue journal to indicate that the posting 
is completed. 

To illustrate, Exbibit 3 shows the monthly total of $9,600 was posted as a debit to 
Accounts Receivable (12) and as a credit to Fees Earned (41). 


Exhibit 3 illustrates the efficiency gained by using the revenue journal rather than 
the general journal. Specifically, all of the transactions for fees earned during the 
month are posted to the general ledger only once—at the end of the month. 
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Revenue Journal Page 35 
Invoice Post. Accts. Rec. Dr. 
Date No. Account Debited Ref. Fees Earned Cr. 


2012 


Mar. | 2 615 Accessories By Claire 


o 2,200 

6 616 RapZone J 1,750 
18] 617 Web Cantina WA 2,650 
Qe TOs Accessories By Claire Jv 3,000 


General Ledger 
4) Account Accounts Receivable Account No. 72 


Accounts Receivable Subsidiary Ledger 
Name: Accessories By Claire 


Date Item Ref. | Debit Balance 
Item | Credit Credit 2002 
Mar. | 2 R35 ses ETRE 2,200 
Suienee 27 r35 | 3,000 -<—— 5,200 


Name: RapZone 


| Post. 
Date Item Ref. | Debit 


2012 


Mar. 


Credit Balance 


Account No. 47 


Balance 


Credit 


6 R35 1,750 


1,750 


Credit 


Name: Web Cantina 


9,600 9,600 


Post. 
Date | Item Ref. | Debit | Credit Balance | 


2012 
Mar.| 1] Balance] V 


3,400 


Example Exercise 5-1 | 


The following revenue transactions occurred during December: 


Dec. 5. Issued Invoice No. 302 to Butler Company for services provided on account, $5,000. 
9. Issued Invoice No. 303 to JoJo Enterprises for services provided on account, $2,100. 
15. Issued Invoice No. 304 to Double D Inc. for services provided on account, $3,250. 


Record these transactions in a revenue journal as illustrated in Exhibit 2. 


Follow My Example 5-1 


REVENUE JOURNAL 
Invoice Post. Accts. Rec. Dr. 
Date No. Account Debited —_ Ref. Fees Earned Cr. 
Dec. 5 302 Butler Company 5,000 
9 303 JoJo Enterprises 2,100 
15 304 Double D Inc. 3,250 
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Practice Exercises: PE 5-1A, PE 5-1B : 
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Cash Receipts Journal 


All transactions that involve the receipt of cash are recorded in a cash receipts journal. 
The cash receipts journal for NetSolutions is shown in Exhibit 4. 

The cash receipts journal shown in Exhibit 4 has a Cash Dr. column. The kinds of 
transactions in which cash is received and how often they occur determine the titles of 
the other columns. For example, NetSolutions often receives cash from customers on ac- 
count. Thus, the cash receipts journal in Exhibit 4 has an Accounts Receivable Cr. column. 

To illustrate, on March 28 Accessories By Claire made a payment of $2,200 on its 
account. This transaction is recorded in the cash receipts journal, shown in Exhibit 4, 
by entering the following items: 


1. Date column: Mar. 28 
2. Account Credited column: Accessories By Claire 
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EXHIBIT 4 — Cash Receipts Journal and Postings 
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Cash Receipts Journal Page 14 


Seis 


Sy 


ideal 


Rent Revenue 42 
19| Web Cantina v 
28] Accessories By Claire v 
30| RapZone Jv 
31 
General Ledger Accounts Receivable Subsidiary Ledger 
Account Cash Account No. 71 Name: Accessories By Claire 
Balance Post. 
Date Item Ref. | Debit | Credit Balance 
Credit ues 
Mar. | 2 R35 2,200 2,200 
Pe R35 3,000 5,200 
28 CR14 2,200 3,000 
Account No. 12 Name: RapZone 
Balance Post. 
Date Item Ref. | Debit | Credit Balance 
Item Credit 2012 
Mar. | 6 R35 1,750 t, #50 


Balance CR14 15250 


Name: Web Cantina 


Post. 
| Ref. Debit | Credit 


Account Rent Revenue Account No. 42 Date Item Balance 


2012 
| Mar. | 1] Balance v 3,400 
| Date | Item | Ref. | Debit | Credit | Debit | Credit a Pay See oo 
| 2012 CR14 3,400 2,650 
‘| Mar. | 1 CR14 400 400 
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3. Accounts Receivable Cr. column: 2,200 
4. Cash Dr. column: 2,200 


The Other Accounts Cr. column in Exhibit 4 is used for recording credits to any 
account for which there is no special credit column. For example, NetSolutions received 
cash on March 1 for rent. Since no special column exists for Rent Revenue, Rent Rev- 
enue is entered in the Account Credited column. Thus, this transaction is recorded in 
the cash receipts journal, shown in Exhibit 4, by entering the following items: 


1. Date column: Mar. 1 

2. Account Credited column: Rent Revenue 
3. Other Accounts Cr. column: 400 

4. Cash Dr. column: 400 


At the end of the month, all of the amount columns are totaled. The debits must 
equal the credits. If the debits do not equal the credits, an error has occurred. Before 
proceeding further, the error must be found and corrected. 

The process of posting from the cash receipts journal, shown in Exhibit 4, is: 


1. Each transaction involving the receipt of cash on account is posted individually to a 
customer account in the accounts receivable subsidiary ledger. Postings to customer 
accounts should be made on a regular basis. In this way, the customer’s account will 
show a current balance. 

To illustrate, Exhibit 4 shows on March 19 the receipt of $3,400 on account from Web 
Cantina. The posting of the $3,400 credit to Web Cantina in the accounts receivable 
subsidiary ledger is also shown in Exhibit 4. After the posting, Web Cantina has a 
debit balance of $2,650. If a posting results in a customer’s account with a credit 
balance, the credit balance is indicated by an asterisk or parentheses in the Balance 
column. If an account's balance is zero, a line may be drawn in the Balance column. 

2. To provide a trail of the entries posted to the subsidiary ledger, the source of these 
entries is indicated in the Posting Reference column of each account by inserting the 
letter CR (for cash receipts journal) and the page number of the cash receipts journal. 
To illustrate, Exhibit 4 shows that after $3,400 is posted to Web Cantina’s account in 
the accounts receivable subsidiary ledger, CR14 is inserted into the Post. Ref. column 
of the account. 

3. To indicate that the transaction has been posted to the accounts receivable subsidiary 
ledger, a check mark (“) is inserted in the Posting Reference column of the cash 
receipts journal. 

To illustrate, Exhibit 4 shows that a check mark (Vv) has been inserted in the Post. 
Ref. column next to Web Cantina to indicate that the $3,400 has been posted. 

4, A single monthly total of the Accounts Receivable Cr. column is posted to the accounts 
receivable general ledger account. This is the total cash received on account and is 
posted as a credit to Accounts Receivable. The accounts receivable account number 
(12) is then inserted below the Accounts Receivable Cr. column to indicate that the 
posting is complete. 

To illustrate, Exhibit 4 shows the monthly total of $7,350 was posted as a credit to 
Accounts Receivable (12). 

5. A single monthly total of the Cash Dr. column is posted to the cash general ledger 
account. This is the total cash received during the month and is posted as a debit to 
Cash. The cash account number (11) is then inserted below the Cash Dr. column to 
indicate that the posting is complete. 

To illustrate, Exhibit 4 shows the monthly total of $7,750 was posted as a debit to 
Cash (11). 

6. The accounts listed in the Other Accounts Cr. column are posted on a regular basis 
as a separate credit to each account. The account number is then inserted in the 
Post. Ref. column to indicate that the posting is complete. Because accounts in the 
Other Accounts Cr. column are posted individually, a check mark is placed below 
the column total at the end of the month to show that no further action is needed. 


To illustrate, Exhibit 4 shows that $400 was posted as a credit to Rent Revenue in the 
general ledger, and the rent revenue account number (42) was entered in the Post. Ref. 
column of the cash receipts journal. Also, at the end of the month a check mark (V) is 
entered below the Other Accounts Cr. column to indicate thai no further action is needed. 
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Accounts Receivable Control Account 
and Subsidiary Ledger 


After all posting has been completed for the month, the balances in the accounts 
receivable subsidiary ledger should be totaled. This total should then be compared 
with the balance of the accounts receivable controlling account in the general ledger. 
If the controlling account and the subsidiary ledger do not agree, an error has oc- 
curred. Before proceeding further, the error must be located and corrected. 

The total of NetSolutions’ accounts receivable subsidiary ledger is $5,650. This 
total agrees with the balance of its accounts receivable control account on March 31, 
2012, as shown below. 


NetSolutions 
Accounts Receivable Accounts Receivable Customer Balances 
(Control) March 31, 2012 
Balance, March 1, 2012 $ 3,400 Accessories By Claire $3,000 
Total debits (from revenue journal) 9,600 RapZone (0) 
Total credits (from cash receipts journal) (7,350) Web Cantina 2,650 
Balance, March 31, 2012 $ 5,650 Total accounts receivable *$5,650 


Equal debit balances 


Example Exercise 5-2 ”| 


The debits and credits from two transactions are presented in the following customer account: 


NAME Sweet Tooth Confections 
ADDRESS 1212 Lombard St. 


Date Item Post. Ref. Debit Credit Balance 


July 1 Balance 625 
7 Invoice 35 R12 86 7VA 
31 Invoice 31 CR4 122 589 


Describe each transaction and the source of each posting. 


Stier We 


Follow My Example 5-2 


Provided $86 of services on account to Sweet Tooth Confections, itemized on Invoice No. 35. Amount posted 
from page 12 of the revenue journal. 

Collected cash of $122 from Sweet Tooth Confections (Invoice No. 31). Amount posted from page 4 of the 
cash receipts journal. 
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Practice Exercises: PE 5-2A, PE 5-2B : 


Purchases Journal 


All purchases on account are recorded in the purchases journal. Cash purchases 
would be recorded in the cash payments journal. The purchases journal for NetSolu- 
tions is shown in Exhibit 5. 

The amounts purchased on account are recorded in the purchases journal in an 
Accounts Payable Cr. column. The items most often purchased on account determine 
the titles of the other columns. For example, NetSolutions often purchases supplies 
on account. Thus, the purchases journal in Exhibit 5 has a Supplies Dr. column. 

To illustrate, on March 3 NetSolutions purchased $600 of supplies on account 
from Howard Supplies. This transaction is recorded in the purchases journal, shown 
in Exhibit 5, by entering the following items: 


1. Date column: Mar. 3 

2. Account Credited column: Howard Supplies 
3. Accounts Payable Cr. column: 600 

4. Supplies Dr. column: 600 
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The Other Accounts Dr. column in Exhibit 5 is used to record purchases on account 
of any item for which there is no special debit column. The title of the account to 
be debited is entered in the Other Accounts Dr. column, and the amount is entered 
in the Amount column. 


Cees ee 


RESORT AAS 


Purchases Journal 


Howard Supplies 

Donnelly Supplies 

Jewett Business Systems i Office Equipment 18 
Donnelly Supplies 

Howard Supplies 


General Ledger Accounts Payable Subsidiary Ledger 
Account Supplies Account No. 14 Name: Donnelly Supplies 


Balance pe! Post. : 
oi Date Item Ref. | Debit | Credit Balance 


Item | Ref. ebi Credit it | di sole 
7 P11 420 420 
| 


Balance P11 1,450 1,870 


Name: ane Supplies 


Account No. 78 Post. I 
- Date Item Ref. | Debit | Credit Balance 


Balance , 2012 
Mar. | 1] Balance} ¥ 1,230 
litem i i i i Credit 
Balance Name: Howard Supplies 
Post. ieee 
Date | Item Ref. | Debit | Credit | Balance 
2012 
P11 600 600 
P11 960 < 1,560 


Account No. 27 


Balance 


Item i f. | Debi it | Credit Name: Jewett Business Systems 


| Post. | 
Balance 1,230 Date Item | Ref. | Debit | Credit Balance 


7,460 


2012 


Mar. | 12 P11 2,800 2,800 


To illustrate, on March 12 NetSolutions purchased office equipment on account 
from Jewett Business Systems for $2,800. This transaction is recorded in the purchases 
journal shown in Exhibit 5 by entering the following items: 


1. Date column: Mar. 12 

2. Account Credited column: Jewett Business Systems 
3. Accounts Payable Cr. column: 2,800 

4. Other Accounts Dr. column: Office Equipment 

5. Amount column: 2,800 
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At the end of the month, all of the amount columns are totaled. The debits must 
equal the credits. If the debits do not equal the credits, an error has occurred. Before 
proceeding further, the error must be found and corrected. 

The process of posting from the purchases journal shown in Exhibit 5 is as follows: 


1. Each transaction involving a purchase on account is posted individually to a creditor’s ac- 
count in the accounts payable subsidiary ledger. Postings to creditor accounts should be 
made on a regular basis. In this way, the creditor’s account will show a current balance. 


To illustrate, Exhibit 5 shows on March 3 the purchase of supplies of $600 on account 

from Howard Supplies. The posting of the $600 credit to Howard Supplies accounts 
payable subsidiary ledger is also shown in Exhibit 5. After the posting, Howard Supplies 
has a credit balance of $600. 

2. To provide a trail of the entries posted to the subsidiary and general ledgers, the source 
of these entries is indicated in the Posting Reference column of each account by insert- 
ing the letter P (for purchases journal) and the page number of the purchases journal. 
To illustrate, Exhibit 5 shows that after $600 is posted to Howard Supplies account, 
P11 is inserted into the Post. Ref. column of the account. 

3. To indicate that the transaction has been posted to the accounts payable subsidiary 
ledger, a check mark (“) is inserted in the Posting Reference column of the purchases 
journal, as shown in Exhibit 5. 

To illustrate, Exhibit 5 shows that a check mark (V) has been inserted in the Post. Ref. 
column next to Howard Supplies to indicate that the $600 has been posted. 

4. A single monthly total of the Accounts Payable Cr. column is posted to the accounts 
payable general ledger account. This is the total amount purchased on account and is 
posted as a credit to Accounts Payable. The accounts payable account number (21) is then 
inserted below the Accounts Payable Cr. column to indicate that the posting is complete. 
To illustrate, Exhibit 5 shows the monthly total of $6,230 was posted as a credit to 
Accounts Payable (21). 

5. A single monthly total of the Supplies Dr. column is posted to the supplies general 
ledger account. This is the total supplies purchased on account during the month and 
is posted as a debit to Supplies. The supplies account number (14) is then inserted 
below the Supplies Dr. column to indicate that the posting is complete. 

To illustrate, Exhibit 5 shows the monthly total of $3,430 was posted as a debit to 
Supplies (14). 

6. The accounts listed in the Other Accounts Dr. column are posted on a regular basis 
as a separate debit to each account. The account number is then inserted in the Post. 
Ref. column to indicate that the posting is complete. Because accounts in the Other 
Accounts Dr. column are posted individually, a check mark is placed below the col- 
umn total at the end of the month to show that no further action is needed. 


Example Exercise 5-3 por 


The following purchase transactions occurred during October for Helping Hand Cleaners: 


Oct.11. Purchased cleaning supplies for $235, on account, from General Supplies. 
19. Purchased cleaning supplies for $110, on account, from Hubble Supplies. 
24. Purchased office equipment for $850, on account, from Office Warehouse. 


Record these transactions in a purchases journal as illustrated at the top of Exhibit 5. 


Follow My Example 5-3 


PURCHASES JOURNAL 
Accounts Cleaning Other 
Account Post. Payable Supplies Accounts Post. 

Date Credited Ref. Cr. Dr. Dr. Ref. Amount 
ir at a eee WI Tones aia 
Oct.11 General Supplies 235 235 

19 Hubble Supplies 110 110 
24 Office Warehouse — 850 Office Equipment 850 


4 
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Practice Exercises: PE 5-3A,PE5-3B | 
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To illustrate, Exhibit 5 shows that $2,800 was posted as a debit to Office Equipment in 
the general ledger, and the office equipment account number (18) was entered in the 
Post. Ref. column of the purchases journal. Also, at end of month, a check mark (“) 
is entered below the Amount column to indicate no further action is needed. 


Cash Payments Journal 


All transactions that involve the payment of cash are recorded in a cash payments 
journal. The cash payments journal for NetSolutions is shown in Exhibit 6. 

The cash payments journal shown in Exhibit 6 has a Cash Cr. column. The kinds 
of transactions in which cash is paid and how often they occur determine the titles 
of the other columns. For example, NetSolutions often pays cash to creditors on 
account. Thus, the cash payments journal in Exhibit 6 has an Accounts Payable Dr. 
column. In addition, NetSolutions makes all payments by check. Thus, a check number 
is entered for each payment in the Ck. No. (Check Number) column to the right of 
the Date column. The check numbers are helpful in controlling cash payments and 
provide a useful cross-reference. 

To illustrate, on March 15 NetSolutions issued Check No. 151 for $1,230 to Grayco 
Supplies for payment on its account. This transaction is recorded in the cash pay- 
ments journal shown in Exhibit 6 by entering the following items: 


1. Date column: Mar. 15 

2. Ck. No. column: 151 

3. Account Debited column: Grayco Supplies 
4. Accounts Payable Dr. column: 1,230 

5. Cash Cr. column: 1,230 


The Other Accounts Dr. column in Exhibit 6 is used for recording debits to any 
account for which there is no special debit column. For example, NetSolutions issued 
Check No. 150 on March 2 for $1,600 in payment of March rent. This transaction is 
recorded in the cash payments journal, shown in Exhibit 6, by entering these items: 


1. Date column: Mar. 2 

2. Ck. No. column: 150 

3. Account Debited column: Rent Expense 
4. Other Accounts Dr. column: 1,600 

5. Cash Cr. column: 1,600 


At the end of the month, all of the amount columns are totaled. The debits must 
equal the credits. If the debits do not equal the credits, an error has occurred. Before 
proceeding further, the error must be found and corrected. 

The process of posting from the cash payments journal, Exhibit 6, is as follows: 


1. Each transaction involving the payment of cash on account is posted individually 

to a creditor account in the accounts payable subsidiary ledger. Postings to creditor 
accounts should be made on a regular basis. In this way, the creditor’s account will 
show a current balance. 
To illustrate, Exhibit 6 shows on March 22 the payment of $420 on account to Donnelly 
Supplies. The posting of the $420 debit to Donnelly Supplies in the accounts payable 
subsidiary ledger is also shown in Exhibit 6. After the posting, Donnelly Supplies has 
a credit balance of $1,450. 

2.To provide a trail of the entries posted to the subsidiary and general ledgers, the 
source of these entries is indicated in the Posting Reference column of each account 
by inserting the letter CP (for cash payments journal) and the page number of the 
cash payments journal. 

To illustrate, Exhibit 6 shows that after $420 is posted to Donnelly Supplies account, 
CP7 is inserted into the Post. Ref. column of the account. 

3. To indicate that the transaction has been posted to the accounts payable subsidiary 
ledger, a check mark (“) is inserted in the Posting Reference column of the cash 
payments journal. 

To illustrate, Exhibit 6 shows that a check mark (V) has been inserted in the Post. Ref. 
column next to Donnelly Supplies to indicate that the $420 has been posted. 
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PMO ST a re 
EXHIBIT 6 Cash Payments Journal and Postings 
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Cash Payments Journal 


Rent Expense 
Grayco Supplies 

21 152 Jewett Business Systems 
22" s53 Donnelly Supplies 

30} 154 Utilities Expense _ 

31 155 Howard Supplies 


General Ledger 
Account Cash Account No. 17 


Balance 
Item Credit Credit 


Balance 


Account No. 27 


Post. : 
Balance _ Date | Item Ref. | Debit Balance 
Item 2012 
Mar. | 1} Balance v 1,230 


Balance 


Account Utilities Expense Account No. 54 


Balance 
Credit 


OLE EN TTT TI EL LTTE EEL EN EN TEP ITEM ON TERT STE IOS DESPA EIT SF ee atmo 


Account Rent Expense Account No. 52 Post. 
é Date Item Ref. Credit Balance 
Credit Mar. | 3 P11 600 600 
27 P11 960 1,560 
S| CP7 600 960 


Name: Jewett Business Systems 


Accounts Payable Subsidiary Ledger 

Name: Donnelly Supplies 

Post. 

Date Item Ref. | Debit 

2012 
Mar. | 7 P11 
19 Pat 

22 GPF 420 


Balance 


420 
1,870 
1,450 


Name: Grayco Supplies 


CP7 1,230 


Name: Howard Supplies 


Post. 
Date Item Ref. 


2012 
Mar. |12 P11 
21 CP7 2,800 


Debit Balance i 


2,800 


4. A single monthly total of the Accounts Payable Dr. column is posted to the accounts 
payable general ledger account. This is the total cash paid on account and is posted 
as a debit to Accounts Payable. The accounts payable account number (21) is then in- 
serted below the Accounts Payable Dr. column to indicate that the posting is complete. 
To illustrate, Exhibit 6 shows the monthly total of $5,050 was posted as a debit to 


Accounts Payable (21). 
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5. A single monthly total of the Cash Cr. column is posted to the cash general ledger 
account. This is the total cash payments during the month and is posted as a credit 


to Cash. The cash account number (11) is then inserted below the Cash Cr. column 
to indicate that the posting is complete. 


To illustrate, Exhibit 6 shows the monthly total of $7,700 was posted as a credit to 
Cash (11). 


6. The accounts listed in the Other Accounts Dr. column are posted on a regular basis 

as a separate debit to each account. The account number is then inserted in the Post. 
Ref. column to indicate that the posting is complete. Because accounts in the Other 
Accounts Dr. column are posted individually, a check mark is placed below the col- 
umn total at the end of the month to show that no further action is needed. 
To illustrate, Exhibit 6 shows that $1,600 was posted as a debit to Rent Expense (52) 
and $1,050 was posted as a debit to Utilities Expense (54) in the general ledger. The 
account numbers (52 and 54, respectively) were entered in the Post. Ref. column of 
the cash payments journal. Also, at the end of the month, a check mark (Vv) is entered 
below the Other Accounts Dr. column to indicate that no further action is needed. 


Accounts Payable Control Account 
and Subsidiary Ledger 


After all posting has been completed for the month, the balances in the accounts 
payable subsidiary ledger should be totaled. This total should then be compared with 
the balance of the accounts payable controlling account in the general ledger. If the 
controlling account and the subsidiary ledger do not agree, an error has occurred. 
Before proceeding, the error must be located and corrected. 

The total of NetSolutions’ accounts payable subsidiary ledger is $2,410. This total 
agrees with the balance of its accounts payable control account on March 31, 2012, 
as shown below. 


NetSolutions 


Accounts Payable Accounts Payable Creditor Balances 
(Control) March 31, 2012 
Balance, March 1, 2012 $1,230 Donnelly Supplies $1,450 
Total credits (from purchases journal) 6,230 Grayco Supplies 0 
Total debits Howard Supplies 960 
(from cash payments journal) (5,050) Jewett Business Systems 0 
Balance, March 31, 2012 $2,410 Total $2,410 


Equal credit balances 


Example Exercise 5-4 


NAME Lassiter Services Inc. 
ADDRESS 301 St. Bonaventure Ave. 


Sg se Sal a A A lll dl AR a a Ol Re Ree Se 
Date Item Post. Ref. Debit Credit Balance 
ES cs ee a ee 


Aug. 1 Balance 320 
72 Invoice No. 101 CP36 200 120 
22 Invoice No. 106 P16 140 260 


Describe each transaction and the source of each posting. 


Follow My Exampless- -4 


payments journal. 


i posted fone pease: t 16 pt the pues: ores 


| The debits and credits from two transactions are presented in the following creditor's (supplier's) account: 


Aug. sp Paid $200 to Lassiter Services Inc. on PSSA (Invoice No. 101). Amount posted from page 36 of the cash 


22. Purchased $140 of services on account from Lassiter services: Inc. itemized on Invoice No. 106. Amount — 
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KI 


use ofacomputerzed = Computerized accounting systems are widely used by even the smallest of compa- 
eee ga nies. Computerized accounting systems have the following three main advantages 
over manual systems: 


veineand COMputerized Accounting Systems 


illustrate the 


1. Computerized systems simplify the record-keeping process by recording transactions 
in electronic forms and, at the same time, posting them electronically to general and 
subsidiary ledger accounts. 

2. Computerized systems are generally more accurate than manual systems. 

3. Computerized systems provide management with current account balance information 
to support decision making, since account balances are posted as the transactions occur. 


The popular QuickBooks accounting software for small- to medium-sized busi- 
nesses is used to illustrate a computerized accounting system for NetSolutions. 
To simplify, the illustration is limited to transactions involving revenue earned on 


ACCOUNTING SYSTEMS AND PROFIT know how you can run a business that way,” he said. “How 


do you know what your profits are?” 
MEASUREMENT ‘Well, son,” the father replied, “when | got off the boat 


from Greece, | had nothing but the pants | was wearing. 
Today, your brother is a doctor. You are an accountant. Your 
sister is a speech therapist. Your mother and | havea nice car, 
a city house, and a country home. We have a good business, 
and everything is paid for... .” 

“So, you add all that together, subtract the pants, and 
there’s your profit!” 


A Greek restaurant owner in Canada had his own system of 
accounting. He kept his accounts payable in a cigar box on 
the left-hand side of his cash register, his daily cash returns 
in the cash register, and his receipts for paid bills in another 
cigar box on the right. A truly “manual” system. 

When his youngest son graduated as an accountant, 
he was appalled by his father’s primitive methods. “I don’t 


account and the subsequent recording of cash collections. Exhibit 7 illustrates the 
use of QuickBooks for NetSolutions to record transactions as follows: 


Sales transactions are entered onto the computer screen using an electronic 


ea Step 1. Record fees by completing an electronic invoice form. 
invoice form. The electronic form appears like a paper form with spaces, 


Large companies have or fields, to input transaction data. The data spaces may have pull-down 
their accounting systems lists to ease data entry. After the form is completed, it is printed out and 
integrated within the mailed, or e-mailed, to the customer. 


automated business 


Bes scr ae fi Sich To illustrate, on March 2, NetSolutions earned $2,200 on account from Ac- 
integrated software is cessories By Claire. As shown in Exhibit 7, Invoice No. 615 was created using 
termed ERP, or enterprise an electronic form. Upon submitting the invoice form, QuickBooks automati- 
resource planning. cally posts a $2,200 debit to the Accessories By Claire customer account and 


a credit to Fees Earned. An invoice is either e-mailed or printed for mailing 
to Accessories By Claire. 

Step 2. Record collection of payment by completing a “receive payment” form. 

Upon collection from the customer, a “receive payment” electronic form is 
opened and completed. As with the “invoice form,” data are input into the 
various spaces directly or by using pull-down lists. 
To illustrate, a $2,200 payment was collected from Accessories By Claire on 
March 28. As shown in Exhibit 7, the $2,200 was applied to Invoice No. 615, 
as shown by the check mark (V) next to the March 2 date at the bottom of 
the form. As shown at the bottom of the form, the March 27 invoice of $3,000 
remains uncollected. When the screen is completed, a debit of $2,200 is au- 
tomatically posted to the cash account, and a credit for $2,200 is posted to 
the Accessories By Claire account. This causes the balance of the Accessories 
By Claire account to be reduced from $5,200 to $3,000. 
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rare 


Books 


1. Record fees by 
completing an 
electronic invoice 
form. 


Journal Entry Equivalent 


Dr. Cr. 
Accounts Receivable— 
Accessories By Claire... . 2,200 


Fees Earned........ 2,200 
Send invoice 
to customer. 2 te 
Des Moines, 1A 50310 
Receive payment. 
2. Record collection of im bt aticane 
bs fh ReceWenaymene oe eu ee eee ee 
payment by completing a Fedrrevous EP next | % Hstory > | EAGet OnkrePts | GG Pn Cede Mee 
“ ‘= ow ah c : 
receive paymen rm. Customer Payment ; 
payment” form ress a eons Se. | Journal Entry Equivalent 
Amount 2,200.00 Date fosyeaj20i2 ss] iehpadiade 
Pmt, Method [Check | Check # ; zx PnickBooks | | Dr. Gr 
| Memo ices s P Me Deposit ta First Union Bank Ea Sasi nies I 
Seah Cash. ee a ee 2,200 
Accounts Receivable— 
Accessories By Claire . . 2,200 


Amounts for Selected Involees ———————>) 
2,200.00 | | 


3. Prepare reports. 
By JTotal only =] 3s) 


ar is Receivable Subsidiary Ledger 


} _ =r 
Dates [Custom I] From [03/01/2012 Bal] To Jo3/31/2012 Ji] Total 


NetSolutions 
Cash Receipts 
NetSolutions pees 
° Type ° Date ° Name ¢ Paid Amount + 
Accounts Receivable Subsidiary Ledger | Mar 12 
March 31, 2012 » Sales Receipt 03/01/2012 Rental Customer 400.00 4 
Mar 31, 12 © Payment 03/19/2012 Web Cantina 3,400.00 
_ * meres Payment 03/28/2012 Accessories By Claire 2,200.00 
Accessories By Claire > 3,000.00 4 Payment 03/30/2012 RapZone 1,750.00 
Web Cantina 2,650.00 Mar 12 7,750.00 q 
TOTAL 5,650.00 | 


fide Header 


fos/s1/2012 fa) 


Sort By [Defaut 


E-m ‘|, Expor 


From Jooyoujeni2 i) 
NetSolutions 
Fees Earned by Customer 
March 2012 


° Type ° Date e Num ¢__ Amount 
Accessories By Claire 


To 


° 


» Invoice 03/02/2012 615 2,200.00 4 
Invoice 03/27/2012 618 3,000.00 i 
Total Accessories By Claire 5,200.00 | 
RapZone 
Invoice 03/06/2012 616 1,750.00 
Total RapZone 1,750.00 


Web Cantina 


Invoice 03/18/2012 617 2,650.00 
Total Web Cantina 2,650.00 


TOTAL ——2:600.00 
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Step 3. Prepare reports. 
At any time, managers may request reports from the software. Three such 


reports include the following: 


1. “Accounts Receivable Subsidiary Ledger” lists as of a specific date the accounts 
receivable balances by customer. 
To illustrate, the Accounts Receivable Subsidiary Ledger report shown in 
Exhibit 7 for NetSolutions was generated as of March 31, 2012. The total of 
the balances of the Accounts Receivable Subsidiary Ledger report of $5,650 
agrees with the accounts receivable subsidiary balance total we illustrated 
using a manual system for NetSolutions on page 220. 


2. “Fees Earned by Customer” lists revenue by customer for the month. It is 
created from the electronic invoice form used in step 1. 
To illustrate, the Fees Earned by Customer report shown in Exhibit 7 for 
NetSolutions is for the month of March 2012. The total fees earned by customer 
of $9,600 agree with the total of the revenue journal we illustrated using a 
manual system for NetSolutions in Exhibits 2 and 3. 


3. “Cash Receipts” lists the cash receipts during the month. 
To illustrate, the Cash Receipts report shown in Exhibit 7 for NetSolutions is 
for the month of March 2012. The total cash receipts of $7,750 agree with the 
total of the Cash Dr. column of the cash receipts journal we illustrated using 
a manual system for NetSolutions in Exhibit 4. 


The computer does not allow certain journalizing errors. For example, a comput- 
erized accounting system will not process a transaction unless the total debits for 
the transaction equal the total credits for a transaction. Instead, an error screen will 
notify the user that the transaction data must be corrected. Likewise, the computer 
will not make posting or mathematical errors. 


TURBOTAX 


Intuit sells TurboTax®, one of the most popular tax preparation 
software products for individuals. Using this product, the 
tax return is prepared using electronic tax forms. Thus, the 


data-entry fields provided for the various line items. The 
advantage of this approach is that all the arithmetic and 
linking between forms is done automatically. A change in 
one field automatically updates all other linked fields. Thus, 
no more erasure. 


familiar Form 1040 is presented as an electronic form with 


In this section, revenue and cash receipt transactions are illustrated for NetSolu- 
tions using QuickBooks accounting software. Similar illustrations could be provided 
for purchases and cash payment transactions. A complete illustration of a computer- 
ized accounting system is beyond the scope of this text. However, this chapter pro- 


vides a solid foundation for applying accounting system concepts in either a manual 
or a computerized system. 


STE ST STRSTR AREAS TNH 


von Se DESTINIES SESS IT USSSA PECORARO DES UREN AUTEN GE 


ONLINE FRAUD 


Fraud accounted for over $3.3 billion in e-commerce losses _ on file with the credit card company, while the security code 


is the additional four-digit code designed to reduce fictitious 
credit card transactions. 


in 2009, or approximately 1.2% of all online revenue. As a re- 
sult, online retailers are using address verification and credit 
card security codes as additional security measures. Address 
verification matches the customer's address to the address _19, 2009. 


Source: 11th Annual CyberSource fraud survey, CyberSource, NQVENIGEN 
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E-Commerce 


The U.S. Census Bureau indicates that e-commerce sales are over $130 billion in retail 
sales. This represents over 3% of all retail sales.! Using the Internet to perform busi- 
ness transactions is termed e-commerce. When transactions are between a company 
and a consumer, it is termed B2C (business-to-consumer) e-commerce. Examples of 
companies engaged in B2C e-commerce include Amazon.com, priceline.com Incorporated, 
and Dell Inc. 

The B2C business allows consumers to shop and receive goods at home, rather 
than going to the store. For example, Whirlpool Corporation allows consumers to use its 
Web site to order appliances, selecting color and other features. After paying with a 
credit card, customers can receive delivery of the appliance from the Whirlpool factory. 

When transactions are conducted between two companies, it is termed B2B 
(business-to-business) e-commerce. Examples of companies engaged in B2B 
e-commerce include Cisco Systems, Inc., an Internet equipment manufacturer, and 
Bristol-Myers Squibb Company (BMS), a pharmaceutical company. BMS, for example, uses 
e-commerce to purchase supplies and equipment from its suppliers. E-commerce 
streamlines purchases and payments by automating transactions and eliminating 
paperwork. BMS claims over $90 million in savings by placing its purchase/payment 
cycle on the Internet. 

The Internet creates opportunities for improving the speed and efficiency of 
transactions. Many companies are realizing these benefits of using e-commerce as 
illustrated above. Three additional areas where the Internet is being used for busi- 
ness purposes are as follows: 


1. Supply chain management (SCM): Internet applications to plan and coordinate 
suppliers. 


2. Customer relationship management (CRM): Internet applications to plan and coor- 
dinate marketing and sales effort. 


3. Product life-cycle management (PLM): Internet applications to plan and coordinate 
the product development and design process. 


E-commerce also provides opportunities for faster business processes that oper- 
ate at lower costs. New Internet applications are continually being introduced as the 
Internet develops into a preferred method of conducting business. 


Financial Analysis and Interpretation: 
Segment Analysis 


Accounting systems often use computers to collect, classify, summarize, and report 
financial and operating information in a variety of ways. One way is to report revenue 
earned by different segments of business. Businesses may be segmented by region, 
by product or service, or by type of customer. Segment revenues are determined 
from the invoice data that are entered into the accounting system. 

For example, Intuit Inc. uses invoice data from the accounting system to deter- 
mine the amount of revenue earned by different products and services. Segment 
analysis uses horizontal and vertical comparisons to analyze the contributions of 
various segments to the total operating performance of a company. To illustrate, 
selected product and service segment revenue information from the notes to In- 
tuit’s financial statements for the fiscal years ending July 31, 2009 and 2008, is 
presented on the following page. 


1 Estimated Quarterly U.S. Retail Sales: Total and E-commerce, U.S. Census Bureau, November 18, 2009. 


Describe the 
basic features 


of e-commerce. 


ef 


A new trend is toward 
application service 
provider (ASP) software 
solutions whereby the 
accounting system is 
managed and distributed 
over the Internet by a 
third party. Under this 
model, the software 

is “rented,” while 
analysis, design, and 
implementation are 
largely provided by the 
ASP vendor. 


=| Use segment 
analysis in 


evaluating the operating 
performance of a 
company. 
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2009 2008 

Segment (in thousands). (in thousands) 
Financial Management Solutions S$ 578,801 $ 592,106 
Employee Management Solutions 364,831 336,880 
Payments Solutions 290,974 253,560 
Consumer Tax 996,413 929,429 
Accounting Professionals 351,747 326,723 
Financial Institutions 311,105 298,540 
Other Businesses 288,666 333,736 

Total revenues $3,182,537 $3,070,974 


This segment information can be used to perform horizontal analysis using 2008 
as the base year as follows: 


2009 2008 Increase (Decrease) 

Segment (in thousands) (in thousands) Amount Percent 
Financial Management Solutions $ 578,801 $ 592,106 $ (13,305) (2.2)% 
Employee Management Solutions 364,831 336,880 27,951 8.3 
Payments Solutions 290,974 253,560 37,414 14.8 
Consumer Tax 996,413 929,429 66,984 Teds 
Accounting Professionals 351,747 326,723 25,024 Vie) 
Financial Institutions 311,105 298,540 12,565 4.2 
Other Businesses 288,666 333,736 (45,070) (13.5) 

Total revenues $3,182,537 $3,070,974 $111,563 3.6 


Intuit Inc. increased total revenue by 3.6% from 2008 to 2009. This increase came 
from strong revenue gains in the Employee Management Solutions, Payments Solu- 
tions, Consumer Tax, and Accounting Professionals segments combined with rev- 
enue losses in the Financial Management Solutions and Other Businesses segments. 
The Payments Solutions segment had the largest revenue increase from 2008 to 
2009, at 14.8%. 

In addition, vertical analysis could be performed on the segment disclosures as 
follows: 


2009 2008 
Amount Amount 

Segment (in thousands) Percent (inthousands) Percent 
Financial Management Solutions $ 578,801 18.2% $ 592,106 19.3% 
Employee Management Solutions 364,831 THES 336,880 11.0 
Payments Solutions 290,974 9.1 253,560 8.3 
Consumer Tax 996,413 siilee! 929,429 30.3 
Accounting Professionals 351,747 11.1 326,723 10.6 
Financial Institutions 311,105 98 298,540 O7 
Other Businesses 288,666 le 333,736 10.9 

Total revenues $3,182,537 100.0%* $3,070,974 100.0%* 


*Percentages do not add exactly to 100% due to rounding. 


The preceding analysis shows that revenue in the Financial Management Solu- 
tions and Other Businesses segments declined as a percent of total revenues from 
2008 to 2009. The remaining segments all increased as a percent of total revenues 
from 2008 to 2009. 

Both analyses indicate that Intuit’s second largest business segment, the Financial 
Management Solutions segment, is declining. This segment consists of Quicken and 
Quickbooks products. However, the remaining segments are more than compensat- 
ing for the revenue decline. For example, Intuit’s largest segment, Consumer Tax, is 
still growing with such products as TurboTax. 
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Example Exercise 5-5 5 


Morse Company does business in two regional segments: East and West. The following annual revenue information 
_ was determined from the accounting system’s invoice information: 


Segment 2012 2011 

East $25,000 $20,000 

West 50,000 60,000 
Total revenues $75,000 $80,000 


Prepare horizontal and vertical analyses of the segments. 


Follow My Example 5-5 


Horizontal analysis: 


Increase (Decrease) 


Segment 2012 2011 Amount Percent 
East $25,000 $20,000 $ 5,000 25.0% 
West 50,000 60,000 (10,000) (16.7) 
Total revenues $75,000 $80,000 $ (5,000) (6.3) 
Vertical analysis: 
oe 2012 2011 

: Segment Amount Percent Amount Percent 
East $25,000 33.3% $20,000 25.0% 

West 50,000 66.7 - 60,000 75.0 
Total revenues §75,000 100.0% $80,000 100.0% 


Practice Exercises: PE 5-5A, PE 5-5B 


At a Glance 


Define and describe an accounting system. 


Key Points An accounting system is the methods and procedures for collecting, classifying, summarizing, 
and reporting a business’s financial information. The three steps through which an accounting system 
evolves are: (1) analysis of information needs, (2) design of the system, and (3) implementation of the 
system design. 


Example Practice 


Learning Outcomes 
Exercises Exercises 


¢ Define an accounting system. 


* Describe the three steps for designing an accounting system: 
(1) analysis, (2) design, and (3) implementation. 
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ex Journalize and post transactions in a manual accounting system that uses subsidiary ledgers 
and special journals. 


Key Points Subsidiary ledgers may be used to maintain separate records for customers and creditors 
(vendors). A controlling account in the general ledger summarizes the subsidiary ledger accounts. The sum 
of the subsidiary ledger account balances must agree with the balance in the related controlling account. 


Learning Outcomes Example Practice 
Exercises Exercises 
¢ Prepare a revenue journal and post services provided on account to EES5-1 PE5-1A, 5-1B 


individual customer accounts and the column total to the correspond- 
ing general ledger accounts. 


¢ Prepare a cash receipts journal and post collections on account to EE5-2 PES-2A, 5-2B 
individual customer accounts. Post Other Accounts column entries 
individually and special column totals to the corresponding general 
ledger accounts. 


* Prepare a purchases journal and post amounts owed to individual EE5-3 PE5-3A, 5-3B 
creditor accounts. Post Other Accounts column entries individu- 
ally and special column totals to the corresponding general ledger 
accounts. 


¢ Prepare a cash payments journal and post the amounts paid to EE5-4 PE5-4A, 5-4B 
individual creditor accounts. Post Other Accounts column entries 
individually and special column totals to the corresponding general 
ledger accounts. 


EN Describe and illustrate the use of a computerized accounting system. 


Key Points Computerized accounting systems are similar to manual systems. The main advantages of a 
computerized accounting system are the simultaneous recording and posting of transactions, high degree 
of accuracy, and timeliness of reporting. 


Learning Outcomes Example Practice 


a : Exercises Exercises 
* Differentiate between a manual and a computerized accounting system. 


* Illustrate revenue and cash receipts transactions using QuickBooks. 


m Describe the basic features of e-commerce. 


Key Points Using the Internet to perform business transactions is termed e-commerce. B2C e-commerce 
involves Internet transactions between a business and consumer, while B2B e-commerce involves Internet 
transactions between businesses. More elaborate e-commerce involves planning and coordinating suppliers, 
customers, and product design. 


Learning Outcomes Example Practice 


4 ; Exercises Exercises 
* Define e-commerce and describe the major trends in e-commerce. 


ON eR TFT rm te mecnomnmen 
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Use segment analysis in evaluating the operating performance of a company. 


Key Points Businesses may be segmented by region, by product or service, or by type of customer. 
Segment revenues can be analyzed using horizontal and vertical analyses. Such analyses are useful to 
management for evaluating the causes of business performance. 


Learning Outcomes Example Practice 


Exercises Exercises 
¢ Prepare horizontal and vertical analyses for business segments 
y 8 5. EE5-5 PE5-5A, 5-5B 


eee oa er are 


Key Terms 
accounting system (212) cash receipts journal (218) invoice (215) 
accounts payable subsidiary controlling account (213) purchases journal (220) 
io ledger er) e-commerce (229) revenue journal (215) 
accounts receivable subsidiary general journal (214) special journals (213) 
ledger (213) general ledger (213) subsidiary ledger (213) 


cash payments journal (223) internal controls (213) 


Illustrative Problem 


Selected transactions of O’Malley Co. for the month of May are as follows: 
a. May 1. Issued Check No. 1001 in payment of rent for May, $1,200. 
b. 2. Purchased office supplies on account from McMillan Co., $3,600. 


C: 4. Issued Check No. 1003 in payment of freight charges on the supplies 
purchased on May 2, $320. 


d _ Provided services on account to Waller Co., Invoice No. 51, $4,500. 

eC 9. Issued Check No. 1005 for office supplies purchased, $450. 

f. 10. Received cash for office supplies sold to employees at cost, $120. 

g 11. Purchased office equipment on account from Fender Office Products, 
$15,000. 

h. 12. Issued Check No. 1010 in payment of the supplies purchased from McMil- 
lan Co. on May 2, $3,600. 

i. 16. Provided services on account to Riese Co., Invoice No. 58, $8,000. 

. 18. Received $4,500 from Waller Co. in payment of May 8 invoice. 

K. 20. Invested additional cash in the business, $10,000. 

1 25. Provided services for cash, $15,900. 


m. 30. Issued Check No. 1040 for withdrawal of cash for personal use, $1,000. 
n. 30. Issued Check No. 1041 in payment of electricity and water invoices, $690. 
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o. May 30. Issued Check No. 1042 in payment of office and sales salaries for May, 
$15,800. 


p- 31. Journalized adjusting entries from the work sheet prepared for the fiscal 
year ended May 31. 


O’Malley Co. maintains a revenue journal, a cash receipts journal, a purchases journal, 
a cash payments journal, and a general journal. In addition, accounts receivable and ac- 
counts payable subsidiary ledgers are used. 


Instructions 


1. Indicate the journal in which each of the preceding transactions, (a) through (p), 
would be recorded. 


2. Indicate whether an account in the accounts receivable or accounts payable subsidiary 
ledgers would be affected for each of the preceding transactions. 


3. Journalize transactions (b), (c), (d), (h), and Gj) in the appropriate journals. 


Solution 


=) 


Journal 2. Subsidiary Ledger 


Cash payments journal 

Purchases journal Accounts payable ledger 
Cash payments journal 

Revenue journal Accounts receivable ledger 
Cash payments journal 

Cash receipts journal 

Purchases journal Accounts payable ledger 
Cash payments journal Accounts payable ledger 
Revenue journal Accounts receivable ledger 
Cash receipts journal Accounts receivable ledger 
Cash receipts journal 

Cash receipts journal 

Cash payments journal 

Cash payments journal 

Cash payments journal 

General journal 


SP Sa ee so RP pn oe 


3: 


Transaction (b): 


Purchases Journal 


Accounts 
Payable 
Cc 


Office 
Supplies 
Dr. 


Other 
Accounts 


Amount 


May | 2} McMillan Co. 


Transactions (c) and (h): 


psa 


Other Accounts 
é Accounts Payable 
No. Account Debited Dr. Dr. 


1003 Freight Expense 
1010 McMillan Co, 


Transaction (d): 


Invoice 
No. 


Date 


Syl Waller Co. 


Transaction (j): 


May |18| Waller Co. 


Discussion Questions 


Why would a company maintain separate accounts 
receivable ledgers for each customer, as opposed 
to maintaining a single accounts receivable ledger 
for all customers? 


What are the major advantages of the use of spe- 
cial journals? 


In recording 400 fees earned on account during a 
single month, how many times will it be neces- 
sary to write Fees Earned (a) if each transaction, 
including fees earned, is recorded individually in 
a two-column general journal; (b) if each trans- 
action for fees earned is recorded in a revenue 
journal? 


How many postings to Fees Earned for the month 
would be needed in Discussion Question 3 if the 
procedure described in (a) had been used; if the 
procedure described in (b) had been used? 


During the current month, the following errors oc- 
curred in recording transactions in the purchases 
journal or in posting from it. 


a. An invoice for $1,875 of supplies from Kelly 
Co. was recordedias having been received from 
Kelley Co., another supplier. 

b. A credit of $420 to Blackstone Company was 
posted as $240 in the subsidiary ledger. 


Revenue Journal 


Account Debited 


Cash Receipts Journal 


Account Credited 


10. 
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Accts. Rec. Dr. 
Fees Earned Cr. 


Ref. 


4,500 


ee EE 


STRATES Eno rcerecorerar enoerome a ; 


Accounts 
Receivable 
Cr. 


_ Other — 
Accounts 


c. An invoice for equipment of $4,800 was re- 
corded as $4,000. 

d. The Accounts Payable column of the purchases 
journal was overstated by $3,600. 


How will each error come to the bookkeeper’s 
attention, other than by chance discovery? 


Assuming the use of a two-column general jour- 
nal, a purchases journal, and a cash payments 
journal as illustrated in this chapter, indicate the 
journal in which each of the following transactions 
should be recorded: 


Purchase of office supplies on account. 
Purchase of supplies for cash. 

Purchase of store equipment on account. 
Payment of cash on account to creditor. 
Payment of cash for office supplies. 


op aooR 


What is an electronic form, and how is it used in 
a computerized accounting system? 


Do computerized systems use controlling accounts 
to verify the accuracy of the subsidiary accounts? 


What happens to the special journal in a computer- 
ized accounting system that uses electronic forms? 


How would e-commerce improve the revenue/col- 
lection cycle? 
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Practice Exercises 


Learning 
Objectives 


OBJ. 2 


OBJ.2 


OBJ.2 


OBJ.2 


Example 
Exercises 


EE 5-1 p.2// 


EE 5-1 p.2/7 


EE 5-2 p. 220 


EE 5-2 p. 220 


PE5-1A Revenue journal 
The following revenue transactions occurred during October: 


Oct. 7. Issued Invoice No. 121 to Darcy Co. for services provided on account, $320. 
17. Issued Invoice No. 122 to Triple A Inc. for services provided on account, $470. 


21. Issued Invoice No. 123 to Whaley Co. for services provided on account, $530. 


Record these three transactions into the following revenue journal format: 


REVENUE JOURNAL 


Accts. Rec. Dr. 
Fees Earned Cr. 


Post. 
Ref. 


Invoice 


Date No. Account Debited 


PE5-1B Revenue journal 
The following revenue transactions occurred during May: 


May 6. Issued Invoice No. 78 to Lemon Co. for services provided on account, $1,240. 
9. Issued Invoice No. 79 to Hitchcock Inc. for services provided on account, $3,420. 


19. Issued Invoice No. 80 to Conrad Inc. for services provided on account, $1,470. 


Record these three transactions into the following revenue journal format: 


REVENUE JOURNAL 


Post. 
Ref. 


Accts. Rec. Dr. 
Fees Earned Cr. 


Invoice 


Date No. Account Debited 


PE 5-2A Accounts receivable subsidiary ledger 


The debits and credits from two transactions are presented in the following customer 
account: 


NAME Signal Communications Inc. 
ADDRESS = 76 Oak Ridge Rd. 
Post. 
Date Item Ref. Debit Credit Balance 
June 1 Balance v 280 
20 Invoice 579 CR106 95 185 
28 Invoice 527 R92 Ws) 260 


Describe each transaction and the source of each posting. 


PE5-2B Accounts receivable subsidiary ledger 


The debits and credits from two transactions are presented in the following customer 
account: 


NAME Mobility Products Inc. 
ADDRESS 46W. Main St. 
Post. 
Date Item Ref. Debit Credit Balance 
Sept. 1 Balance v 1,200 
Invoice 119 R24 840 2,040 
17 Invoice 106 CR46 590 1,450 


Describe each transaction and the source of each posting. 


Learning 
Objectives 


OBJ.2 


OBJ. 2 


OBJ.2 


OBJ. 2 


OBJ.5 


Example 
Exercises 


EE 5-3 p.222 


EE 5-3 p.222 


EE5-4 p.225 


EE 5-4 p.225 


EE5-5 p23! 
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PE 5-3A_ Purchases journal 

The following purchase transactions occurred during August for Elegance Catering Service: 

Aug. 11. Purchased party supplies for $390, on account from Party Zone Supplies Inc. 
14. Purchased party supplies for $290, on account from Fun 4 All Supplies Inc. 


29. Purchased office furniture for $3,560, on account from Office Space Inc. 


Record these transactions in the following purchases journal format: 


PURCHASES JOURNAL 
Accounts Office Other 
Post. Payable Supplies Account Post. 
Date Accounts Credited Ref. Cr. Dr. Dr. Ref. Amount 


PE 5-3B Purchases journal 
The following purchase transactions occurred during December for Rehoboth Inc.: 


Dec. 6. Purchased office supplies for $415, on account from Supply Hut Inc. 
14. Purchased office equipment for $1,950, on account from Zell Computer Inc. 


19. Purchased office supplies for $450, on account from Supply Hut Inc. 


Record these transactions in the following purchases journal format: 


PURCHASES JOURNAL 
Accounts Office Other 
Post. Payable Supplies Account Post. 
Date Accounts Credited Ref. Cr. Dr. Dr. Ref. Amount 


PE 5-4A Accounts payable subsidiary ledger 
The debits and credits from two transactions are presented in the following supplier’s 
(creditor’s) account: 


NAME Newton Computer Services Inc. 
ADDRESS =. 2799 Technology Place 
Post. 
Date Item Ref. Debit Credit Balance 
Nov. 1 Balance 9,400 
11 Invoice 75 P8 2,790 12,190 
21 Invoice 43 CP46 6,550 5,640 


Describe each transaction and the source of each posting. 


PE5-4B Accounts payable subsidiary ledger 
The debits and credits from two transactions are presented in the following supplier’s 
(creditor’s) account: 


NAME Daisy Inc. 
ADDRESS 5000Grand Ave. 
Post. 
Date Item Ref. Debit Credit Balance 
Feb. 1 Balance 92 
11 Invoice 122 CP71 79 13 
20 Invoice 139 P55 57 70 


Describe each transaction and the source of each posting. 


PE5-5A Segment analysis 
Harrow Company does business in two customer segments, Retail and Wholesale. The 
following annual revenue information was determined from the accounting system’s in- 


voice information: 
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2012 2011 
Retail $ 80,000 S$ 75,000 
Wholesale 120,000 140,000 
Total revenue $200,000 $215,000 


Prepare a horizontal and vertical analysis of the segments. Round to one decimal place. 


PE5-5B Segment analysis 


Outdoor Country, Inc. does business in two product segments, Camping and Fishing. 
The following annual revenue information was determined from the accounting system’s 
invoice information: 


2012 2011 
Camping $250,000 $280,000 
Fishing 100,000 60,000 
Total revenue $350,000 $340,000 


Prepare a horizontal and vertical analysis of the segments. Round to one decimal place. 


. 


OBJ. 2 


OBJ. 2 


¥ d. Total accounts 
receivable, $6,975 


OBJ.2 


EX 5-1 Identify postings from revenue journal 

Using the following revenue journal for Gamma Services Inc., identify each of the posting 
references, indicated by a letter, as representing (1) posting to general ledger accounts 
or (2) posting to subsidiary ledger accounts. 


REVENUE JOURNAL 
Invoice Post. Accounts Rec. Dr. 
Date No. Account Debited Ref. Fees Earned Cr. 
2012 
June 1 112 Hazmat Safety Co. (a) $2,625 
10 (ull: Masco Co. (b) 980 
18 114 ~~ Eco-Systems (c) 1,600 
Pf 115 Nero Enterprises (d) 1,240 
30 $6,445 
(e) 


EX 5-2 


Based on the data presented in Exercise 5-1, assume that the beginning balances for the 
customer accounts were zero, except for Nero Enterprises, which had a $530 beginning 
balance. In addition, there were no collections during the period. 


Accounts receivable ledger 


a. Set up a T account for Accounts Receivable and T accounts for the four accounts 
needed in the customer ledger. 


b. Post to the T accounts. 
c. Determine the balance in the accounts. 


d. Prepare a listing of the accounts receivable subsidiary ledger account balances as of 
June 30, 2012. 


EX 5-3 


Assuming the use of a two-column (all-purpose) general journal, a revenue journal, and 
a cash receipts journal as illustrated in this chapter, indicate the journal in which each 
of the following transactions should be recorded: 


Identify journals 


a. Sale of office supplies on account, at cost, to a neighboring business. 


b. Receipt of cash from sale of office equipment. 


OBJ.2 


OBJ. 2 


OBJ.2 
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Closing of drawing account at the end of the year. 
Providing services for cash. 

Receipt of cash refund from overpayment of taxes. 
Adjustment to record accrued salaries at the end of the year. 
Receipt of cash for rent. 


ro mo oO 


Receipt of cash on account from a customer. 
i. Providing services on account. 


j. Investment of additional cash in the business by the owner. 


EX 5-4 Identify journals 


Assuming the use of a two-column (all-purpose) general journal, a purchases journal, and 
a cash payments journal as illustrated in this chapter, indicate the journal in which each 
of the following transactions should be recorded: 


a. Purchase of an office computer on account. 

b. Purchase of services on account. 

c. Purchase of office supplies on account. 

d. Adjustment to prepaid rent at the end of the month. 

e. Adjustment to record accrued salaries at the end of the period. 
f. Purchase of office supplies for cash. 

g. Advance payment of a one-year fire insurance policy on the office. 
h. Purchase of office equipment for cash. 

i. Adjustment to prepaid insurance at the end of the month. 

j. Adjustment to record depreciation at the end of the month. 

k. Payment of six months’ rent in advance. 


EX 5-5 Identify transactions in accounts receivable ledger 


The debits and credits from three related transactions are presented in the following 
customer’s account taken from the accounts receivable subsidiary ledger. 


NAME Casey By Design 
ADDRESS 1319 Elm Street 
Post. 
Date Item Ref. Debit Credit Balance 
2012 
Feb. 3 R44 740 740 
6 J11 80 660 
16 CR81 660 — 


Describe each transaction, and identify the source of each posting. 


EX 5-6 Prepare journal entries in a revenue journal 
Madison Services Company had the following transactions during the month of April: 


Apr. 2. Issued Invoice No. 201 to Triple Play Corp. for services rendered on account, 


$345. 
3. Issued Invoice No. 202 to Mid States Inc. for services rendered on account, 
$410. 
14. Issued Invoice No. 203 to Triple Play Corp. for services rendered on account, 
$110. 


25. Issued Invoice No. 204 to Parker Co. for services rendered on account, $830. 
28. Collected Invoice No. 201 from Triple Play Corp. 


a. Prepare a revenue journal with the following headings to record the April revenue 
transactions for Madison Services Company. 
(Continued ) 
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OBJ. 2,3 


OBJ. 2 


V Accounts 
Receivable balance, 
May 31, $5,490 


REVENUE JOURNAL 
Invoice Post. Accts. Rec. Dr. 
Date No. Account Debited Ref. Fees Earned Cr. 


b. What is the total amount posted to the accounts receivable and fees earned accounts 
from the revenue journal for April? 

c. What is the April 30 balance of the Triple Play Corp. customer account assuming a 
zero balance on April 1? 


EX 5-7 Posting a revenue journal 

The revenue journal for Tech-Aid Consulting Inc. is shown below. The accounts receivable 
control account has a July 1, 2012, balance of $805 consisting of an amount due from 
Astro Star Co. There were no collections during July. 


REVENUE JOURNAL Page 12 
Invoice Post. Accts. Rec. Dr. 
Date No. Account Debited Ref. Fees Earned Cr. 
2012 

July 4 355 BOLivyaniGovien cis as Sonoma Renton Sen eee eae 1,960 
9 356. life Star Ineme teers coe mA mete ase crete 3,220 
14 357 AStroiStat' Goin ain cee pate dente re rbanle 1,490 
22. 359 Boriman Gore se not,.rscrasitcgerdatets ea hota ae rere Ser Serene 2,650 
9,320 


a. Prepare a T account for the accounts receivable customer accounts. 


b. Post the transactions from the revenue journal to the customer accounts, and determine 
their ending balances. 

c. Prepare T accounts for the accounts receivable and fees earned accounts. Post control 
totals to the two accounts, and determine the ending balances. 


d. Prepare a schedule of the customer account balances to verify the equality of the sum 
of the customer account balances and the accounts receivable account balance. 


e. How might a computerized system differ from a revenue journal in recording revenue 
transactions? 


EX 5-8 Accounts receivable subsidiary ledger 

The revenue and cash receipts journals for Amazon Productions Inc. are shown below. 
The accounts receivable control account has a May 1, 2012, balance of $3,910, consisting 
of an amount due from Bishop Studios Inc. 


REVENUE JOURNAL Page 16 
Invoice Post. Accts. Rec. Dr. 
Date No. Account Debited Ref. Fees Earned Cr. 
2012 
May 6 1 GhandjerBroadcasting Ga:cwieeeeeeent net es v 1,250 
14 2 Gold‘GoastiMediallinesain eet era eee v 5,700 
22 3 GhandlenBrogdcasting Goin .scusae eres sein v 2,200 
ay 4 Bishop SUUGIOS: ING. ; ompmtee tment ie ee: v 1,250 
28 5 Amber Communications Ine. ........-..<++.0+«.: v 2,040 
30 12,440 
(12) (41) 
CASH RECEIPTS JOURNAL Page 36 
Post. Fees Accts. Rec. Cash 
Date Account Credited Ref. Earned Cr. Cr. Dr. 
2012 
May) 6) “Bishop stuciosilNGy 7. .cememcceien eerie v — 3910 3,910 
lA Po Rees Bativedd Asean tert Aeon ck cause lon tena 3,200 3,200 
18. Chandler Broadcasting: Gomwenrse...j0e sme v — 1,250 1,250 
28 GoldiGoast Medial liicua- ater reer iter v = 5,700 5,700 


30 3,200 10,860 14,060 
(41) (12) (11) 
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OBJ.2 


V Revenue journal 
total, $10,160 


OBJ. 2 
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Prepare a listing of the accounts receivable subsidiary ledger account balances and verify 
that the total agrees with the ending balance of the accounts receivable account. 


EX 5-9 Revenue and cash receipts journals 


Transactions related to revenue and cash receipts completed by Main Line Inc. during 
the month of August 2012 are as follows: 


Aug. 2. Issued Invoice No. 512 to Boston Co., $780. 
4. Received cash from CMI Inc., on account, for $195. 
8. Issued Invoice No. 513 to Gabriel Co., $275. 
12. Issued Invoice No. 514 to Dockers Inc., $690. 
19. Received cash from Dockers Inc., on account, $525. 
22. Issued Invoice No. 515 to Electronic Central Inc., $150. 
27. Received cash from Marshall Inc. for services provided, $115. 
29. Received cash from Boston Co. for invoice of August 2. 
31. Received cash from McCleary Co. for services provided, $65. 


Prepare a single-column revenue journal and a cash receipts journal to record these trans- 
actions. Use the following column headings for the cash receipts journal: Fees Earned Cr., 
Accounts Receivable Cr., and Cash Dr. Place a check mark (“) in the Post. Ref. column 
to indicate when the accounts receivable subsidiary ledger should be posted. 


EX 5-10 Revenue and cash receipts journals 


Essential Paris, Inc. has $2,290 in the December 1 balance of the accounts receivable 
account consisting of $940 from Chrystal Co. and $1,350 from Venus Co. Transactions 
related to revenue and cash receipts completed by Essential Paris, Inc. during the month 
of December 2012 are as follows: 


Dec. 3. Issued Invoice No. 622 for services provided to Palace Corp., $1,920. 
5. Received cash from Chrystal Co., on account, for $940. 
8. Issued Invoice No. 623 for services provided to Sunstream Aviation Inc., 
$3,450. 
12. Received cash from Venus Co., on account, for $1,350. 
18. Issued Invoice No. 624 for services provided to Amex Services Inc., $2,600. 
23. Received cash from Palace Corp. for Invoice No. 622. 
28. Issued Invoice No. 625 to Venus Co., on account, for $2,190. 
30. Received cash from Rogers Co. for services provided, $80. 


a. Prepare a single-column revenue journal and a cash receipts journal to record these 
transactions. Use the following column headings for the cash receipts journal: Fees 
Earned Cr., Accounts Receivable Cr., and Cash Dr. Place a check mark (Y) in the 
Post. Ref. column to indicate when the accounts receivable subsidiary ledger should 
be posted. 

b. Prepare a listing of the accounts receivable subsidiary ledger account balances and 
verify that the total of the accounts receivable subsidiary ledger equals the balance of 
the accounts receivable account on December 31, 2012. 


c. Why does Essential Paris use a subsidiary ledger for accounts receivable? 


EX 5-11 Identify postings from purchases journal 

Using the following purchases journal, identify each of the posting references, indicated 
by a letter, as representing (1) a posting to a general ledger account, (2) a posting to a 
subsidiary ledger account, or (3) that no posting is required. 
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PURCHASES JOURNAL Page 49 
Accounts Store Office Other 
Post. Payable Supplies Supplies Accounts Post. 
Date Account Credited Ref. Cr. Dr. Dr. Dr. Ref. Amount 
2012 
Mar. 4 Arrow Supply Co. (a) 4,000 4,000 
6 Coastal Equipment Co.  (b) 5,325 Warehouse Equipment _ (c) 5325 
9 Thorton Products (d) 1,875 1,600 275 
14 Office Warehouse (e) 2,200 Office Equipment (f) 2,200 
20 Office Warehouse (g) 6,000 Store Equipment (h) 6,000 
25 Monroe Supply Co. (i) 2 AO ea) Eile 
30 22,140 4340 4,275 ESAS 
()) (k) (I) (m) 


EX 5-12 Identify postings from cash payments journal 
Using the following cash payments journal, identify each of the posting references, indi- 
cated by a letter, as representing (1) a posting to a general ledger account, (2) a posting 
to a subsidiary ledger account, or (3) that no posting is required. 


CASH PAYMENTS JOURNAL Page 46 
Other Accounts 
Ck. Post. Accounts Payable 
Date No. Account Debited Ref. Dr. Dr. Cash Cr. 
2012 
Aug. 3 611 Energy Systems Co. (a) 4,000 4,000 
5 612 Utilities Expense (b) 310 310 
10 613 Prepaid Rent (c) 3,200 3,200 
16 614 Flowers to Go, Inc. (d) 1,250 1,250 
19 615 Advertising Expense (e) 640 640 
22 616 Office Equipment (f) 3,600 3,600 
25 617 Office Supplies (g) 250 250 
26 618 Echo Co. (h) 5,500 5,500 
31 619 Salaries Expense (i) 1,750 1,750 
31 9,750 10,750 20,500 
()) (k) (|) 


EX 5-13 Identify transactions in accounts payable ledger account 


The debits and credits from three related transactions are presented in 
creditor’s account taken from the accounts payable ledger. 


NAME Apex Performance Co. 
ADDRESS __ 107 W. Stratford Ave. 
Post. 
Date Item Ref. 
2012 
Mar. 6 P44 
11 J12 
16 CP23 


the following 


Debit Credit Balance 
12,000 12,000 

400 11,600 
11,600 _— 


Describe each transaction, and identify the source of each posting. 


EX 5-14 Prepare journal entries in a purchases journal 


Sentry Security Company had the following transactions during the month of January: 


Jan. 4. Purchased office supplies from Office Universe Inc. on account, $550. 


9. Purchased office equipment on account from Tek Village, Inc., $2,300. 


16. Purchased office supplies from Office Universe Inc. on account, $90. 


21. Purchased office supplies from Paper-to-Go Inc. on account, $170. 


27. Paid invoice on January 4 purchase from Office Universe Inc. 


a. Prepare a purchases journal with the following headings to record the January purchase 
transactions for Sentry Security Company. 


OBJ. 2,3 
Y d. Total, $4,215 


OBJ. 2 


Y Accts. Pay., June 
30, $15,860 
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PURCHASES JOURNAL 
Accts. Office Other 
Post. Payable Supplies Accounts Post. 
Date Account Credited Ref. Cr. Dr. Dr. Ref. Amount 


b. What is the total amount posted to the accounts payable and office supplies accounts 
from the purchases journal for January? 


c. What is the January 31 balance of the Office Universe Inc. creditor account assuming 
a zero balance on January 1? 


EX 5-15 Posting a purchases journal 


The purchases journal for Crystal View Window Cleaners Inc. is shown below. The ac- 
counts payable account has a January 1, 2012, balance of $365 of an amount due from 
Little Co. There were no payments made on creditor invoices during January. 


PURCHASES JOURNAL Page 16 
Accts. Cleaning Other 
Post. Payable Supplies Accounts Post. 

Date Account Credited Ref. Cr. Dr. Dr. Ref. Amount 
2012 
Jan. 4 Kleen-Mate Supplies Inc. 570 570 

15 Little Co. 250 250 

19 Office Mate Inc. 2,700 Office Equipment 2,700 

26 Kleen-Mate Supplies Inc. 330 330 

31 3850 1,150 2,700 


a. Prepare a T account for the accounts payable creditor accounts. 


b. Post the transactions from the purchases journal to the creditor accounts, and deter- 
mine their ending balances. 


c. Prepare T accounts for the accounts payable control and cleaning supplies accounts. 
Post control totals to the two accounts, and determine their ending balances. 


d. Prepare a schedule of the creditor account balances to verify the equality of the sum 
of the creditor account balances and the accounts payable account balance. 


e. How might a computerized accounting system differ from the use of a purchases 
journal in recording purchase transactions? 


EX 5-16 Accounts payable subsidiary ledger 

The cash payments and purchases journals for Out of Eden Landscaping Co. are shown 
below. The accounts payable control account has a June 1, 2012, balance of $2,450, con- 
sisting of an amount owed to Augusta Sod Co. 


CASH PAYMENTS JOURNAL Page 31 
Other Accounts 
Ck. Post. Accounts Payable Cash 
Date No. Account Debited Ref. Dr. Dr. Cr. 
2012 
June 4 203 Augusta Sod Co v 2,450 2,450 
5 204 Utilities Expense 54 410 410 
15 205 Kopp Lumber Co. v 5,135 5,135 
24 206 =Schott’s Fertilizer v » pi _ 820 _ 820 
30 410 8,405 8,815 
vv) ~ (21) (11) 
PURCHASES JOURNAL Page 22 
Accounts _—_ Landscaping Other 
Post. Payable Supplies Accounts _— Post. 
Date Account Credited Ref. Cr. Dr. Dr Ref. Amount 
2012 
June 5 Kopp Lumber Co. v 5,30 5135 
7 Concrete Equipment Co. v 2,650 Equipment 18 2,650 
14 Schott’s Fertilizer v 820 820 
24 Augusta Sod Co. v 6,010 6,010 
29 Kopp Lumber Co. A _7,200 7,200 a 
30 DAPI 19,165 2,650 
(21) (14) (v) 


(Continued ) 
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OBJ.2 


V Purchases journal, 
Accts. Pay., Total, 
$815 


OBJ. 2 


Prepare a schedule of the accounts payable subsidiary ledger balances, and determine 
that the total agrees with the ending balance of the accounts payable account. 


EX 5-17 Purchases and cash payments journals 


Transactions related to purchases and cash payments completed by Marion Cleaning 
Services Inc. during the month of August 2012 are as follows: 


Aug. 1. Issued Check No. 57 to Liquid Klean Supplies Inc. in payment of account, $275. 
3. Purchased cleaning supplies on account from Sani-Fresh Products Inc., $160. 
8. Issued Check No. 58 to purchase equipment from Carson Equipment Sales, $2,400. 
12. Purchased cleaning supplies on account from Porter Products Inc., $250. 
15. Issued Check No. 59 to Abbott Laundry Service in payment of account, $120. 
18. Purchased supplies on account from Liquid Klean Supplies Inc., $265. 
20. Purchased laundry services from Abbott Laundry Service on account, $140. 
26. Issued Check No. 60 to Sani-Fresh Products Inc. in payment of August 3 invoice. 
31. Issued Check No. 61 in payment of salaries, $5,200. 


Prepare a purchases journal and a cash payments journal to record these transactions. The 
forms of the journals are similar to those illustrated in the text. Place a check mark (“) 
in the Post. Ref. column to indicate when the accounts payable subsidiary ledger should 
be posted. Marion Cleaning Services Inc. uses the following accounts: 


Cash 11 
Cleaning Supplies 14 
Equipment 18 
Accounts Payable 21 
Salary Expense 51 


Laundry Service Expense 53 


EX 5-18 Purchases and cash payments journals 


Happy Tails Inc. has a September 1 accounts payable balance of $525, which consists of $340 
due Labradore Inc. and $185 due Meow Mart Inc. Transactions related to purchases and cash 
payments completed by Happy Tails Inc. during the month of September 2012 are as follows: 


Sept. 4. Purchased pet supplies from Best Friend Supplies Inc. on account, $230. 
6. Issued Check No. 345 to Labradore Inc. in payment of account, $340. 
13. Purchased pet supplies from Poodle Pals Inc., $660. 
18. Issued Check No. 346 to Meow Mart Inc. in payment of account, $185. 
19. Purchased office equipment from Office Helper Inc. on account, $2,250. 


23. Issued Check No. 347 to Best Friend Supplies Inc. in payment of account 
from purchase made on September 4. 


27. Purchased pet supplies from Meow Mart Inc. on account, $350. 


30. Issued Check No. 348 to Sanders Inc. for cleaning expenses, $50. 

a. Prepare a purchases journal and a cash payments journal to record these transactions. 
The forms of the journals are similar to those used in the text. Place a check mark 
(%) in the Post. Ref. column to indicate when the accounts payable subsidiary ledger 
should be posted. Happy Tails Inc. uses the following accounts: 


Cash 11 
Office Equipment 13 
Pet Supplies 14 


Accounts Payable 21 
Cleaning Expense 54 
b. Prepare a listing of accounts payable subsidiary ledger balances on September 30, 


2012. Verify that the total of the accounts payable subsidiary ledger balances equals 
the balance of the accounts payable control account on September 30, 2012. 


c. Why does Happy Tails use a subsidiary ledger for accounts payable? 


OBJ. 2 
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EX 5-19 Error in accounts payable ledger and accounts payable subsidiary ledger 


After Gold Rush Assay Services Inc. had completed all postings for March in the current 
year (2012), the sum of the balances in the following accounts payable ledger did not 
agree with the $37,900 balance of the controlling account in the general ledger. 


NAME C. D. Greer and Son 
ADDRESS 972S. Tenth Street 


Post. 
Date Item Ref. Debit Credit Balance 
2012 
Mar. 17 P30 3,750 3,750 
Dif P31 12,000 15,750 
NAME Chester Chemical Supplies Inc. 


ADDRESS 1170 Mattis Avenue 
ne ee ee ee ee eee 


Post. 
2012 
Mar. 1 Balance v 8,300 
9 P30 6,200 14,000 
12 J7 300 13,700 
20 CP23 5,800 7,900 
NAME Cutler and Powell 
ADDRESS 717£Elm Street 
Post. 
Date Item Ref. Debit Credit Balance 
2012 
Mar. 1 Balance v 6,100 
18 CP23 6,100 _ 
29 P31 7,800 7,800 
NAME Montana Minerals Co. 
ADDRESS = 1240W. Main Street 
Post 
Date Item Ref. Debit Credit Balance 
2012 
Mar. 1 Balance v 4,750 
10 GP22. 4,750 — 
VW P30 3,700 3,700 
25 Wi 900 1,800 
NAME Valley Power 
ADDRESS 975E. Walnut Street 
Post. 
Date Item Ref. Debit Credit Balance 
2012 
Mar. 5 P30 B50 3,150 


Assuming that the controlling account balance of $37,900 has been verified as correct, 
(a) determine the error(s) in the preceding accounts and (b) prepare a listing of accounts 
payable subsidiary ledger balances (from the corrected accounts payable subsidiary ledger). 


EX 5-20 Identify postings from special journals 

ViewPoint Consulting Company makes most of its sales and purchases on credit. It uses 
the five journals described in this chapter (revenue, cash receipts, purchases, cash pay- 
ments, and general journals). Identify the journal most likely used in recording the post- 
ings for selected transactions indicated by letter in the T accounts on the following page: 
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Cash Prepaid Rent 
a. 10,940 | b. 6,500 e. 1,200 
Accounts Receivable Accounts Payable 
G 11,790 | a. 10,940 »b. 6,500 | d. 7,400 
Office Supplies Fees Earned 


d. 7,400 G 11,790 
Rent Expense 
e 1,200 


OBJ. 2 EX 5-21 Cash receipts journal 
The following cash receipts journal headings have been suggested for a small service 
firm. List the errors you find in the headings. 


CASH RECEIPTS JOURNAL Page 12 
Fees Accts. Other 
Account Post. Earned Rec. Cash Accounts 
Date Credited Ref. Cr. Cr. Cr. Dr. 
OBJ.3 EX 5-22 Computerized accounting systems 


Most computerized accounting systems use electronic forms to record transaction informa- 
tion, such as the invoice form illustrated at the top of Exhibit 7. 


a. Identify the key input fields (spaces) in an electronic invoice form. 
b. What accounts are posted from an electronic invoice form? 


c. Why aren’t special journal totals posted to control accounts at the end of the month 
in an electronic accounting system? 


OBJ.3,4 EX 5-23 Computerized accounting systems and e-commerce 

an Apple Corporation’s iTunes® provides digital products, such as music, video, and software, 
. which can be downloaded to portable devices such as iPhone® and iPod®. Purchases 
made on iTunes are made with a credit card that is on file with the credit card process- 


eel ing company. Such transactions are considered cash transactions. Once the purchase is 
made, the consumer can download the requested digital product to their portable device 
for their enjoyment and the charge will show up on their credit card bill. 


a. What kind of e-commerce application is described by Apple iTunes? 


b. Assume you purchased 12 songs for $1 each on iTunes. Provide the journal entry 
generated by Apple’s e-commerce application. 


c. If a special journal were used, what type of special journal would be used to record 
this sales transaction? 


d. If an electronic form were used, what type of electronic form would be used to record 
this sales transaction? 


e. How might you expect revenues to be recorded for a B2C e-commerce transaction? 


OBJ.4 EX 5-24 E-commerce 


pei, For each of the following companies, determine if their e-commerce strategy is primar- 
ily business-to-consumer (B2C), business-to-business (B2B), or both. Use the Internet to 
investigate each company’s site in conducting your research. 


Amazon.com 
Dell Inc. 
Dupont 

Intuit Inc. 

L.L. Bean, Inc. 


mo pore 


W.W. Grainger, Inc. 


OBJ.5 
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EX 5-25 Segment revenue horizontal analysis 


Starbucks Corporation reported the following geographical segment revenues for fiscal 
years 2009 and 2008: 


2009 2008 
(in millions) (in millions) 
United States $7,104 SP 
International 1,920 2,103 
Global consumer products 750 748 
Total revenues $9,774 $10,383 


a. Prepare a horizontal analysis of the segment data using 2008 as the base year. 
b. Prepare a vertical analysis of the segment data. 


c. What conclusions can be drawn from your analyses? 


EX 5-26 Segment revenue vertical analysis 


News Corporation is one of the world’s largest entertainment companies that includes 
Twentieth Century Fox films, Fox Broadcasting, Fox News, the FX, and various satellite, 
cable, and publishing properties. The company provided revenue disclosures by its major 
product segments in the notes to its financial statements as follows: 


For the Year Ended 
June 30, 2009 
Major Product Segments (in millions) 
Filmed Entertainment $ 5,936 
Television 4,602 
Cable Network Programming 5,580 
Direct Broadcast Satellite Television 3,760 
Magazines and Inserts 1,168 
Newspapers and Information Services 5,858 
Book Publishing 1,141 
Other 2,378 
Total revenues $30,423 


a. Provide a vertical analysis of the product segment revenues. 


b. Are the revenues of News Corporation diversified or concentrated within a product 
segment? Explain. 


EX 5-27 Segment revenue horizontal and vertical analyses 
The comparative regional segment revenues for McDonald's Corporation is as follows: 


2009 2008 
(in millions) (in millions) 
United States $ 7,943.8 $ 8,078.3 
Europe 9,273.8 9,922.9 
APMEA* 4,337.0 4,230.8 
Other Countries & Corporate 1,190.1 1,290.4 
Total revenues $22,744.7 $23,522.4 


*APMEA = Asia/Pacific, Middle East, Africa 


a. Provide a horizontal analysis of the regional segment revenues using 2008 as the base 
year. Round whole percents to one digit. 


b. Provide a vertical analysis of the regional segment revenues for both years. Round whole 


percents to one digit. 


c. What conclusions can be drawn from your analyses? 
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Problems Series A 


OBJ. 2,3 PR5-1A Revenue journal; accounts receivable and general ledgers 
V 1. Revenue Newton Learning Centers was established on October 20, 2012, to provide educational 
journal, total fees services. The services provided during the remainder of the month are as follows: 


earned, $830 
: Oct. 21. Issued Invoice No. 1 to J. Dunlop for $60 on account. 


22. Issued Invoice No. 2 to K. Todd for $255 on account. 
24. Issued Invoice No. 3 to T. Patrick for $55 on account. 


25. Provided educational services, $100, to K. Todd in exchange for educational 
supplies. 


27. Issued Invoice No. 4 to EF Mintz for $150 on account. 
30. Issued Invoice No. 5 to D. Chase for $135 on account. 
30. Issued Invoice No. 6 to K. Todd for $105 on account. 


31. Issued Invoice No. 7 to T. Patrick for $70 on account. 
Instructions 
1. Journalize the transactions for October, using a single-column revenue journal and a 
two-column general journal. Post to the following customer accounts in the accounts 
receivable ledger, and insert the balance immediately after recording each entry: D. 
Chase; J. Dunlop; F. Mintz; T. Patrick; K. Todd. 


2. Post the revenue journal and the general journal to the following accounts in the 
general ledger, inserting the account balances only after the last postings: 


12 Accounts Receivable 
13 Supplies 
41 Fees Earned 


3. a. What is the sum of the balances of the accounts in the subsidiary ledger at October 31? 
b. What is the balance of the controlling account at October 31? 


4. Assume Newton Learning Centers began using a computerized accounting system to 
record the sales transactions on November 1. What are some of the benefits of the 
computerized system over the manual system? 


OBJ. 2,3 PR 5-2A Revenue and cash receipts journals; accounts receivable and general ledgers 
V 3. Total cash Transactions related to revenue and cash receipts completed by Aspen Architects Co. 
receipts, $32,870 during the period June 2-30, 2012, are as follows: 


Ai June 2. Issued Invoice No. 793 to Nickle Co., $4,900. 

cnet 5. Received cash from Mendez Co. for the balance owed on its account. 
6. Issued Invoice No. 794 to Preston Co., $1,760. 

13. Issued Invoice No. 795 to Shilo Co., $2,630. 


Post revenue and collections to the accounts receivable subsidiary ledger. 
15. Received cash from Preston Co. for the balance owed on June 1. 
16. Issued Invoice No. 796 to Preston Co., $5,500. 

Post revenue and collections to the accounts receivable subsidiary ledger. 
19. Received cash from Nickle Co. for the balance due on invoice of June 2. 
20. Received cash from Preston Co. for invoice of June 6. 
22. Issued Invoice No. 797 to Mendez Co., $7,240. 


25. Received $2,000 note receivable in partial settlement of the balance due on 
the Shilo Co. account. 


30. Recorded cash fees earned, $12,350. 


Post revenue and collections to the accounts receivable subsidiary ledger. 


OBJ. 2,4 


Y 5b. Total accounts 
payable credit, 
$14,195 
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Instructions 
1. Insert the following balances in the general ledger as of June 1: 


11. Cash $11,350 
12 Accounts Receivable 13,860 
14 Notes Receivable 6,000 


41 Fees Earned — 


. Insert the following balances in the accounts receivable subsidiary ledger as of June 1: 


Mendez Co. $7,970 
Nickle Co, — 
Preston Co. 5,890 
Shilo Co. — 


. Prepare a single-column revenue journal (p. 40) and a cash receipts journal (p. 36). 


Use the following column headings for the cash receipts journal: Fees Earned Cr., Ac- 
counts Receivable Cr., and Cash Dr. The Fees Earned column is used to record cash 
fees. Insert a check mark (“) in the Post. Ref. column when recording cash fees. 


. Using the two special journals and the two-column general journal (p. 1), journalize 


the transactions for June. Post to the accounts receivable subsidiary ledger, and insert 
the balances at the points indicated in the narrative of transactions. Determine the 
balance in the customer’s account before recording a cash receipt. 


. Total each of the columns of the special journals, and post the individual entries and 


totals to the general ledger. Insert account balances after the last posting. 


. Determine that the subsidiary ledger agrees with the controlling account in the general 


ledger. 


. Why would an automated system omit postings to a control account as performed in 


step 5 for Accounts Receivable? 


PR 5-3A_ Purchases, accounts payable account, and accounts payable ledger 


English Garden Landscaping designs and installs landscaping. The landscape designers 
and office staff use office supplies, while field supplies (rock, bark, etc.) are used in the 
actual landscaping. Purchases on account completed by English Garden Landscaping dur- 
ing January 2012 are as follows: 


Jan. 2. Purchased office supplies on account from Meade Co., $350. 


5. Purchased office equipment on account from Peach Computers Co., $3,150. 
9. Purchased office supplies on account from Executive Office Supply Co., $290. 
13. Purchased field supplies on account from Yamura Co., $1,140. 
14. Purchased field supplies on account from Naples Co., $2,680. 
17. Purchased field supplies on account from Yamura Co., $1,050. 
24. Purchased field supplies on account from Naples Co., $3,240. 
29. Purchased office supplies on account from Executive Office Supply Co., $260. 


31. Purchased field supplies on account from Naples Co., $1,000. 


Instructions 
1. Insert the following balances in the general ledger as of January 1: 


14 Field Supplies S 5,920 
15 Office Supplies 750 
18 Office Equipment 12,300 
21 Accounts Payable 1,035 


2. Insert the following balances in the accounts payable subsidiary ledger as of January 1: 


Executive Office Supply Co. $340 
Meade Co. 695 
Naples Co. — 
Peach Computers Co. = 
Yamura Co. ao 


3. Journalize the transactions for January, using a purchases journal (p. 30) similar to the 


one illustrated in this chapter. Prepare the purchases journal with columns for Accounts 
(Continued ) 
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Payable, Field Supplies, Office Supplies, and Other Accounts. Post to the creditor ac- 
counts in the accounts payable subsidiary ledger immediately after each entry. 


5. a. What is the sum of the balances in the subsidiary ledger at January 31? 
b. What is the balance of the controlling account at January 31? 


6. What type of e-commerce application would be used to plan and coordinate suppliers? 


/ 4. Post the purchases journal to the accounts in the general ledger. 


OBJ.2 PR5-4A_ Purchases and cash payments journals; accounts payable and general ledgers 
VY 1. Total cash Green Mountain Water Testing Service was established on November 16, 2012. Green 
payments, $93,615 Mountain uses field equipment and field supplies (chemicals and other supplies) to ana- 


lyze water for unsafe contaminants in streams, lakes, and ponds. Transactions related to 
purchases and cash payments during the remainder of November are as follows: 


GENERAL 


ae Nov. 16. Issued Check No. 1 in payment of rent for the remainder of November, $1,700. 


16. Purchased field supplies on account from Hydro Supply Co., $4,380. 

16. Purchased field equipment on account from Test-Rite Equipment Co., $16,900. 

17. Purchased office supplies on account from Best Office Supply Co., $375. 7 

19. Issued Check No. 2 in payment of field supplies, $2,560, and office supplies, $300. 
Post the journals to the accounts payable subsidiary ledger. 

23. Purchased office supplies on account from Best Office Supply Co., $580. 

23. Issued Check No. 3 to purchase land, $45,000. 

24. Issued Check No. 4 to Hydro Supply Co. in payment of invoice, $4,380. 

26. Issued Check No. 5 to Test-Rite Equipment Co. in payment of invoice, $16,900. 
Post the journals to the accounts payable subsidiary ledger. 

30. Acquired land in exchange for field equipment having a cost of $8,000. 

30. Purchased field supplies on account from Hydro Supply Co., $5,900. 

30. Issued Check No. 6 to Best Office Supply Co. in payment of invoice, $375. 


30. Purchased the following from Test-Rite Equipment Co. on account: field sup- 
plies, $900, and field equipment, $3,700. 


30. Issued Check No. 7 in payment of salaries, $22,400. 


Post the journals to the accounts payable subsidiary ledger. 


Instructions 

1. Journalize the transactions for November. Use a purchases journal and a cash pay- 
ments journal, similar to those illustrated in this chapter, and a two-column general 
journal. Use debit columns for Field Supplies, Office Supplies, and Other Accounts in 
the purchases journal. Refer to the following partial chart of accounts: 


11. Cash 19 Land 

14 Field Supplies 21 Accounts Payable 
15 Office Supplies 61 Salary Expense 
17 Field Equipment 71 Rent Expense 

At the points indicated in the narrative of transactions, post to the following accounts in 

the accounts payable subsidiary ledger: 

Best Office Supply Co. 
Hydro Supply Co. 
Test-Rite Equipment Co. 

2. Post the individual entries (Other Accounts columns of the purchases journal and the 
cash payments journal and both columns of the general journal) to the appropriate 
general ledger accounts. 

3. Total each of the columns of the purchases journal and the cash payments journal, 
and post the appropriate totals to the general ledger. (Because the problem does not 


include transactions related to cash receipts, the cash account in the ledger will have 
a credit balance.) 


4. Sum the balances of the accounts payable subsidiary ledger. 
5. Why might Green Mountain consider using a subsidiary ledger for the field equipment? 
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OBJ.2 PR5-5A_ All journals and general ledger; trial balance 
Y 2. Total cash The transactions completed by Sure N’ Safe Courier Company during July 2012, the first 
receipts, $58,160 month of the fiscal year, were as follows: 

July Issued Check No. 610 for July rent, $7,500. 


i) 
"GENERAL 
** LEDGER." 


Issued Invoice No. 940 to Capps Co., $2,680. 


. Received check for $6,700 from Trimble Co. in payment of account. 


. Purchased office equipment on account from Austin Computer Co., $5,200. 
. Issued Invoice No. 941 to Dawar Co., $5,970. 
. Issued Check No. 611 for fuel expense, $900. 
10. Received check from Sing Co. in payment of $3,980 invoice. 
10. Issued Check No. 612 for $1,040 to Office To Go Inc. in payment of invoice. 
10. Issued Invoice No. 942 to Joy Co., $2,640. 
11. Issued Check No. 613 for $3,670 to Essential Supply Co. in payment of account. 


ed 
B 
3 
5. Purchased a vehicle on account from Browning Transportation, $34,600. 
6 
6 
9 


11. Issued Check No. 614 for $725 to Porter Co. in payment of account. 

12. Received check from Capps Co. in payment of $2,680 invoice. 

13. Issued Check No. 615 to Browning Transportation in payment of $34,600 balance. 
16. Issued Check No. 616 for $42,100 for cash purchase of a vehicle. 

16. Cash fees earned for July 1-16, $18,900. 

17. Issued Check No. 617 for miscellaneous administrative expense, $750. 

18. Purchased maintenance supplies on account from Essential Supply Co., $1,950. 


19. Purchased the following on account from McClain Co.: maintenance supplies, 
$1,900; office supplies, $470. 


20. Issued Check No. 618 in payment of advertising expense, $2,350. 
20. Used $4,000 maintenance supplies to repair delivery vehicles. 

23. Purchased office supplies on account from Office To Go Inc., $600. 
24. Issued Invoice No. 943 to Sing Co., $7,000. 

24. Issued Check No. 619 to J. Bourne as a personal withdrawal, $3,000. 
25. Issued Invoice No. 944 to Dawar Co., $6,450. 

25. Received check for $4,500 from Trimble Co. in payment of balance. 


26. Issued Check No. 620 to Austin Computer Co. in payment of $5,200 invoice of 
July ©. 

30. Issued Check No. 621 for monthly salaries as follows: driver salaries, $18,900; 
office salaries, $8,300. 


31. Cash fees earned for July 17-31, $21,400. 
31. Issued Check No. 622 in payment for office supplies, $800. 


Instructions 
1. Enter the following account balances in the general ledger as of July 1: 


11. Cash $167,900 32 J. Bourne, Drawing — 
12 Accounts Receivable 15,180 41 Fees Earned — 
14 Maintenance Supplies 10,850 51. Driver Salaries Expense = 
15 Office Supplies 4,900 52 Maintenance Supplies Exp. = 
16 Office Equipment 28,500 53 Fuel Expense — 
17. Accum. Depr.—Office Equip. 6,900 61 Office Salaries Expense — 
18 Vehicles 95,900 62 Rent Expense — 
19 Accum. Depr.—Vehicles 14,700 63 Advertising Expense - 
21 Accounts Payable 5,435 64 Miscellaneous Administrative Expense _ 
31 J. Bourne, Capital 296,195 


(Continued ) 
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2. Journalize the transactions for July 2012, using the following journals similar to those illus- 
trated in this chapter: cash receipts journal (p. 31), purchases journal (p. 37, with columns 
for Accounts Payable, Maintenance Supplies, Office Supplies, and Other Accounts), single- 
column revenue journal (p. 35), cash payments journal (p. 34), and two-column general 
journal (p. 1). Assume that the daily postings to the individual accounts in the accounts 
payable ledger and the accounts receivable ledger have been made. 

3. Post the appropriate individual entries to the general ledger. 


4. Total each of the columns of the special journals, and post the appropriate totals to 
the general ledger; insert the account balances. 


5. Prepare a trial balance. 


Problems Series B 
SERPS SSSR SERRE EDI TER ERLE NS DN MEN NS ASR TS RB EI NEN SEDO IT LON 


OBJ. 2,3 PR5-1B Revenue journal; accounts receivable and general ledgers 
Vv 1. Revenue Sentinel Security Services was established on March 15, 2012, to provide security services. 
journal, total fees The services provided during the remainder of the month are listed below. 


d, $2,320 
earned, $ . 1 to Murphy Co. for $410 on account. 


Mar. 18. Issued Invoice No 
BS 20. Issued Invoice No. 2 to Qwik-Mart Co. for $290 on account. 
24. Issued Invoice No. 3 to Goforth Co. for $625 on account. 
27. Issued Invoice No. 4 to Carson Co. for $510 on account. 
28. Issued Invoice No. 5 to Amber Waves Co. for $100 on account. 
28. Provided security services, $90, to Qwik-Mart Co. in exchange for supplies. 


30. Issued Invoice No. 6 to Qwik-Mart Co. for $140 on account. 


31. Issued Invoice No. 7 to Goforth Co. for $245 on account. 


Instructions 

1. Journalize the transactions for March, using a single-column revenue journal and a 
two-column general journal. Post to the following customer accounts in the accounts 
receivable ledger, and insert the balance immediately after recording each entry: Amber 
Waves Co.; Carson Co.; Goforth Co.; Murphy Co.; Qwik-Mart Co. 


2. Post the revenue journal to the following accounts in the general ledger, inserting the 
account balances only after the last postings: 


12 Accounts Receivable 
14 Supplies 
41 Fees Earned 


3. a. What is the sum of the balances of the accounts in the subsidiary ledger at March 31? 
b. What is the balance of the controlling account at March 31? 


4. Assume Sentinel Security Services began using a computerized accounting system to 
record the sales transactions on April 1. What are some of the benefits of the com- 
puterized system over the manual system? 


OBJ. 2,3 PR5-2B Revenue and cash receipts journals; accounts receivable and general ledgers 
V 3. Total cash Transactions related to revenue and cash receipts completed by Pinnacle Engineering 
receipts, $7,690 Services during the period April 2-30, 2012, are as follows: 


Apr. 2. Issued Invoice No. 717 to Yee Co., $950. 


a 3. Received cash from Auto-Flex Co. for the balance owed on its account. 
7. Issued Invoice No. 718 to Park Development Co., $530. 
10. Issued Invoice No. 719 to Ridge Communities, $2,350. 


Post revenue and collections to the accounts receivable subsidiary ledger. 


OBJ.2,4 


V 5a. Total accounts 
payable credit, 
$27,370 
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Apr. 14. Received cash from Park Development Co. for the balance owed on April 1. 
16. Issued Invoice No. 720 to Park Development Co., $325. 
Post revenue and collections to the accounts receivable subsidiary ledger. 
18. Received cash from Yee Co. for the balance due on invoice of April 2. 
20. Received cash from Park Development Co. for invoice of April 7. 
23. Issued Invoice No. 721 to Auto-Flex Co., $790. 
30. Recorded cash fees earned, $3,950. 


30. Received office equipment of $1,500 in partial settlement of balance due on 
the Ridge Communities account. 


Post revenue and collections to the accounts receivable subsidiary ledger. 


Instructions 
1. Insert the following balances in the general ledger as of April 1: 


11. Cash $18,340 
12 Accounts Receivable 2,260 
18 Office Equipment 34,700 


41 Fees Earned — 


2. Insert the following balances in the accounts receivable subsidiary ledger as of April 1: 


Auto-Flex Co. $1,460 
Park Development Co. 800 
Ridge Communities — 
Yee Co. — 


3. Prepare a single-column revenue journal (p. 40) and a cash receipts journal (p. 36). 
Use the following column headings for the cash receipts journal: Fees Earned Cr., Ac- 
counts Receivable Cr., and Cash Dr. The Fees Earned column is used to record cash 
fees. Insert a check mark (“) in the Post. Ref. column when recording cash fees. 


4. Using the two special journals and the two-column general journal (p. 1), journalize 
the transactions for April. Post to the accounts receivable subsidiary ledger, and insert 
the balances at the points indicated in the narrative of transactions. Determine the 
balance in the customer’s account before recording a cash receipt. 

5. Total each of the columns of the special journals, and post the individual entries and 
totals to the general ledger. Insert account balances after the last posting. 

6. Determine that the subsidiary ledger agrees with the controlling account in the general 
ledger. 

7. Why would an automated system omit postings to a control account as performed in 
step 5 for Accounts Receivable? 


PR5-3B Purchases, accounts payable account, and accounts payable ledger 


True Plumb Surveyors provides survey work for construction projects. The office staff use 
office supplies, while surveying crews use field supplies. Purchases on account completed 
by True Plumb Surveyors during August 2012 are as follows: 


Aug. 1. Purchased field supplies on account from Wendell Co., $2,670. 
3. Purchased office supplies on account from Lassiter Co., $290. 
8. Purchased field supplies on account from Ready Supplies, $3,900. 
12. Purchased field supplies on account from Wendell Co., $2,950. 
15, Purchased office supplies on account from J-Mart Co., $400. 
19. Purchased office equipment on account from Accu-Vision Supply Co., $7,350. 
23. Purchased field supplies on account from Ready Supplies, $2,140. 
26. Purchased office supplies on account from J-Mart Co., $205. 
30. Purchased field supplies on account from Ready Supplies, $2,750. 
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Instructions 
1. Insert the following balances in the general ledger as of August 1: 


14 Field Supplies $ 6,200 
15 Office Supplies 1,490 
18 Office Equipment 19,400 
21 Accounts Payable 4,715 


2. Insert the following balances in the accounts payable subsidiary ledger as of August 1: 


Accu-Vision Supply Co. $3,600 


J-Mart Co. 690 
Lassiter Co. 425 
Ready Supplies = 
Wendell Co. = 


3. Journalize the transactions for August, using a purchases journal (p. 30) similar to 
the one illustrated in this chapter. Prepare the purchases journal with columns for 
Accounts Payable, Field Supplies, Office Supplies, and Other Accounts. Post to the 
creditor accounts in the accounts payable ledger immediately after each entry. 


4. Post the purchases journal to the accounts in the general ledger. 
5. a. What is the sum of the balances in the subsidiary ledger at August 31? 
b. What is the balance of the controlling account at August 31? 
6. What type of e-commerce application would be used to plan and coordinate suppliers? 


OBJ.2 PR5-4B_ Purchases and cash payments journals; accounts payable and general ledgers 


V 1. Total cash Texas Tea Exploration Co. was established on July 15, 2012, to provide oil-drilling services. 
payments, $265,000 Texas Tea uses field equipment (rigs and pipe) and field supplies (drill bits and lubricants) 
in its operations. Transactions related to purchases and cash payments during the remainder 
i of July are as follows: 
“EDGE July 16. Issued Check No. 1 in payment of rent for the remainder of July, $6,000. 
16. Purchased field equipment on account from Petro Services Inc., $26,400. 
17. Purchased field supplies on account from Culver Supply Co., $8,750. 


18. Issued Check No. 2 in payment of field supplies, $3,150, and office supplies, 
$500. 


20. Purchased office supplies on account from A-One Office Supply Co., $1,200. 
Post the journals to the accounts payable subsidiary ledger. 

24. Issued Check No. 3 to Petro Services Inc., in payment of July 16 invoice. 

26. Issued Check No. 4 to Culver Supply Co. in payment of July 17 invoice. 

28. Issued Check No. 5 to purchase land, $190,000. 

28. Purchased office supplies on account from A-One Office Supply Co., $2,970. 
Post the journals to the accounts payable subsidiary ledger. 


30. Purchased the following from Petro Services Inc. on account: field supplies, 
$22,980 and office equipment, $4,200. 


30. Issued Check No. 6 to A-One Office Supply Co. in payment of July 20 invoice. 
30. Purchased field supplies on account from Culver Supply Co., $10,200. 
31. Issued Check No. 7 in payment of salaries, $29,000. 


31. Rented building for one year in exchange for field equipment having a cost of 
$14,000. 


Post the journals to the accounts payable subsidiary ledger. 
Instructions 
1. Journalize the transactions for July. Use a purchases journal and a cash payments 
journal, similar to those illustrated in this chapter, and a two-column general journal. 


Set debit columns for Field Supplies, Office Supplies, and Other Accounts in the pur- 
chases journal. Refer to the following partial chart of accounts: 


OBJ.2 


V 2. Total cash 
receipts, $84,390 


2 LEDGER: 
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11. Cash 18 Office Equipment 
14 Field Supplies 19 Land 

15 Office Supplies 21 Accounts Payable 
16 Prepaid Rent 61 Salary Expense 


17 Field Equipment 71 Rent Expense 


At the points indicated in the narrative of transactions, post to the following subsidiary 
accounts in the accounts payable ledger: 


A-One Office Supply Co. 
Culver Supply Co. 
Petro Services Inc. 
2. Post the individual entries (Other Accounts columns of the purchases journal and the 
cash payments journal; both columns of the general journal) to the appropriate general 
ledger accounts. 


3. Total each of the columns of the purchases journal and the cash payments journal, 
and post the appropriate totals to the general ledger. (Because the problem does not 
include transactions related to cash receipts, the cash account in the ledger will have 
a credit balance.) 


4. Sum the balances of the accounts payable subsidiary ledger. 
5. Why might Texas Tea consider using a subsidiary ledger for the field equipment? 


PR5-5B_ All journals and general ledger; trial balance 


The transactions completed by By Tomorrow Express Company during May 2012, the 
first month of the fiscal year, were as follows: 


May 1. Issued Check No. 205 for May rent, $1,500. 
2. Purchased a vehicle on account trom McIntyre Sales Co., $23,700. 
3. Purchased office equipment on account from Office Mate Inc., $640. 
5. Issued Invoice No. 91 to Martin Co., $6,000. 
6. Received check for $6,890 from Chavez Co. in payment of invoice. 
7. Issued Invoice No. 92 to Trent Co., $8,650. 
9. Issued Check No. 206 for fuel expense, $710. 
10. Received check for $9,500 from Sajeev Co. in payment of invoice. 
10. Issued Check No. 207 to Office City in payment of $500 invoice. 
10. Issued Check No. 208 to Bastille Co. in payment of $1,450 invoice. 
11. Issued Invoice No. 93 to Jarvis Co., $6,900. 
11. Issued Check No. 209 to Porter Co. in payment of $375 invoice. 
12. Received check for $6,000 from Martin Co. in payment of invoice. 
13. Issued Check No. 210 to McIntyre Sales Co. in payment of $23,700 invoice. 
16. Cash fees earned for May 1-16, $24,600. 
16. Issued Check No. 211 for purchase of a vehicle, $24,000. 


17. Issued Check No. 212 for miscellaneous administrative expense, $4,360. 


18. Purchased maintenance supplies on account from Bastille Co., $1,790. 
18. Received check for rent revenue on office space, $2,500. 


19. Purchased the following on account from Master Supply Co.: maintenance 
supplies, $2,500, and office supplies, $2,000. 


20. Issued Check No. 213 in payment of advertising expense, $7,810. 
20. Used maintenance supplies with a cost of $4,200 to repair vehicles. 
21. Purchased office supplies on account from Office City, $790. 

24. Issued Invoice No. 94 to Sajeev Co., $8,000. 


25. Received check for $12,500 from Chavez Co. in payment of invoice. 
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May 25. Issued Invoice No. 95 to Trent Co., $5,900. 
26. Issued Check No. 214 to Office Mate Inc. in payment of $640 invoice. 
27. Issued Check No. 215 to J. Wu as a personal withdrawal, $3,500. 
30. Issued Check No. 216 in payment of driver salaries, $29,300. 
31. Issued Check No. 217 in payment of office salaries, $19,400. 
31. Issued Check No. 218 for office supplies, $560. 
31. Cash fees earned for May 17-31, $22,400. 


Instructions 
1. Enter the following account balances in the general ledger as of May 1: 


11. Cash $ 65,200 32 J.Wu, Drawing — 
12 Accounts Receivable 28,890 41 Fees Earned —_ 
14 Maintenance Supplies 7,240 42 Rent Revenue == 
15 Office Supplies 3,690 51. Driver Salaries Expense — 
16 Office Equipment 17,300 52 Maintenance Supplies Expense = 
17 Accum. Depr.—Office Equip. 4,250 53 Fuel Expense — 
18 Vehicles 62,400 61 Office Salaries Expense a5 
19 Accum. Depr.—Vehicles 17,800 62 Rent Expense — 
21 Accounts Payable 2,325 63 Advertising Expense — 
31 J. Wu, Capital 160,345 64 Miscellaneous Administrative Exp. — 


2. Journalize the transactions for May 2012, using the following journals similar to those illus- 
trated in this chapter: single-column revenue journal (p. 35), cash receipts journal (p. 31), 
purchases journal (p. 37, with columns for Accounts Payable, Maintenance Supplies, Office 
Supplies, and Other Accounts), cash payments journal (p. 34), and two-column general 
journal (p. 1). Assume that the daily postings to the individual accounts in the accounts 
payable ledger and the accounts receivable ledger have been made. 


3. Post the appropriate individual entries to the general ledger. 


4. Total each of the columns of the special journals, and post the appropriate totals to 
the general ledger; insert the account balances. 


5. Prepare a trial balance. 


Cases & Projects 
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You can access Cases & Projects online at www.cengage.com/accounting/reeve 
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CHAPTER 


Accounting for Merchandising 
Businesses 


hen you are low on cash but need to pick up party supplies, 
housewares, or other consumer items, where do you go? 
Many shoppers are turning to _ the nation’s 
largest single price point dollar retailer with over 3,400 stores in 
A8 states. For the fixed price of $1 on merchandise in its stores, 
Dollar Tree has worked hard providing “new treasures” every week 
for the entire family. 
Despite the fact that items cost only $1, the accounting 
for a merchandiser, like Dollar Tree, is more complex than for a 
service company. This is because a service Company sells only 
services and has no inventory. With Dollar Tree's locations and 
merchandise, the company must design its accounting system to 


not only record the receipt of goods for resale, but also to keep 
track of what merchandise is available for sale as well as where 
the merchandise is located. In addition, Dollar Tree must record 
the sales and costs of the goods sold for each of its stores. Finally, 
Dollar Tree must record such data as delivery costs, merchandise 
discounts, and merchandise returns. 


This chapter focuses on the accounting principles and 
concepts for a merchandising business. In doing so, the basic 
differences between merchandiser and service company activi- 
ties are highlighted. The financial statements of a merchandising 
business and accounting for merchandise transactions are also 


described and illustrated. 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises 


Distinguish between the activities and financial statements of service and 
merchandising businesses. 
Nature of Merchandising Businesses EE 6-1 259 


Describe and illustrate the financial statements of a merchandising business. 
Financial Statements for a Merchandising Business 

Multiple-Step Income Statement 

Single-Step Income Statement 

Statement of Owner’s Equity 
Balance Sheet 


~i -8 


Wa. Describe and illustrate the accounting for merchandise transactions including: 
3 | «+ sale of merchandise 


¢ purchase of merchandise 
¢ freight 
« sales taxes and trade discounts 
¢ dual nature of merchandising transactions 
Merchandising Transactions 
Chart of Accounts for a Merchandising Business 


Sales Transactions EE 6-2 269 
Purchase Transactions EE6-3 272 
Freight EE 6-4 excel 275 


SUCCESS 
Summary: Recording Merchandise Inventory 


Sales Taxes and Trade Discounts 
Dual Nature of Merchandise Transactions 


Describe the adjusting and closing process for a merchandising business. 
Pa The Adjusting and Closing Process 


Adjusting Entry for Inventory Shrinkage EE6-6 279 
Closing Entries 


Describe and illustrate the use of the ratio of net sales to assets in evaluating 


1B. 
5 | acompany’s operating performance. 
Financial Analysis and Interpretation: Ratio of Net Sales to Assets EE 6-7 281 


At a Glance Page 287 


| pistinguisn Nature of Merchandising Businesses 


between the 
activities and financial 
statements of service 
and merchandising 


The activities of a service business differ from those of a merchandising business. 
These differences are illustrated in the following condensed income statements: 


businesses. Service Business Merchandising Business 
Fees earned SXXX Sales SXXX 
Operating expenses =XXX Cost of merchandise sold —XXX 
Net income SXXX Gross profit SXXX 
i Operating expenses —=XXX 
Net income S$XXX 


The revenue activities of a service business involve providing services to custom- 
ers. On the income statement for a service business, the revenues from services are 
reported as fees earned. The operating expenses incurred in providing the services 
are subtracted from the fees earned to arrive at net income. 

In contrast, the revenue activities of a merchandising business involve the buying 
and selling of merchandise. A merchandising business first purchases merchandise 
to sell to its customers. When this merchandise is sold, the revenue is reported as 
sales, and its cost is recognized as an expense. This expense is called the cost of 
merchandise sold. The cost of merchandise sold is subtracted from sales to arrive 
at gross profit. This amount is called gross profit because it is the profit before 
deducting operating expenses. 

Merchandise on hand (not sold) at the end of an accounting period is called 


merchandise inventory. Merchandise inventory is reported as a current asset on 
the balance sheet. 


Chapter6 Accounting for Merchandising Businesses 


Example Exercise 6-1 


Follow My Example 6-1 


_ The gross profit is $490,000 ($250,000 + $975,000 — $735,000). 


The operations of a merchandising business involve the 
purchase of merchandise for sale (purchasing), the sale of 
the products to customers (sales), and the receipt of cash 
from customers (collection). This overall process is referred 
to as the operating cycle. Thus, the operating cycle begins 


with spending cash, and it ends with receiving cash 
from customers. The operating cycle for a 
merchandising business 

is shown to the right. 


Operating cycles 
for retailers are usually 
shorter than for manu- 
facturers because retail- 
ers purchase goods in a 
form ready for sale to the 
customer. Of course, some 
retailers will have shorter 


During the current year, merchandise is sold for $250,000 cash and for $975,000 on account. The cost of the 
merchandise sold is $735,000. What is the amount of the gross profit? 
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operating cycles than others because of the nature of their 
products. For example, a jewelry store or an automobile 
dealer normally has a longer operating cycle than a con- 

sumer electronics store or a grocery store. 
Businesses with longer operating cycles normally have 
higher profit margins on their products than businesses 
with shorter operating cycles. For example, 
it is not unusual for jewelry stores 
to price their jewelry at 
30%-50% above cost. In 
contrast, grocery stores 
operate on very small 
profit margins, often be- 
low 5%. Grocery stores 
make up the difference by 
selling their products more 

quickly. 


= Describe and 
illustrate 

the financial statements 
of a merchandising 
business. 


Financial Statements for a 
Merchandising Business 


This section illustrates the financial statements for NetSolutions after it becomes a 
retailer of computer hardware and software. During 2011, Chris Clark implemented 
the second phase of NetSolutions’ business plan, In doing so, Chris notified clients 
that beginning July 1, 2012, NetSolutions would no longer offer consulting services. 
Instead, it would become a retailer. 

NetSolutions’ business strategy is to offer personalized service to individuals and 
small businesses who are upgrading or purchasing new computer systems. NetSolu- 
tions’ personal service includes a no-obligation, on-site assessment of the customer’s 
computer needs. By providing personalized service and follow-up, Chris feels that Net- 
Solutions can compete effectively against such retailers as Best Buy and Office Depot, Inc. 


Multiple-Step Income Statement 


The 2013 income statement for NetSolutions is shown in Exhibit 1.! This form of 
income statement, called a multiple-step income statement, contains several sec- 


tions, subsections, and subtotals. 


1 The NetSolutions income statement for 2013 is used because it allows a better illustration of the computation of the cost of mer- 


chandise sold in the appendix to this chapter. 
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Revenue from Sales This section of the multiple-step income statement consists of 
sales, sales returns and allowances, sales discounts, and net sales. This section, as shown 


in Exhibit 1, is as follows: 


Revenue from sales: 
SaleSe. cc. dcsaciene Se een eee $720,185 


SalesidisCounntstnmemnscatee cloner ceen berets 5,790 11,930 
Net Sales <.asoowt bela olthe hte tiene ree ere $708,255 


Sales is the total amount charged customers for merchandise sold, including cash 
sales and sales on account. During 2013, NetSolutions sold merchandise of $720,185 
for cash or on account. 

Sales returns and allowances are granted by the seller to customers for dam- 
aged or defective merchandise. In such cases, the customer may either return the 
merchandise or accept an allowance from the seller. NetSolutions reported $6,140 of 
sales returns and allowances during 2013. 

Sales discounts are granted by the seller to customers for early payment of 
amounts owed. For example, a seller may offer a customer a 2% discount on a sale 
of $10,000 if the customer pays within 10 days. If the customer pays within the 10- 
day period, the seller receives cash of $9,800, and the buyer receives a discount of 
$200 ($10,000 x 2%). NetSolutions reported $5,790 of sales discounts during 2013. 


IE X Hi I B I T 1 Se SAS aa A lth a aa iN aS SSIS IS iS ES Haiti : c isi iil re Z 


d NetSolutions 
Multiple-Step | Income Statement 
Income / For the Year Ended December 31, 2013 
Statement | 
| Revenue from sales: 
| S92] (lh okt hee en eee Cet ry Prego ome $720,185 
i Less: Sales returns and allowances.............. $ 6,140 
Sales: discountsc.a2 occ erm aan cons 5,790 11,930 
| Netsalas.\(usilie tm patie eee meet $708,255 
1 nGostiof merchandise Sold... orc.o-dkoueascnonsa 525,305 
GIOSSHOKONEY nse sucieey tanita ac eerach hate ate eaters $182,950 


Operating expenses: 
Selling expenses: 


Sales salaries EXPENSe.......... cece eee eens $53,430 

Advertising expense ..........2.ceec eee eeee 10,860 
Depreciation expense—store equipment.... 3,100 
| Delivery expenseivac, sccasms> ceo een ceils cee 2,800 
Miscellaneous selling expense.............. 630 
Total selling expenses................055 $ 70,820 
| Administrative expenses: 
Office salaries expense:«..saswce.caccsatones $21,020 
| Rentexpenise tn Pili. Weeka M aan ee 8,100 
Depreciation expense—office equipment ... 2,490 
INSUFANCEEXPeNSey dire dden alode Menvay stra esti 1,910 
Office supplies expense.............0seeeee 610 
| Miscellaneous administrative expense....... 760 
Total administrative expenses ........... 34,890 
Total operating expenses..............c0eeeees 105,710 
1 | Incomefromoperations:. «.c oes acs cccee ae een $ 77,240 
| Other income and expense: 
| Rentireventledt: sii. 02 vamwalbe tie. sar. eee $ 600 

lnterestiaxpense:s: =.ccivteuh cies aa onles cio ee (2,440) (1,840) 


Netilncomieracieaicars held ctl oes ee ieee} eee S$ 75,400 


a ca ce nearer nc tet ee 
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Net sales is determined by subtracting sales returns and allowances and sales 
discounts from sales. As shown in Exhibit 1, NetSolutions reported $708,255 of net 
sales during 2013. Some companies report only net sales and report sales, sales re- 
turns and allowances, and sales discounts in notes to the financial statements. 


Cost of Merchandise Sold As shown in Exhibit 1, NetSolutions reported cost of 
merchandise sold of $525,305 during 2013. The cost of merchandise sold is the cost of 
merchandise sold to customers. Merchandise costs consist of all the costs of acquiring 
the merchandise and readying it for sale, such as purchase and freight costs. Recording 
these costs is described and illustrated later in this chapter. 

Two systems of accounting for recording and reporting the cost of merchandise 
sold are: 


1. Periodic inventory system 
2. Perpetual inventory system 


Under the periodic inventory system, the inventory records do not show the 
amount available for sale or the amount sold during the period. Instead, the cost 
of merchandise sold and the merchandise on hand are determined at the end of 
the period by physically counting the inventory. The periodic inventory system is 
described and illustrated in the appendix to this chapter. 

Under the perpetual inventory system, each purchase and sale of merchandise 
is recorded in the inventory and the cost of merchandise sold accounts. As a result, 
the amounts of merchandise available for sale and sold are continuously (perpetually) 
updated in the inventory records. Because many retailers use computerized systems, 
the perpetual inventory system is widely used. 

Under a perpetual inventory system, the cost of merchandise sold is reported as 
a single line on the income statement. An example of such reporting is illustrated in 
Exhibit 1 for NetSolutions. Because of its wide use, the perpetual inventory system 
is used in the remainder of this chapter. 


Gross Profit Gross profit is computed by subtracting the cost of merchandise sold from 
net sales, as shown below. 


Net sales $708,255 
Cost of merchandise sold 525,305 
Gross profit $182,950 


As shown above and in Exhibit 1, NetSolutions has gross profit of $182,950 in 2013. 


Income from Operations Income from operations, sometimes called operating 
income, is determined by subtracting operating expenses from gross profit. Operating 
expenses are normally classified as either selling expenses or administrative expenses. 

Selling expenses are incurred directly in the selling of merchandise. Examples 
of selling expenses include sales salaries, store supplies used, depreciation of store 
equipment, delivery expense, and advertising. 

Administrative expenses, sometimes called general expenses, are incurred in 
the administration or general operations of the business. Examples of administrative 
expenses include office salaries, depreciation of office equipment, and office sup- 
plies used. 

Each selling and administrative expense may be reported separately as shown in 
Exhibit 1. However, many companies report selling, administrative, and operating 
expenses as single line items as shown below for NetSolutions. 


Gross profit $182,950 
Operating expenses: 
Selling expenses $70,820 
Administrative expenses 34,890 
Total operating expenses 105,710 


Income from operations $ 77,240 


For many 
merchandising 
businesses, the cost 
of merchandise sold 
is usually the largest 
expense. For example, 
the approximate 
percentage of cost of 
merchandise sold to 
sales is 63% for JCPenney 
and 66% for The Home 
Depot. 


Retailers, such as Best Buy, 
Sears Holding Corporation, 
and Walmart, and grocery 
store chains, such as 
Winn-Dixie Stores, Inc. and 
Kroger, use bar codes and 
optical scanners as part 
of their computerized 
inventory systems. 


See Appendix D for 
more information 
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Other Income and Expense Other income and expense items are not related to the 
primary operations of the business. Other income is revenue from sources other than 
the primary operating activity of a business. Examples of other income include income 
from interest, rent, and gains resulting from the sale of fixed assets. Other expense is an 
expense that cannot be traced directly to the normal operations of the business. Examples 
of other expenses include interest expense and losses from disposing of fixed assets. 
Other income and other expense are offset against each other on the income 
statement. If the total of other income exceeds the total of other expense, the dif- 
ference is added to income from operations to determine net income. If the reverse 
is true, the difference is subtracted from income from operations. The other income 
and expense items of NetSolutions are reported as shown below and in Exhibit 1. 


Income from operations $77,240 
Other income and expense: 
Rent revenue $ 600 
Interest expense (2,440) (1,840) 
Net income $75,400 
Single-Step Income Statement “ 


An alternate form of income statement is the single-step income statement. As 
shown in Exhibit 2, the income statement for NetSolutions deducts the total of all 
expenses in one step from the total of all revenues. 

The single-step form emphasizes total revenues and total expenses in determining 
net income. A criticism of the single-step form is that gross profit and income from 
operations are not reported. 


Statement of Owner's Equity 


The statement of owner’s equity for NetSolutions is shown in Exhibit 3. This state- 
ment is prepared in the same manner as for a service business. 


Balance Sheet 


The balance sheet may be presented with assets on the left-hand side and the liabilities 
and owner’s equity on the right-hand side. This form of the balance sheet is called the 
account form. The balance sheet may also be presented in a downward sequence in 


: i Fy 


NetSolutions 


Single-Step ' Income Statement 
For the Year Ended December 31, 2013 


Income 
Statement 
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NetSolutions 


Statement of Owner's Equity 
For the Year Ended December 31, 2013 


Ghinis'Glark; ‘capital anuiary: 1, 2013 e.0 dele Acai dena etigues oa. $153,800 
Neuincomeliomthevieann. ancien alan slot we olts aa cit teh tea on cid $75,400 
PSS: VIC Cra Vial Suessaie ek Miteireaerrl toe Be vate Pn epee d ede Lee in tae AS 18,000 
INCREASE IMNOWNEESIEQUILY a2.) 0s oes chee A ielinicalt cchatiskiointion oteec 57,400 
GhrisiGlark; capital, December'3'1;'2013 10. 28) eee eek ec ce ea $211,200 


EN = EN Zs oe aaa ose SE SEEN NOR TE eee ET Sena 


three sections. This form of balance sheet is called the report form. The report form 
of balance sheet for NetSolutions is shown in Exhibit 4. In Exhibit 4, merchandise 
inventory is reported as a current asset and the current portion of the note payable 
of $5,000 is reported as a current liability. 


NetSolutions 
Balance Sheet 


oe a = ead femme astgcpnteancueetresettemeacete ec ne TERN I SCS ETS EN  E 


December 31, 2013 
Assets i 
Current assets: : 
Smart gE een ce es) Antiee aeaike cans $52,950 | 
IRGCOUMEHTeCEIVal leime eerie iourimtonios rien 91,080 : 
MerchandisesnventOnyccncra ou cocci veo tes 62,150 } 
EL CEISUO DNES ie ctr isis ab es. ore ein elveactiersie suelo biaevinter ss 480 : 
PreDalGNISULAM GO veges ateas sctis> Savdnpreaisrai it sce) em “teary 2,650 | 
AOtANCUIMeMt ASSESS. 2 cram iwenatee aves u-orie | ele tai $209,310 : 
Property, plant, and equipment: 
AIC RRS EES dA LSS RSG HA ROD wears $20,000 : 
STOKEICCUIIMEME erie icc lclo'eleree cine oi sissemls eee etnielee $27,100 | 
Less accumulated depreciation..........-+++.. 5,700 21,400 i 
Office equipMeNti.. i ecwmereree tees oielee oe ne wei $15,570 
Less accumulated depreciation.............56+ 4,720 10,850 ( 
Total property, plant, and equipment....... 52,250 I 
Wier ta LEG Tat Che eer 9 pron ars RnR OPO OTS ee ee STOO nO ce: $261,560 
Liabilities 
Current liabilities: | 
INGCOUNES DAVAO Carrel ase taele orieraye yentaieye orjaieins $22,420 
Note payable (current portion) ......-...sseseeeee 5,000 
Salas! PAV AD Cren. swiss case re wits wesc ce es nese « 1,140 : 
Wena CU et Uaphe stone eterecshore elo .c46)e,0. aclneaele bo score/enererie oi 1,800 L 
TOCA GUE UROL S zt sje ote tacaietc xe aincoiaye foresee $ 30,360 ; 
Long-term liabilities: i 
Note payable (final payment due 2023) ........-.. 20,000 
iforespil lero eG an oacloeeIbe oe cdginds 6 pop OoeonennoMoage $ 50,360 
Owner’s Equity 
Ghris Glan capitals. 6c) OM ooh caayesc beh ade yo sles 211,200 
Total liabilities and owner's equity.......- sence eee eee $261,560 
E 


EXHIBIT 3 


Statement 

of Owner's 
Equity for 
Merchandising 
Business 


EXHIBIT 4 


Report Form of 
Balance Sheet 
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H&R BLOCK VERSUS 
THE HOME DEPOT 
H&R Block is a service business that primarily offers tax 


planning and preparation to its customers. The Home Depot 
is a large home improvement retailer. The differences in 


As discussed in a later chapter, corporations are subject 
to income taxes. Thus, the income statements of H&R 
Block and The Home Depot report “income taxes” as a 
deduction from “income before income taxes” in arriv- 
ing at net income. This is in contrast to a proprietorship 
such as NetSolutions, which is not subject to income 


taxes. 


the operations of a service and merchandise business are 


illustrated in their income statements, as shown below. The Home Depot 


Condensed Income Statement 
BER BIecK For the Year Ending February 1, 2009 
Condensed Income Statement Gn millions) 
For the Year Ending April 30, 2009 

(in millions) Netisalesterccat scene uae ine ors o deracmrerr ame tra $71,288 
Gost'of merchandise sOlde scene saaae ie ccs stares 47,298 
Revienuenvere ne meme aioe tole ciruiraten sea nace $4,084 Gross prom iacell Jann). 4.2m bones $23,990 
Oper4atingrexPeMSesy ci: viceus cic dowel ee soe tee ale esots 3,245 OETA EXBGHSOS.s pid a8 sath aateageneeae 19,631 
O@perathnGuincomewsrecseccecssee wee wet ween ss $ 839 Gnaratiacilneame: Acca ct ata eee § 4,359 
Otheniexpeanse (Neb) /ajtscnjon averse se earner anees 28 Other expense tie. co .<racuee eee ee 821 
Incomelibeforeitaxes .<sccscmessetne ns comenninerl S$ 811 Seed nay Pee elite aes BESO oe a § 3,538 
HAGONMIE'TAXES” 5s. sn. 0:5:5:. aint eee re eee mera meteors 326 KMS Oe a 1,278 
RJ ER MEINE HEEB PS = 0+ -15- EIR Pe nape aiae rae $485 485 IN@CTA COMO sac sere elevate etancuee oreo ante ee eee S$ 2,260 


Merchandising Transactions 


= Describe and 
illustrate the 


accounting for mer- 
chandise transactions 
including: 

« sale of merchandise 


The prior section described and illustrated the financial statements of a merchandis- 
ing business, NetSolutions. This section describes and illustrates the recording of 
merchandise transactions, including the use of a chart of accounts for a merchandis- 


* purchase of ing business. 


merchandise 


eee Chart of Accounts for a Merchandising Business 
* sales taxes and trade 
discounts The chart of accounts for a merchandising business should reflect the elements of the 


« dual nature of 
merchandising 
transactions 


financial statements. The chart of accounts for NetSolutions is shown in Exhibit 5. 
The accounts related to merchandising transactions are shown in color. 

As shown in Exhibit 5, NetSolutions’ chart of accounts consists of three-digit 
account numbers. The first digit indicates the major financial statement classification 
(1 for assets, 2 for liabilities, and so on). The second digit indicates the subclassifica- 
tion (e.g., 11 for current assets, 12 for noncurrent assets). The third digit identifies 
the specific account (e.g., 110 for Cash, 123 for Store Equipment). Using a three-digit 
numbering system makes it easier to add new accounts as they are needed. 


Sales Transactions 


Merchandise transactions are recorded using the rules of debit and credit that we 
described and illustrated in Chapter 2. Exhibit 3, shown on page 55 of Chapter 2, 
summarizes these rules. 

Special journals may be used, or transactions may be entered, recorded, and 


posted using a computerized accounting system. To simplify, a two-column general 
journal is used in this chapter. 
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Hite Queene) fh ee ree en eS eee 
a , EXHIBIT 5 
Balance Sheet Accounts Income Statement Accounts Chart of 


Accounts for 


100 Assets 400 Revenues NetSolutions, a 
110 Cash 410 Sales Merchandising 
112 Accounts Receivable 411 Sales Returns and Allowances Business 
115 Merchandise Inventory 412 Sales Discounts 


116 Office Supplies 

117 Prepaid Insurance 

120 Land 

123 Store Equipment 

124 Accumulated Depreciation— 
Store Equipment 

125 Office Equipment 

126 Accumulated Depreciation— 
Office Equipment 


500 Costs and Expenses 


510 Cost of Merchandise Sold 

520 Sales Salaries Expense 

521 Advertising Expense 

522 Depreciation Expense— 
Store Equipment 

523 Delivery Expense 

529 Miscellaneous Selling Expense 

530 Office Salaries Expense 


200 Liabilities 531 Rent Expense 
210 Accounts Payable 532 Depreciation Expense— 
211 Salaries Payable Office Equipment 
212 Unearned Rent 533 Insurance Expense 
215 Notes Payable 534 Office Supplies Expense 


539 Misc. Administrative Expense 


300 Owner's Equity 
310 Chris Clark, Capital 600 Other Income 
311 Chris Clark, Drawing 610 Rent Revenue 


312 Income Summary 700 Other Expense 


710 Interest Expense 


“DPSS TRE ERAT ST ENTER SOU NCETM OL SELLA SHES ROSES US ON ENISHI PEE TI TOS ST ETE TL TL TET ED II TE 


Cash Sales A business may sell merchandise for cash. Cash sales are normally entered 
(rung up) on a cash register and recorded in the accounts. To illustrate, assume that on 
January 3, NetSolutions sells merchandise for $1,800. These cash sales are recorded as 
follows: 


Journal 


Description 


Cash 
Sales 
To record cash sales. 


Using the perpetual inventory system, the cost of merchandise sold and the 
decrease in merchandise inventory are also recorded. In this way, the merchandise 
inventory account indicates the amount of merchandise on hand (not sold). 

To illustrate, assume that the cost of merchandise sold on January 3 is $1,200. The 
entry to record the cost of merchandise sold and the decrease in the merchandise 


inventory is as follows: 


eae 
& 


Jan. | 3 | Cost of Merchandise Sold 1,200 
Merchandise Inventory 1,200 
To record the cost of merchandise sold. 
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| “& 


A retailer may accept 
MasterCard or VISA but 

not American Express. 

Why? American Express 
Co.'s service fees are 
normally higher than 
MasterCard’s or VISA’s. 
As a result, some retailers 
choose not to accept 
American Express cards. 
The disadvantage of 

this practice is that 

the retailer may lose 
customers to competitors 
who do accept American 
Express cards. 


Sales may be made to customers using credit cards such as MasterCard or VISA. 
Such sales are recorded as cash sales. This is because these sales are normally pro- 
cessed by a clearing-house that contacts the bank that issued the card. The issuing 
bank then electronically transfers cash directly to the retailer’s bank account.” Thus, 
the retailer normally receives cash within a few days of making the credit card sale. 

If the customers in the preceding sales had used MasterCards to pay for their 
purchases, the sales would be recorded exactly as shown in the preceding entry. 
Any processing fees charged by the clearing-house or issuing bank are periodically 
recorded as an expense. This expense is normally reported on the income statement 
as an administrative expense. To illustrate, assume that NetSolutions paid credit card 
processing fees of $48 on January 31. These fees would be recorded as follows: 


SEA NO NE AEE ER TAMAS LMT SNC AA ENS 


Jan. |31] Credit Card Expense 48 
Cash 48 
To record service charges on credit 
card sales for the month. 


SS ans 


actonecmsomenteeumetaeeeteetc ce coe tt ee um me ee em oem ee 


— 


scnaeeeege napsppcnroneraeamnenmnnte 


Instead of using MasterCard or VISA, a customer may use a credit card that is 
not issued by a bank. For example, a customer might use an American Express card. 
If the seller uses a clearing-house, the clearing-house will collect the receivable and 
transfer the cash to the retailer’s bank account similar to the way it would have if the 
customer had used MasterCard or VISA. Large businesses, however, may not use a 
clearing-house. In such cases, nonbank credit card sales must first be reported to the 
card company before cash is received. Thus, a receivable is created with the nonbank 
credit card company. However, since most retailers use clearing-houses to process both 
bank and nonbank credit cards, all credit card sales will be recorded as cash sales. 


Sales on Account A business may sell merchandise on account. The seller records 
such sales as a debit to Accounts Receivable and a credit to Sales. An example of an entry 
for a NetSolutions sale on account of $510 follows. The cost of merchandise sold was $280. 


i a Sil SS Sasi ua a ARTA a a RG SSeS 


tiniest ibis eons 


Jan. |12] Accounts Receivable—Sims Co. 510 
Sales 510 
Invoice No. 7172. i 


12} Cost of Merchandise Sold 280 
Merchandise Inventory 280 
Cost of merch. sold on Invoice No. 7172. 


Acc CS ee, 


orrercpeerenmeenraceeen ce aeapanaenser2 een ree tet cece crmenceree peeemmmaruen — 
. soem arene conse neneonaggone-onemnaee tome cements 


Sales Discounts The terms of a sale are normally indicated on the invoice or bill that 
the seller sends to the buyer. An example of a sales invoice for NetSolutions is shown in 
Exhibit 6. 

The terms for when payments for merchandise are to be made are called the 
credit terms. If payment is required on delivery, the terms are cash or net cash. 
Otherwise, the buyer is allowed an amount of time, known as the credit period, in 
which to pay. 

The credit period usually begins with the date of the sale as shown on the invoice. 
If payment is due within a stated number of days after the invoice date, such as 30 
days, the terms are net 30 days. These terms may be written as n/30.° If payment 


2 CyberSource is one of the major credit card clearing-houses. For a more detailed description of how credit card sales are pro- 


cessed, see the following CyberSource Web page: http://www.cybersource.com/products_and_services/global_payment 
services/credit_card_processing/howitworks.xml. i 


3 The word net as used here does not have the usual meaning of a number after deductions have been subtracted, as in net income. 
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NetSolutions 106-8 | 

5101 Washington Ave. 

Cincinnati, OH 45227-5101 

Invoice Made in U.S.A. 
SOLD TO CUSTOMER’S ORDER NO. & DATE 
Omega Technologies 412 Jan. 4, 2013 | 
1000 Matrix Blvd, i 
San Jose, CA. 95116-1000 | 
DATE SHIPPED HOW SHIPPED AND ROUTE TERMS INVOICEDATE 
Jan. 7, 2013 US Express Trucking Co. 2/10, n/30 Jan. 7, 2013 I 
: 

FROM F.O.B. 
Cincinnati Cincinnati i 
| 

QUANTITY DESCRIPTION UNIT PRICE AMOUNT | 
10 3COM Wireless PC Card 150.00 1,500.00 : 


a ce eee tence tose ene oepene son epsom pte orennempeamn i preterencemrnnns ae : 
er se mY TTS Se SSR PET TORSO PSO ORIEL OSC BOI ERIE SOS TOS EESTI OP ERC OY SPST ETRE ORRIN 


is due by the end of the month in which the sale was made, the terms are written 
as n/eom. 

To encourage the buyer to pay before the end of the credit period, the seller 
may offer a discount. For example, a seller may offer a 2% discount if the buyer 
pays within 10 days of the invoice date. If the buyer does not take the discount, 
‘the total amount is due within 30 days. These terms are expressed as 2/10, n/30 
and are read as 2% discount if paid within 10 days, net amount due within 30 
days. The credit terms of 2/10, n/30 are summarized in Exhibit 7, using the invoice 
in Exhibit 6. 

Discounts taken by the buyer for early payment are recorded as sales discounts 
by the seller. Managers usually want to know the amount of the sales discounts for 
a period. For this reason, sales discounts are recorded in a separate sales discounts 
account, which is a contra (or offsetting) account to Sales. 

To illustrate, assume that NetSolutions receives $1,470 on January 17 for the 
invoice shown in Exhibit 6. Since the invoice was paid within the discount period 
(10 days), the buyer deducted $30 ($1,500 x 2%) from the invoice amount. Net- 
Solutions would record the receipt of the cash as follows: 


hi hab KALLE NM ECCI CATES. 


i i 


is 


Jan. |17| Cash 1,470 . 
Sales Discounts 30 | 
Accounts Receivable—Omega Technologies 1,500 i 
Collection on Invoice No. 106-8, less 2% 
- discount. 


acoreneeaeneeer 


eR REESE EEL OORT TT 


Sales Returns and Allewances Merchandise sold may be returned to the seller (sales 
return). In other cases, the seller may reduce the initial selling price (sales allowance). 
This might occur if the merchandise is defective, damaged during shipment, or does not 
meet the buyer’s expectations. 

If the return or allowance is for a sale on account, the seller usually issues the 
buyer a credit memorandum, often called a credit memo. A credit memo authorizes 


Invoice 


267 


petty 


268 Chapter6 Accounting for Merchandising Businesses 


aie cami 
EXHIBIT7 - 


i ' NetSolutions 
Creat Tare : Invoice No. 106-8 
Invoice date: Jan. 7, 2013 

Credit terms: 2/10, n/30 


January 2013 


trate tobi hie 


February 2013 


SIME Te NE se aaah 


stetet bh 


iis IODC GOS Sil 


a credit to (decreases) the buyer’s account receivable. A credit memo indicates the 
amount and reason for the credit. An example of a credit memo issued by NetSolu- 
tions is shown in Exhibit 8. 

Like sales discounts, sales returns and allowances reduce sales revenue. Also, 
returns often result in additional shipping and handling expenses. Thus, managers 
usually want to know the amount of returns and allowances for a period. For this 
reason, sales returns and allowances are recorded in a separate sales returns and 
allowances account, which is a contra (or offsetting) account to Sales. 

The seller debits Sales Returns and Allowances for the amount of the return or 
allowance. If the sale was on account, the seller credits Accounts Receivable. Using 
a perpetual inventory system, the seller must also debit (increase) Merchandise In- 


ventory and decrease (credit) Cost of Merchandise Sold for the cost of the returned 
merchandise. 


EXHIBIT 8 


NetSolutions No. 32 
Credit Memo 5101 Washington Ave. 


Cincinnati, OH 45227-5101 


CREDIT MEMO 


TO DATE 
/ Krier Company January 13, 2013 
_ 7608 Melton Avenue 


Los Angeles, CA 90025-3942 


WE CREDIT YOUR ACCOUNT AS FOLLOWS 
1 Graphic Video Card 
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To illustrate, the credit memo shown in Exhibit 8 is used. The selling price 
of the merchandise returned in Exhibit 8 is $225. Assuming that the cost of the 


merchandise returned is $140, the sales return and allowance would be recorded 
as follows: 


CE ONSEN ROS ESR TENSES i SE RSS SIRS 


Jan. |13] Sales Returns and Allowances 225 
Accounts Receivable—Krier Company 225 
Credit Memo No. 32. 


13} Merchandise Inventory 140 
Cost of Merchandise Sold 140 
Cost of merchandise returned, Credit 
Memo No. 32. 


te ence eis ene 


SLE aaa a Porte eet reo tate tance 


zynneseeneceormecsonsas textes euepeete coccinea 


A buyer may pay for merchandise and then later return it. In this case, the seller 
may do one of the following: 


1. Issue a credit that is applied against the buyer’s other receivables. 
2. Issue a cash refund. 


If the credit is applied against the buyer’s other receivables, the seller records 
_- _ the credit with entries similar to those shown above. If cash is refunded, the seller 
debits Sales Returns and Allowances and credits Cash. 


Example Exercise 6-2 


F 

- Journalize the following merchandise transactions: 
a. Sold merchandise on account, $7,500 with terms 2/10, n/30. The cost of the merchandise sold was $5,625. | 

b. Received payment less the discount. | 

t 

Follow My Example 6-2 ) 

: f i 
ABRINGCOUNESIRECEING OIE We cas sonia tee LM a Os Va Usa ar Gea ania 7,500 ' 
SaleSeeca usa feasts = ONE TPR OIE DE RACH IA Tas Ste oe 7,500 ' 

Cost of Merchandise Sold soo. hoes daw eal eee Ne ie niet 5,625 : 
EMEC AMAISS INVEMEOIY Ss fishers Weak an tistetcecd ale als La aac eae pee Seen Pan 5,005 i 
Basie ee ie AN ch ch a, SA Doh ate aha baie ates cal 7,350 | 

Si tase DCL ACL O TNE. eee IRE CORN Peres SOA ALINE SE Ape age als UEP Pr ary 150 i 
GEOUAUSTEEOIV ADE omer ray te mite Se cielo sraldl Gas via e tdralaas cour ajatuie eel eS sain 7,500 | 

' 
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Practice Exercises: PE6-2A,PE6-2B 


SSeS NOAH NAG 


Objectivity, and Ethics in Business 


THE CASE OF THE FRAUDULENT PRICE TAGS 


One of the challenges for a retailer is policing its sales elsewhere. The couple then returned the cheaper goods 
return policy. There are many ways in which customers and received the substantially higher refund amount. 
can unethically or illegally abuse such policies. In one Company security officials discovered the fraud and had 
case, a couple was accused of attaching Marshalls’ store the couple arrested after they had allegedly bilked the 
price tags to cheaper merchandise bought or obtained company for over $1 million. 
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Purchase Transactions 


Under the perpetual inventory system, cash purchases of merchandise are recorded 
as follows: 


Journal Page 24 


| credit | | 


Date Description 


2013 
Jan. 3] Merchandise Inventory 


Cash 
Purchased inventory from Bowen Co. 


Purchases of merchandise on account are recorded as follows: 


Jan. | 4] Merchandise Inventory 9,250 ‘ 
Accounts Payable—Thomas Corporation 9,250 
Purchased inventory on account. 


Purchases Discounts A buyer may receive a discount from the seller (sales dis- 
count) for early payment of the amount owed. From the buyer’s perspective, such 
discounts are called purchases discounts. 

Purchases discounts taken by a buyer reduce the cost of the merchandise pur- 
chased. Even if the buyer has to borrow to pay within a discount period, it is normally 
to the buyer’s advantage to do so. For this reason, accounting systems are normally 
designed so that all available discounts are taken. 

To illustrate, assume that NetSolutions purchased merchandise from Alpha Tech- 
nologies as follows: 


Invoice Date Invoice Amount Terms 


March 12 $3,000 2/10, n/30 


The last day of the discount period is March 22 (March 12 + 10 days). Assume 
that in order to pay the invoice on March 22, NetSolutions borrows $2,940, which is 
$3,000 less the discount of $60 ($3,000 x 2%). If we also assume an annual interest 
rate of 6% and a 360-day year, the interest on the loan of $2,940 for the remaining 
20 days of the credit period is $9.80 ($2,940 x 6% x 20/360). 

The net savings to NetSolutions of taking the discount is $50.20, computed as 
follows: 


Discount of 2% on $3,000 $60.00 
Interest for 20 days at a rate of 6% on $2,940 9.80 
Savings from taking the discount $50.20 


The savings can also be seen by comparing the interest rate on the money saved 
by taking the discount and the interest rate on the money borrowed to take the 
discount. The interest rate on the money saved in the prior example is estimated by 
converting 2% for 20 days to a yearly rate, as follows: 


2% x 360 days _ 29% x 18 = 36% 
20 days 
NetSolutions borrowed $2,940 at 6% to take the discount. If NetSolutions does 
not take the discount, it pays an estimated interest rate of 36% for using the $2,940 
for the remaining 20 days of the credit period. Thus, buyers should normally take 
all available purchase discounts. 
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Under the perpetual inventory system, the buyer initially debits Merchandise In- 
ventory for the amount of the invoice. When paying the invoice within the discount 
period, the buyer credits Merchandise Inventory for the amount of the discount. In 
this way, Merchandise Inventory shows the net cost to the buyer. 

To illustrate, NetSolutions would record the Alpha Technologies invoice and its 
payment at the end of the discount period as follows: 


Mar. |12} Merchandise Inventory 3,000 


Accounts Payable—Alpha Technologies 3,000 
22} Accounts Payable—Alpha Technologies 3,000 

Cash 2,940 

Merchandise Inventory 60 


Assume that NetSolutions does not take the discount, but instead pays the in- 
voice on April 11. In this case, NetSolutions would record the payment on April 11 
as follows: 


Apr. |11] Accounts Payable-—Alpha Technologies 3,000 
Cash 3,000 


Purchases Returns and Allowances A buyer may receive an allowance for mer- 
chandise that is returned (purchases return) or a price allowance (purchases allow- 
ance) for damaged or defective merchandise. From a buyer’s perspective, such sales 
returns and allowances are called purchases returns and allowances. In both cases, 
the buyer normally sends the seller a debit memorandum. 

A debit memorandum, often called a debit memo, is shown in Exhibit 9. A debit 
memo informs the seller of the amount the buyer proposes to debit to the account 
payable due the seller. It also states the reasons for the return or the request for the 
price allowance. 

The buyer may use the debit memo as the basis for recording the return or allow- 
ance or wait for approval from the seller (creditor). In either case, the buyer debits 
Accounts Payable and credits Merchandise Inventory. 


sh AS es ih ERIS RR PRESSE! yh ig 


| EXHIBIT 9 
| Debit Memo 


NetSolutions No. 18 
5101 Washington Ave. 
Cincinnati, OH 45227-5101 


DEBIT MEMO 

TO DATE 

Maxim Systems March 7, 2013 
7519 East Wilson Ave. 

Seattle, WA 98101-7519 % 


WE DEBITED YOUR ACCOU NT AS FOLLOWS 


10 Server Network Interface Cards, your invoice No. 7291, @90.00 900.00 
are being returned via parcel post. Our order specified No. 825X. 
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To illustrate, NetSolutions records the return of the merchandise indicated in the 
debit memo in Exhibit 9 as follows: 


Mar. | 7] Accounts Payable—Maxim Systems 900 
Merchandise Inventory 900 
Debit Memo No. 18. 


nentamsaeeossenssltnonacnceiiaemmsonsescemsesetecz a momencemeceicuneee sononcon coment es arerrnrenscr tai tt Sr ee RES 


A buyer may return merchandise or be granted a price allowance before paying 
an invoice. In this case, the amount of the debit memo is deducted from the invoice. 
The amount is deducted before the purchase discount is computed. 

To illustrate, assume the following data concerning a purchase of merchandise 
by NetSolutions on May 2: 


May 2. Purchased $5,000 of merchandise on account from Delta Data Link, terms 
2/10, n/30. 
4. Returned $3,000 of the merchandise purchased on March 2. 
12. Paid for the purchase of May 2 less the return and discount. 
NetSolutions would record these transactions as follows: 


ii i SUB SS a ER SOR SAREE ISIS B OER SILAS ANE SLE DDE NONE STAL IARI NAL Attia a aia aia tis 


é 
May | 2} Merchandise Inventory 5,000 


Accounts Payable—Delta Data Link 5,000 
Purchased merchandise. 


li RMR 


4} Accounts Payable—Delta Data Link 3,000 
Merchandise Inventory 3,000 
Returned portion of merch. purchased. 


ia OO a 


12 | Accounts Payable—Delta Data Link 2,000 
Cash 1,960 
Merchandise Inventory 40 


Paid invoice [($5,000 - $3,000) x 2% 
= $40; $2,000 - $40 = $1,960]. 


Se eee a one ae Lee ccc cae tae ireg at carmen ateeacmamem ata emer eee 


Example Exercise 6-3 


Rofles Company purchased merchandise on account from a supplier for $11,500, terms 2/10, n/30. Rofles Company 
returned $3,000 of the merchandise and received full credit. 


a. If Rofles Company pays the invoice within the discount period, what is the amount of cash required for the 
payment? 


a. $8,330. Purchase of $11,500 less the return of $3,000 less the discount of $170 [($11,500 - $3,000) xX 2%]. 
b. Merchandise Inventory 


Practice Alice PE 634, PE £638 


Freight 


Purchases and sales of merchandise often involve freight. The terms of a sale indicate 
when ownership (title) of the merchandise passes from the seller to the buyer. This 
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point determines whether the buyer or the seller pays the freight costs.4 

The ownership of the merchandise may pass to the buyer when the seller deliv- 
ers the merchandise to the freight carrier. In this case, the terms are said to be FOB 
(free on board) shipping point. This term means that the buyer pays the freight 
costs from the shipping point to the final destination. Such costs are part of the 
buyer’s total cost of purchasing inventory and are added to the cost of the inventory 
by debiting Merchandise Inventory. 


To illustrate, assume that on June 10, NetSolutions purchased merchandise as 
follows: 


June 10. Purchased merchandise from Magna Data, $900, terms FOB shipping point. 
10. Paid freight of $50 on June 10 purchase from Magna Data. 


NetSolutions would record these two transactions as follows: 


ac Ca LOSS Be iSO RS 


June |10} Merchandise Inventory 900 
Accounts Payable—Magna Data 
Purchased merchandise, terms FOB 


shipping point. 


900 


: 


10] Merchandise Inventory 
Cash 
Paid shipping cost on merchandise 
purchased. 


The ownership of the merchandise may pass to the buyer when the buyer re- 
ceives the merchandise. In this case, the terms are said to be FOB (free on board) 
destination. This term means that the seller pays the freight costs from the shipping 
point to the buyer’s final destination. When the seller pays the delivery charges, the 
seller debits Delivery Expense or Freight Out. Delivery Expense is reported on the 
seller’s income statement as a selling expense. 

To illustrate, assume that NetSolutions sells merchandise as follows: 


Sold merchandise to Kranz Company on account, $700, terms FOB destina- 
tion. The cost of the merchandise sold is $480. 
15. NetSolutions pays freight of $40 on the sale of June 15. 


June 15. 


NetSolutions records the sale, the cost of the sale, and the freight cost as follows: 


June 700 


15| Accounts Receivable—Kranz Company 
Sales 
Sold merchandise, terms FOB destination. 


700 


15| Cost of Merchandise Sold 
Merchandise Inventory 
Recorded cost of merchandise sold to 
Kranz Company. 


480 


15| Delivery Expense 40 
Cash 40 
Paid shipping cost on merch. sold. 


AThe passage of title also determines whether the buyer or seller must pay other costs, such as the cost of insurance, while the 


merchandise is in transit. 
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Note: 

The buyer bears the 
freight costs if the 
shipping terms are 
FOB shipping point. 


f& 


Sometimes FOB 

shipping point and FOB 
destination are expressed 
in terms of a specific 
location at which the 
title to the merchandise 
passes to the buyer. 

For example, if Toyota 
Motor Corporation's 
assembly plant in Osaka, 
Japan, sells automobiles 
to a dealer in Chicago, 
FOB shipping point is 
expressed as FOB Osaka. 
Likewise, FOB destination 
is expressed as FOB 
Chicago. 


Note: 

The seller bears the 
freight costs if the 
shipping terms are 
FOB destination. 
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The seller may prepay the freight, even though the terms are FOB shipping point. 
The seller will then add the freight to the invoice. The buyer debits Merchandise 
Inventory for the total amount of the invoice, including the freight. Any discount 
terms would not apply to the prepaid freight. 

To illustrate, assume that NetSolutions sells merchandise as follows: 


June 20. Sold merchandise to Planter Company on account, $800, terms FOB ship- 
ping point. NetSolutions paid freight of $45, which was added to the 
invoice. The cost of the merchandise sold is $360. 


NetSolutions records the sale, the cost of the sale, and the freight as follows: 


Sse iS Ait SRS a CSA ald CASE a ES Cat SS i ace at 


June |20} Accounts.Receivable—Planter Company 800 
| Sales 800 


Sold merch., terms FOB shipping point. 


20} Cost of Merchandise Sold 360 
Merchandise Inventory 360, 
Recorded cost of merchandise sold to 


| Planter Company. 

i 20} Accounts Receivable—Planter Company 45 

i Cash 45 
| Prepaid shipping cost on merch. sold. 

] 

/ 


reste note ern eer ete eR recy gtmc ae 


Shipping terms, the passage of title, and whether the buyer or seller is to pay the 
freight costs are summarized in Exhibit 10. 


tage Sa 
¥ 
un 


Freight Terms” | 


Panda 


EXHIBIT 10 | 


Buyer pays freight 


No journal entry Merchandise Inventory 
Cash 


Terms: FOB Destination 


scone 
onal 


Grog ie 


Seller pays freight 


Delivery Expense XX No journal 
Cash XX ele. 
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Example Exercise 6-4 ze 


Determine the amount to be paid in full settlement of each of invoices (a) and (b), assuming that credit for returns and 
allowances was received prior to payment and that all invoices were paid within the discount period. 


T Freight Returns and 
Merchandise Paid by Seller Freight Terms Allowances 
‘ a. $4,500 $200 FOB shipping point, 1/10, n/30 $ 800 
b. 5,000 60 FOB destination, 2/10, n/30 2,500 


RE EN UY ETS See eter pore presenter eaten TRE 


Follow My Example 6-4 


a. $3,863. Purchase of $4,500 less return of $800 less the discount of $37 [($4,500 - $800) x 1%] plus $200 of shipping. 
b. $2,450. Purchase of $5,000 less return of $2,500 less the discount of $50 [($5,000 — $2,500) x 2%]. 


Practice Exercises: PE 6-4A, PE 6-4B 


ectetaeiecc edna batons asenrme nienin 


Summary: Recording Merchandise Inventory 


Recording merchandise inventory transactions under the perpetual inventory system 
has been described and illustrated in the preceding sections. These transactions in- 
volved purchases, purchases discounts, purchases returns and allowances, freight, 
sales, and sales returns from customers. Exhibit 11 summarizes how these transac- 
tions are recorded in T account form. 


sae 


a eae 
Brera ee 


peta ah 


Bieter i Meee albus OSE 
aie pinieate een onesie 
. 


1 


Merchandise Inventory 


Recording 
Purchases of merchandise for sale XXX | Purchases discounts XXX Merchandise 
Freight for merchandise purchased Purchases returns and allowances XXX Inventory 
eee enn patie pds Cost of merchandise sold XXX 


Merchandise returned from customer XXX 


Cost of Merchandise Sold 


Cost of merchandise sold XXX | Merchandise returned from customer XXX 


TLE GLI LE La 


LES ES OR ES 2 ERS EE NEN PTO ARN SN TEER IY 


Sales Taxes and Trade Discounts 


Sales of merchandise often involve sales taxes. Also, the seller may offer buyers 
trade discounts. 


Sales Taxes Almost all states levy a tax on sales of merchandise.’ The liability for the 
sales tax is incurred when the sale is made. 

At the time of a cash sale, the seller collects the sales tax. When a sale is made 
on account, the seller charges the tax to the buyer by debiting Accounts Receivable. 
The seller credits the sales account for the amount of the sale and credits the tax to 


5 Businesses that purchase merchandise for resale to others are normally exempt from paying sales taxes on their purchases. Only 
final buyers of merchandise normally pay sales taxes. 
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Sales Tax Payable. For example, the seller would record a sale of $100 on account, 
subject to a tax of 6%, as follows: 


ei a OER i cS SS 


Business collects 
sales tax from 
its customers 


Aug. |12]| Accounts Receivable—Lemon Co. 
Sales 
Sales Tax Payable 

Invoice No. 339. 


On a regular basis, the seller pays to the taxing authority (state) the amount of 
the sales tax collected. The seller records such a payment as follows: 


Sa enn LORS EY 


A SSN LAIR ROSANA RIS SARNIA TR iaD NEE HE 


: 
remits sales | Sept. | 15] Sales Tax Payable 2,900 
tax to the state | Cash 2,900 
: Payment for sales taxes collected 
during August. 
4 


SALES TAXES combined rates in the United States of 11%, while Chicago, 
Illinois, has the highest combined city rate of 10.25%. 

What about companies that sell merchandise through 
the Internet? The general rule is that if the company ships 
merchandise to a customer in a state where the company 


While there is no federal sales tax, most states have enacted 
state-wide sales taxes. In addition, many states allow coun- 
ties and cities to collect a “local option” sales taxes. Delaware, 


Montana, New Hampshire, and Oregon have no state or local does not have a physical location, no sales tax is due. For ex- 
sales taxes. Tennessee (9.4%), California (9.15%), Washing- ample, a customer in Montana who purchases merchandise 
ton (8.75%), and Louisiana (8.75%) have the highest average online from a New York retailer (and no physical location in 
combined rates (including state and local option taxes). Sev- Montana) does not have to pay sales tax to either Montana 
eral towns in Tuscaloosa County, Alabama, have the highest or New York. 


Source: The Sales Tax Clearinghouse at www.thestc.com/FAQ.stm (accessed May 6, 2010). 


excel The calculation for sales tax can be accomplished within a spreadsheet. A 

SUCCESS spreadsheet is often used if there are sales from many different states with 
different sales tax rates. We will simplify by illustrating the calculation for only 
one state. 


| 1 | Inputs: 

Sales tax rate 4 
eee Total sales i 
6 = 
he 


The spreadsheet is developed with two inputs and one output. The sales tax rate is 
entered in cell B2 as .06, and then formatted as a percent. You can’t simply 
type 6%, because that won't be interpreted as a number. 


a. Insert the sales tax rate .06, and format as a percent, in B2. 
b. Insert the total sales, and format as currency, in B3. 
Cc. Insert the formula for the sales tax calculation in B6, =B2*B3. Note that 


Excel uses the asterisk (*) to denote multiplication. 


Trylt Go to the hands-on Excel Tutor for this example! 


Trade Discounts Wholesalers are companies that sell merchandise to other busi- 
nesses rather than to the public. Many wholesalers publish sales catalogs. Rather than 
updating their catalogs, wholesalers may publish price updates. These updates may in- 
clude large discounts from the catalog list prices. In addition, wholesalers often offer 
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special discounts to government agencies or businesses that order large quantities. Such 
discounts are called trade discounts. 

Sellers and buyers do not normally record the list prices of merchandise and trade 
discounts in their accounts. For example, assume that an item has a list price of $1,000 
and a 40% trade discount. The seller records the sale of the item at $600 [$1,000 less the 
trade discount of $400 ($1,000 x 40%)]. Likewise, the buyer records the purchase at $600. 


Dual Nature of Merchandise Transactions 


Each merchandising transaction affects a buyer and a seller. In the following illustration, 
the same transactions for a seller and buyer are recorded. In this example, the seller 
is Scully Company and the buyer is Burton Co. 


Transaction 


July 1. Scully Company sold 
merchandise on account to 
Burton Co., $7,500, terms 
FOB shipping point, n/45. 
The cost of the merchandise 
sold was $4,500. 


July 2. Burton Co. paid 
freight of $150 on July 1 pur- 
chase from Scully Company. 


July 5. Scully Company sold 
merchandise on account to 
Burton Co., $5,000, terms FOB 
destination, n/30. The cost of the 
merchandise sold was $3,500. 


July 7. Scully Company paid 
freight of $250 for delivery of 
merchandise sold to Burton 
Co. on July 5. 


July 13. Scully Company 
issued Burton Co, a credit 
memo for merchandise re- 
turned, $1,000. The merchan- 
dise had been purchased by 
Burton Co. on account on July 
5. The cost of the merchan- 
dise returned was $700. 


July 15. Scully Company re- 
ceived payment from Burton 
Co. for purchase of July 5. 


July 18. Scully Company sold 
merchandise on account to 
Burton Co.,$12,000, terms FOB 
shipping point, 2/10, n/eom. 
Scully Company prepaid freight 
of $500, which was added to 
the invoice. The cost of the 
merchandise sold was $7,200. 


July 28. Scully Company re- 
ceived payment from Burton 
Co. for purchase of July 18, 

less discount (2% x $12,000). 


Scully Company (Seller) 


Accounts Receivable—Burton Co. . 


Cost of Merchandise Sold.......... 
Merchandise Inventory.......... 


No journal entry. 


Accounts Receivable—Burton Co... 


Cost of Merchandise Sold.......... 
Merchandise Inventory.......... 


Sales Returns and Allowances...... 
Accounts Receivable—Burton Co. 


Merchandise Inventory ............ 
Cost of Merchandise Sold........ 


Accounts Receivable—Burton Co. 


Accounts Receivable—Burton Co. .. 


Cost of Merchandise Sold.......... 


Merchandise Inventory.......... 


GAOSEDISCOUNES ata eis ao tikes siv'eceietoloiers 
Accounts Receivable—Burton Co. 


7,500 


4,500 


5,000 


3,500 


250 


1,000 


700 


4,000 


12,000 
500 


7,200 


12,260 
240 


7,500 


4,500 


5,000 


3,500 


250 


1,000 


700 


4,000 


12,000 


500 


7,200 


12,500 


Burton Co. (Buyer) 
Merchandise Inventory ........... 7,500 
Accounts Payable—Scully Co. .. 
Merchandise Inventory ........... 150 
Cashiers nes es 
Merchandise Inventory........... 5,000 
Accounts Payable—Scully Co. .. 
No journal entry. 
Accounts Payable—Scuily Co. .... 1,000 
Merchandise Inventory......... 
Accounts Payable—Scully Co. ..... 4,000 
Gashinten enc teeta stec as 
Merchandise Inventory ........... 12,500 
Accounts Payable—Scully Co. .. 
Accounts Payable—Scully Co. ..... 12,500 


Merchandise Inventory......... 
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7,500 


150 


5,000 


1,000 


4,000 


12,500 


240 
12,260 
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Example Exercise 6-5 | | =" 


Sievert Co. sold merchandise to Bray Co. on account, $11,500, terms 2/15, n/30. The cost of the merchandise sold is 
$6,900. Sievert Co. issued a credit memo for $900 for merchandise returned and later received the amount due within 
the discount period. The cost of the merchandise returned was $540. Journalize Sievert Co.'s and Bray Co.’s entries for 
the payment of the amount due. 


Follow My Example 6-5 


Sievert Co. journal entries: 


Gashi(S 14,500:=1S 900 152 FD eed ch ecnebetuimneteiers intel ae iclstecesacu areola arya 10,388 
Sales: Discounts [($11,500 = S900} % 296], oe evi t!a'cnsojwien op apreislen iain 212 
Accounts Receivable—Bray Co. ($11,500 — $900).............00 eee 10,600 


Bray Co. journal entries: 


Accounts Payable—Sievert Co. ($11,500 — $900).........0s.seeeecceseees 10,600 
Merchandise Inventory [($11,500 — $900) X 2%].........0ece eee eeee 212 
GCashiS1 1500 = S900 'S20 2) os ay seve as wpaswa canes noaneres 10,388 ; 


Ome wee weet eee eee eee me H ee ee eH Ow HEE TOR ERR RETO SESE RHE ee Reser RH eee EES EEE DEH SESE EES OTe D OEE EEE T Ese E EET Ee Hr sesesseEssessrsesecenEseseseasenssasaases 


Practice Exercises: PE 6-5A, PE 6-5B 


a Describethe The Adjusting and Closing Process 


adjusting and 
closing process for a 
merchandising business. 


Thus far, the chart of accounts and the recording of transactions for a merchandising 
business have been described and illustrated. The preparation of financial statements for 
NetSolutions has also been illustrated. In the remainder of this chapter, the adjusting and 
closing process for a merchandising business will be described. In this discussion, the focus 
will be on the elements of the accounting cycle that differ from those of a service business. 


Adjusting Entry for Inventory Shrinkage 


Under the perpetual inventory system, the merchandise inventory account is con- 
tinually updated for purchase and sales transactions. As a result, the balance of the 
merchandise inventory account is the amount of merchandise available for sale at 
that point in time. However, retailers normally experience some loss of inventory 
due to shoplifting, employee theft, or errors. Thus, the physical inventory on hand 
at the end of the accounting period is usually less than the balance of Merchandise 
Inventory. This difference is called inventory shrinkage or inventory shortage. 

To illustrate, NetSolutions’ inventory records indicate the following on December 
31, 2013: 


Dec. 31, 2013 
Account balance of Merchandise Inventory $63,950 
Physical merchandise inventory on hand 62,150 
Inventory shrinkage $ 1,800 


At the end of the accounting period, inventory shrinkage is recorded by the fol- 
lowing adjusting entry: 


Adjusting Entry 
Dec. }31] Cost of Merchandise Sold 
Merchandise Inventory 


Inventory shrinkage ($63,950 — $62,150). 
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After the preceding entry is recorded, the balance of Merchandise Inventory agrees 
with the physical inventory on hand at the end of the period. Since inventory shrinkage 
cannot be totally eliminated, it is considered a normal cost of operations. If, however, 
the amount of the shrinkage is unusually large, it may be disclosed separately on 
the income statement. In such cases, the shrinkage may be recorded in a separate 
account, such as Loss from Merchandise Inventory Shrinkage.° 


Example Exercise 6-6 


7 Pulmonary Company's perpetual inventory records indicate that $382,800 of merchandise should be on hand on March 

_ 31, 2012. The physical inventory indicates that $371,250 of merchandise is actually on hand. Journalize the adjusting 

_ entry for the inventory shrinkage for Pulmonary Company for the year ended March 31, 2012. Assume that the 
inventory shrinkage is a normal amount. 


Follow My Example 6-6 


Mar. 31 Cost of Merchandise Sold 
Ste Merchandise Inventory 
Inventory shrinkage ($382,800 — $371,250). 


_ Practice Exercises: PE 6-6A, PE 6-6B | 


Closing Entries 


The closing entries for a merchandising business are similar to those for a service 
business. The four closing entries for a merchandising business are as follows: 


1. Debit each temporary account with a credit balance, such as Sales, for its balance 
and credit Income Summary. 

2. Credit each temporary account with a debit balance, such as the various expenses, 
and credit Income Summary. Since Sales Returns and Allowances, Sales Discounts, 
and Cost of Merchandise Sold are temporary accounts with debit balances, they are 
credited for their balances. 

3. Debit Income Summary for the amount of its balance (net income) and credit the owner's 
capital account. The accounts debited and credited are reversed if there is a net loss. 

4. Debit the owner’s capital account for the balance of the drawing account and credit 
the drawing account. 


The four closing entries for NetSolutions are shown at the top of the following page. 


NetSolutions’ income summary account after the closing entries have been posted 
is as follows: 


Account Income Summary Account No. 312 


ie Balance oa 
Item 7 le Credit | ] Credit 


Revenues 720,785 720,785 
Expenses 645,385 75,400 
Net income 75,400 — 


6 The adjusting process for a merchandising business may be aided by preparing an end-of-period spreadsheet (work sheet). 
An end-of-period spreadsheet (work sheet) for a merchandising business is described and illustrated in an online appendix at 


www.cengage.com/accounting/reeve. 
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Ee Describe and 
illustrate the 


use of the ratio of 
net sales to assets in 
evaluating a company’s 


operating performance. 


After the closing entries are posted to the accounts, a post-closing trial balance is 
prepared. The only accounts that should appear on the post-closing trial balance are the 
asset, contra asset, liability, and owner’s capital accounts with balances. These are the 
same accounts that appear on the end-of-period balance sheet. If the two totals of the trial 
balance columns are not equal, an error has occurred that must be found and corrected. 


i) Se SSS is SESS i it SCS SE SSS AON RS Rt STENCIL 


Journal Page 29 
oe Post. ee allay © 
Date Item Ref. Debit Credit |— 
aie Closing Entries 
Dec. |31] Sales 410 720,185 
Rent Revenue 610 600 
Income Summary 312 720,785 
31| Income Summary 312 645,385 
Sales Returns and Allowances 411 6,140 
Sales Discounts 412 5,790 
Cost of Merchandise Sold 510 525,305 
Sales Salaries Expense 520 53,430 
Advertising Expense 521 10,860 
Depr. Expense—Store Equipment 522 3,100 
Delivery Expense 523 2,800 
Miscellaneous Selling Expense 529 630 
Office Salaries Expense 530 21,020 
Rent Expense 581 8,100 
Depr. Expense—Office Equipment 532 2,490 
Insurance Expense 533 1,910 
Office Supplies Expense 534 610 
Misc. Administrative Expense 539 760 
Interest Expense 710 2,440 
31] Income Summary 312 75,400 
Chris Clark, Capital 310 75,400 
31] Chris Clark, Capital 310 18,000 
Chris Clark, Drawing 311 18,000 
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Financial Analysis and Interpretation: 
Ratio of Net Sales to Assets 


The ratio of net sales to assets measures how effectively a business is using its 
assets to generate sales. A high ratio indicates an effective use of assets. The assets 
used in computing the ratio may be the total assets at the end of the year, the aver- 
age of the total assets at the beginning and end of the year, or the average of the 
monthly assets. For our purposes, the average of the total assets at the beginning 
and end of the year is used. 


The ratio of net sales to assets is computed as follows: 


Net Sales 


Ratio of Net Sales to Assets = 
Average Total Assets 


To illustrate the use of this ratio, the following data (in millions) were taken from 
the annual reports of Dollar Tree, Inc.: 
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For Years Ended 


January 31, 2009 February 2, 2008 
Total revenues (net sales) $4,645 $4,243 
Total assets: 
Beginning of year 1,788 1,873 
End of year 2,036 1,788 


The ratios of net sales to assets for each year are as follows: 


For Years Ended 


January 31, 2009 February 2, 2008 
Ratio of net sales to assets 2.43 232 
$4,645/[($1,788 + $2,036)/2] $4,243/[($1,873 + $1,788)/2] 


Based on the preceding ratios, Dollar Tree improved its ratio of net sales to assets 
from 2.32 in 2008 to 2.43 in 2009. Thus, Dollar Tree improved the utilization of its 
assets to generate sales in 2009. 

Using the ratio of net sales to assets for comparisons to competitors and with in- 
dustry averages could also be beneficial in interpreting Dollar Tree’s use of its assets. 
For example, the following data (in millions) were taken from the annual reports of 
Dollar General Corporation for the year ended January 30, 2009: 


For Year Ended 
January 30, 2009 
Total revenues (net sales) Sune SIOASod. ws 3} 
Total assets: 
Beginning of year 8,656 
End of year 8,889 


Dollar General’s ratio of net sales to assets for 2009 is as follows: 


For Year Ended January 30, 2009 
Ratio of net sales to assets 1.19 


$10,458/[($8,656 + $8,889)/2] 


Comparing Dollar General’s 2009 ratio of 1.19 to Dollar Tree’s 2009 ratio of 2.43 
implies Dollar Tree is using its assets more efficiently than Dollar General. 


Example Exercise 6-7 = 


1 The following financial statement data for the years ending December 31, 2012 and 2011, for Gilbert Company are 
shown below. 


2012 2011 
Net sales $1,305,000 $962,500 
Total assets: 
Beginning of year 840,000 700,000 
End of year 900,000 840,000 


a. Determine the ratio of net sales to assets for 2012 and 2011. 
b. Does the change in the current ratio from 2011 to 2012 indicate a favorable or an unfavorable trend? 


Follow My Example 6-7 


Bei’ 


: eS 2012 2011 
“Ratio of net salestoassets 1.50 1.25 
= $1,305,000/ [($840,000 + $900,000)/2] $962,500/[($840,000 + $700,000)/2] 


b. The ae from 1 28 to 1 50 indicates a favorable trend in using assets to generate sales. 
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~ Integi grity, Objectivit EEL Business 


THE cost OF EMPLOYEE THEFT 


One survey reported that the 22 largest U.S. retail store 30 employees was apprehended for theft from his or her 
chains have lost over $6 billion to shoplifting and employee employer. Each dishonest employee stole approximately 7 
theft. The stores apprehended over 900,000 shoplifters times the amount stolen by shoplifters ($969 vs. $136). 

and dishonest employees and recovered more than $182 source: Jack L. Hayes International, 21st Annual Retail Theft Survey, 
million from these thieves. Approximately 1 out of every = 2009. 
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The Periodic Inventory System 


Throughout this chapter, the perpetual inventory system was used to record pur- 
chases and sales of merchandise. Not all merchandise businesses, however, use the 
perpetual inventory system. For example, small merchandise businesses, such as a 
local hardware store, may use a manual accounting system. A manual perpetual in- 
ventory system is time consuming and costly to maintain. In this case, the periodic 
inventory system may be used. 


Cost of Merchandise Sold Using the Periodic 
Inventory System 


In the periodic inventory system, sales are recorded in the same manner as in the 
perpetual inventory system. However, cost of merchandise sold is not recorded on 


the date of sale. Instead, cost of merchandise sold is determined at the end of the 
period as shown in Exhibit 12 for NetSolutions. 


Joa), pe : ¥ 


sis Merchandise inventory, January 1, 2013 .............00000eeee $ 59,700 
Determining PURE ASCS yer trcne Ga eela athe Re ce ae ee ae ~ $521,980 
Cost of Less: Purchases returns and allowances.........c0eceseeeeeuee $9,100 
Merchandise ' Purchases GISCOUNIS, 1; coma vacan hier ese untae eee One 2,525 11,625 
Sold Using the Net pUPEhase§ i (05 <x.c.ns'sa soycanadle eee eat g Uren ae enna $510,355 
Periodic System aXe lohiiv=1(o all ones connie anor moma richeton iacticime cr oca nacre ts 17,400 : 
/ Cost of merchandise purchased ...........0.ceeeeeseeues , = Sav ase b 
Merchandise available for sale. ..........c.cccccseueeececeeees $587,455 ak 
Less merchandise inventory, December 31, 2013.............- 62,150 
Costofimerchandise sold). kena nanteseeemee amen uae $525,305. 


Chart of Accounts Under the Periodic Inventory System 


The chart of accounts under a periodic inventory system is shown in Exhibit 13. 


The accounts used to record transactions under the periodic inventory system are 
highlighted in Exhibit 13. 
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Balance Sheet Accounts Income Statement Accounts 


100 Assets 400 Revenues 


110 Cash 410 Sales 
111 Notes Receivable 411 Sales Returns and Allowances 
112 Accounts Receivable 412 Sales Discounts 


115 Merchandise Inventory 

116 Office Supplies 

117. Prepaid Insurance 

120 Land 

123 Store Equipment 

124 Accumulated Depreciation— 
Store Equipment 

125 Office Equipment 

126 Accumulated Depreciation— 
Office Equipment 


500 Costs and Expenses 
510 Purchases 
511 Purchases Returns and 
Allowances 
512 Purchases Discounts 
513 Freight In 
520 Sales Salaries Expense 
521 Advertising Expense 
522 Depreciation Expense— 
Store Equipment 
200 Liabilities 523 Delivery Expense 


210 Accounts Payable 529 Miscellaneous Selling Expense 
211 Salaries Payable 530 Office Salaries Expense 

212 Unearned Rent 531 Rent Expense 

215 Notes Payable 532 Depreciation Expense— 


300 Owner's Equity Office Equipment 


310. Chris Clark, Capital 533 _ Insurance Expense 
311. Chris Clark, Drawing 534 Office Supplies Expense 


312 Income Summary 539 Misc. Administrative Expense 
600 Other Income 


610 Rent Revenue 


700 Other Expense 
710 Interest Expense 


Recording Merchandise Transactions Under the Periodic 
Inventory System 


Using the periodic inventory system, purchases of inventory are not recorded in the 
merchandise inventory account. Instead, purchases, purchases discounts, and pur- 
chases returns and allowances accounts are used. In addition, the sales of merchandise 
are not recorded in the inventory account. Thus, there is no detailed record of the 
amount of inventory on hand at any given time. At the end of the period, a physi- 
cal count of merchandise inventory on hand is taken. This physical count is used to 
determine the cost of merchandise sold as shown in Exhibit 12. 

The use of purchases, purchases discounts, purchases returns and allowances, 
and freight in accounts are described below. 


Purchases Purchases of inventory are recorded in a purchases account rather than 
in the merchandise inventory account. Purchases is debited for the invoice amount of a 


purchase. 


Purchases Discounts Purchases discounts are normally recorded in a separate pur- 
chases discounts account. The balance of the purchases discounts account is reported as a 
deduction from Purchases for the period. Thus, Purchases Discounts is a contra (or offset- 


ting) account to Purchases. 


Purchases Returns and Allowances Purchases returns and allowances are record- 
ed in a similar manner as purchases discounts. A separate purchases returns and allow- 
ances account is used to record returns and allowances. Purchases returns and allowances 
are reported as a deduction from Purchases for the period. Thus, Purchases Returns and 
Allowances is a contra (or offsetting) account to Purchases. 


as 


EXHIBIT 13 


Chart of 
Accounts Under 
the Periodic 
Inventory 
System 


cae 
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Freight In When merchandise is purchased FOB shipping point, the buyer pays for the 
freight. Under the periodic inventory system, freight paid when purchasing merchandise 
FOB shipping point is debited to Freight In, Transportation In, or a similar account. 

The preceding periodic inventory accounts and their effect on the cost of mer- 
chandise purchased are summarized below. 


Effect on Cost 
Entry Normal of Merchandise 
Account to Increase Balance Purchased 
Purchases Debit Debit Increases 
Purchases Discounts Credit Credit Decreases 
Purchases Returns and Allowances Credit Credit Decreases 
Freight In Debit Debit Increases 


Exhibit 14 illustrates the recording of merchandise transactions using the periodic 
system. As a review, Exhibit 14 also illustrates how each transaction would have been 
recorded using the perpetual system. 
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EXHIBIT 14 __ Transactions Using the Periodic and Perpetual Inventory Systems 
Transaction == | ~—_ Periodic Inventory System | Perpetual Inventory System — 

June 5. Purchased $30,000 of RUnchasesiincnasnusmarcne esis 30,000 Merchandise Inventory ........ 30,000 
merchandise on account, terms Accounts Payable........... 30,000 Accounts Payable........... 30,000 
2/10, n/30. 
June 8. Returned merchandise Accounts Payable.............. 500 Accounts Payable.............. 500 
purchased on account on June 5, Purchases Returns and Merchandise Inventory ..... 500 
$500. Allowances............+5- 500 
June 15. Paid for purchase of Accounts Payable.............. 29,500 Accounts Payable.............. 29,500 
June 5, less return of $500 and Casita artae se eros ve mm nets 28,910 Gashuscwsnamcasece eae 28,910 
discount of $590 [($30,000 - Purchases Discounts........ 590 Merchandise Inventory ..... 590 
$500) x 2%]. 
June 18. Sold merchandise on Accounts Receivable........... 12,500 Accounts Receivable........... 12,500 
account, $12,500, 1/10, n/30. The Salesxstnnt aie tee cee 12,500 SIGS ironic nanan nant eee 12,500 
cost of the merchandise sold was Cost of Merchandise Sold...... 9,000 
$9,000. Merchandise Inventory ..... 9,000 
June 21. Received merchandise Sales Returns and Allowances.. 4,000 Sales Returns and Allowances.... 4,000 
returned on account, $4,000. The Accounts Receivable ....... 4,000 Accounts Receivable........ 4,000 
cost of the merchandise returned Merchandise Inventory ........ 2,800 
was $2,800. Cost of Merchandise Sold ... 2,800 
June 22. Purchased merchandise, | Purchases............e.eeeeeee 15,000 Merchandise Inventory ........ 15,750 
$15,000, terms FOB shipping FLOIG MEM Ices teeeenaa/oyaciens rrearee 750 Accounts Payable........... 15,750 
point, 2/15, n/30, with prepaid Accounts Payable........... 15,750 
freight of $750 added to the 
invoice. 
June 28. Received $8,415 as A Re lia ® 8,415 CAS arte alee ee gis 
payment on account from June SalesiDIscOUNtS sau stuaacan nein 85 Sales Discounts ranscunrceeieete 85 
18 sale less return of June 21 and Accounts Receivable........ 8,500 Accounts Receivable........ 8,500 


less discount of $85 [($12,500 - 
$4,000) x 1%]. 


June 29. Received $19,600 from GasShicreceniacs acacia 19,600 Cash ate ene if i rita ae i 19 600 
cash sales. The cost of the mer- SSCS ens 19,600 Sales. 5 Caen ae etree ee 19,600 
chandise sold was $13,800. Cost of Merchandise Sold...... 13,800 


Merchandise Inventory ..... 13,800 


Chapter6 Accounting for Merchandising Businesses 


Adjusting Process Under the Periodic 
inventory System 


The adjusting process is the same under the periodic and perpetual inventory systems 
except for the inventory shrinkage adjustment. The ending merchandise inventory is 
determined by a physical count under both systems. 

Under the perpetual inventory system, the ending inventory physical count is 
compared to the balance of Merchandise Inventory. The difference is the amount of 
inventory shrinkage. The inventory shrinkage is then recorded as a debit to Cost of 
Merchandise Sold and a credit to Merchandise Inventory. 

Under the periodic inventory system, the merchandise inventory account is not 
kept up to date for purchases and sales. As a result, the inventory shrinkage cannot 
be directly determined. Instead, any inventory shrinkage is included indirectly in the 
computation of cost of merchandise sold as shown in Exhibit 12. This is a major 
disadvantage of the periodic inventory system. That is, under the periodic inventory 
system, inventory shrinkage is not separately determined. 


Financial Statements Under the 
Periodic Inventory System 


The financial statements are similar under the perpetual and periodic inventory sys- 
tems. When the multiple-step format of income statement is used, cost of merchandise 
sold may be reported as shown in Exhibit 12. 


Closing Entries Under the Periodic Inventory System 


The closing entries differ in the periodic inventory system in that there is no cost 
of merchandise sold account to close to Income Summary. Instead, the purchases, 
purchases discounts, purchases returns and allowances, and freight in accounts are 
closed to Income Summary. In addition, the merchandise inventory account is adjusted 
to the end-of-period physical inventory count during the closing process. 

The four closing entries under the periodic inventory system are as follows: 


1. Debit each temporary account with a credit balance, such as Sales, for its balance 
and credit Income Summary. Since Purchases Discounts and Purchases Returns and 
Allowances are temporary accounts with credit balances, they are debited for their 
balances. In addition, Merchandise Inventory is debited for its end-of-period balance 
based on the end-of-period physical inventory. 

2. Credit each temporary account with a debit balance, such as the various expenses, 
and debit Income Summary. Since Sales Returns and Allowances, Sales Discounts, 
Purchases, and Freight In are temporary accounts with debit balances, they are cred- 
ited for their balances. In addition, Merchandise Inventory is credited for its balance 
as of the beginning of the period. 

3. Debit Income Summary for the amount of its balance (net income) and credit the 
owner’s capital account. The accounts debited and credited are reversed if there is 
a net loss. 

4. Debit the owner’s capital account for the balance of the drawing account and credit 
the drawing account. 


The four closing entries for NetSolutions under the periodic inventory system are 
shown on the next page. 
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Journal 


Item 


Closing Entries 


Rent Revenue 
Income Summary 


794,560 


31] Income Summary Bi2 719,160 


Sales Returns and Allowances 411 6,140 
Sales Discounts 412 5,790 


Sales Salaries Expense 520 53,430 
Advertising Expense 521 10,860 
Depreciation Expense—Store Equipment 522 3,100 
Delivery Expense 523 2,800 
Miscellaneous Selling Expense 529 630 
Office Salaries Expense 530 21,020 
Rent Expense 5341 8,100 
Depreciation Expense—Office Equipment 532 2,490 
Insurance Expense 35'S) 1,910 
Office Supplies Expense 534 610 
Miscellaneous Administrative Expense 539 760 
Interest Expense 710 2,440 


31] Income Summary SZ 75,400 
Chris Clark, Capital 310 75,400 


31] Chris Clark, Capital 310 18,000 
Chris Clark, Drawing 311 18,000 


In the first closing entry, Merchandise Inventory is debited for $62,150. This is 
the ending physical inventory count on December 31, 2013. In the second closing 
entry, Merchandise Inventory is credited for its January 1, 2013, balance of $59,700. 
In this way, the closing entries highlight the importance of the beginning and end- 
ing balances of Merchandise Inventory in determining cost of merchandise sold, as 
shown in Exhibit 12. After the closing entries are posted, Merchandise Inventory will 
have a balance of $62,150. This is the amount reported on the December 31, 2013, 
balance sheet. 

In the preceding closing entries, the periodic accounts are highlighted in color. 
Under the perpetual inventory system, the highlighted periodic inventory accounts 
are replaced by the cost of merchandise sold account. 
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At a Glance 


7k Distinguish between the activities and financial statements of service and merchandising businesses. 


Key Points Merchandising businesses purchase merchandise for selling to customers. 
On a merchandising business’s income statement, revenue from selling merchandise is reported as sales. 


4 The cost of the merchandise sold is subtracted from sales to arrive at gross profit. The operating expenses 
are subtracted from gross profit to arrive at net income. Merchandise inventory, which is merchandise not 
sold, is reported as a current asset on the balance sheet. 

Learning Outcomes Example Practice 
; : ; ce Exercises Exercises 
ae 1 ° Describe how the activities of a service and a merchandising business 
: differ. 
* Describe the differences between the income statements of a service 
and a merchandising business. 
* Compute gross profit. PEG-1A, 6-1B 
on ¢ Describe how merchandise inventory is reported on the balance sheet. 
i 
A 2 Describe and illustrate the financial statements of a merchandising business. 
Key Points The multiple-step income statement of a merchandiser reports sales, sales returns and allowances, 
sales discounts, and net sales. The cost of the merchandise sold is subtracted from net sales to determine the 
e gross profit. Operating income is determined by subtracting selling and administrative expenses from gross 
q } profit. Net income is determined by adding or subtracting the net of other income and expense. The income 
1 statement may also be reported in a single-step form. 
The statement of owner’s equity is similar to that for a service business. 
The balance sheet reports merchandise inventory at the end of the period as a current asset. 
Learning Outcomes Example Practice 
Exercises Exercises 
* Prepare a multiple-step income statement for a merchandising 
business. 
* Prepare a single-step income statement. 
* Prepare a statement of owner’s equity for a merchandising business. 
3 * Prepare a balance sheet for a merchandising business. 
Describe and illustrate the accounting for merchandise transactions including: 
« sale of merchandise * sales taxes and trade discounts 
- purchase of merchandise « dual nature of merchandising transactions 
¢ freight 
Key Points The chart of accounts for a merchandising business (NetSolutions) is shown in Exhibit 5. Sales 
of merchandise for cash or on account are recorded as sales. The cost of merchandise sold and the reduc- 
tion in merchandise inventory are also recorded at the time of sale. Discounts for early payment of sales on 
ta account are recorded as sales discounts. Price adjustments and returned merchandise are recorded as sales 


| returns and allowances. , 
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Purchases of merchandise for cash or on account are recorded as merchandise inventory. Discounts for 
early payment of purchases on account are recorded as purchases discounts. Price adjustments or returned 
merchandise are recorded as purchases returns and allowances. 

When merchandise is shipped FOB shipping point, the buyer pays the freight and debits Merchandise 
Inventory. When merchandise is shipped FOB destination, the seller pays the freight and debits Delivery 
Expense or Freight Out. 

The liability for sales tax is incurred-when the sale is made and is recorded by the seller as a credit to 
the sales tax payable account. Trade discounts are discounts off the list price of merchandise. 

Each merchandising transaction affects a buyer and a seller. 


/ 
| 
| 
| 
1 


ate “ 
Learning Outcomes Example Practice 
; é Exercises Exercises 
* Prepare journal entries to record sales of merchandise for cash or 
using a credit card. 
* Prepare journal entries to record sales of merchandise on account. EE6-2 PE6-2A, 6-2B 
* Prepare journal entries to record sales discounts and sales returns and EE6-2 PE6-2A, 6-2B 
allowances. 
* Prepare journal entries to record the purchase of merchandise for : 
cash, 
* Prepare journal entries to record the purchase of merchandise on EE6-3 PEG6-3A, 6-3B 
account. 
* Prepare journal entries to record purchases discounts and purchases EE6-3 PEG-3A, 6-3B 
returns and allowances. 
* Prepare journal entries for freight from the point of view of the buyer 
and seller. 
* Determine the total cost of the purchase of merchandise under differ- EE6-4 PEG-4A, 6-4B 
ing freight terms. 
* Prepare journal entries for the collection and payment of sales taxes 
by the seller. 
* Determine the cost of merchandise purchased when a trade discount 
is offered by the seller. 
* Record the same merchandise transactions for the buyer and seller. EE6-5 “4 PEG-5A, 6-5B 


14 Describe the adjusting and closing process for a merchandising business. 


Key Points §=The normal adjusting entry for inventory shrinkage is to debit Cost of Merchandise Sold and 
credit Merchandise Inventory. 

The closing entries for a merchandising business are similar to those for a service business except that 
the cost of merchandise sold, sales discounts, and sales returns and allowances accounts are also closed to 
Income Summary. 


Learning Outcomes Example Practice 
Exercises Exercises 
e Prepare the adjusting journal entry for inventory shrinkage 
p j gj entry for inventory shrinkage. EEG-6 PEG-GA, 6-6B 


* Prepare the closing entries for a merchandising business. 
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Describe and illustrate the use of the ratio of net sales to assets in evaluating a company’s operating 
performance. 


Key Points The ratio of net sales to assets measures how effectively a business is using its assets to generate 
sales. A high ratio indicates an effective use of assets. Using the average of the total assets at the beginning 
and end of the year, the ratio is computed as follows: 


Ratio of Net Sales to Assets = Net Sales 
Average Total Assets 
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Learning Outcomes Example Practice 


E Exercises Exercises 
* Interpret a high ratio of net sales to assets. 


* Compute the ratio of net sales to assets. EE6-7 PEG6-7A, 6-7B 
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Key Terms 
account form (262) gross profit (258) perpetual inventory system 
administrative expenses income from operations (261) 
(general expenses) (261) (operating income) (261) purchases discounts (270) 
cost of merchandise sold (258) inventory shrinkage (inventory purchases returns and 
credit memorandum (credit shortage) (278) allowances (271) 
~ memo) (267) invoice (266) ratio of net sales to assets (280) 
credit period (266) merchandise inventory (258) report form (263) 
credit terms (266) multiple-step income sales (260) 
debit memorandum (debit statement (259) sales discounts (260) 
Zz memo) (271) net sales (261) sales returns and allowances (260) 
FOB (free on board) other expense (262) selling expenses (261) 
destination (273) other income (262) single-step income statement (262) 
FOB (free on board) periodic inventory system trade discounts (277) 
shipping point (273) (261) 


Illustrative Problem 


The following transactions were completed by Montrose Company during May of the cur- 
rent year. Montrose Company uses a perpetual inventory system. 


May 3. Purchased merchandise on account from Floyd Co., $4,000, terms FOB shipping 
point, 2/10, n/30, with prepaid freight of $120 added to the invoice. 


5. Purchased merchandise on account from Kramer Co., $8,500, terms FOB destina- 
tion, 1/10, n/30. 


6. Sold merchandise on account to C. F. Howell Co., list price $4,000, trade discount 
30%, terms 2/10, n/30. The cost of the merchandise sold was $1,125. 


8. Purchased office supplies for cash, $150. 
10. Returned merchandise purchased on May 5 from Kramer Co., $1,300. 


13. Paid Floyd Co. on account for purchase of May 3, less discount. 
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May 14. Purchased merchandise for cash, $10,500. 


15. Paid Kramer Co. on account for purchase of May 5, less return of May 10 and 
discount. 


16. Received cash on account from sale of May 6 to C. F. Howell Co., less discount. 


19. Sold merchandise on MasterCard credit cards, $2,450. The cost of the merchan- 
dise sold was $980. 


22. Sold merchandise on account to Comer Co., $3,480, terms 2/10, n/30. The cost 
of the merchandise sold was $1,400. 


24. Sold merchandise for cash, $4,350. The cost of the merchandise sold was $1,750. 


25. Received merchandise returned by Comer Co. from sale on May 22, $1,480. The 
cost of the returned merchandise was $600. 


31. Paid a service processing fee of $140 for MasterCard sales. 


Instructions } 


1. Journalize the preceding transactions. 


2. Journalize the adjusting entry for merchandise inventory shrinkage, $3,750. ~ 


Solution 
1. May 3 Merchandise Inventory 4,120 
Accounts Payable—Floyd Co. 4,120 
5 Merchandise Inventory 8,500 
Accounts Payable—Kramer Co. 8,500 
6 Accounts Receivable—C. F. Howell Co. 2,800 
Sales 2,800 
[$4,000 — (30% x $4,000)] 
6 Cost of Merchandise Sold iet25 
Merchandise Inventory ile 3 
8 Office Supplies 150 z 
Cash 150 ‘ 
10 Accounts Payable—Kramer Co. 1,300 if 
Merchandise Inventory 1,300 F 
13. Accounts Payable—Floyd Co. 4,120 * 
Merchandise Inventory 80 
Cash 4,040 
[$4,000 — (2% x $4,000) + $120] 
14 Merchandise Inventory 10,500 “> 
Cash 10,500 : 
15. Accounts Payable—Kramer Co. 7,200 Fs 
Merchandise Inventory 72 
Cash 7,128 
[($8,500 — $1,300) x 1% = $72; 
$8,500 - $1,300 - $72 = $7,128] 
16 Gash 2,744 
Sales Discounts 56 
Accounts Receivable—C. F. Howell Co. 2,800 
19 » Cash 2,450 
Sales 2,450 
19 Cost of Merchandise Sold 980 
Merchandise Inventory 980 
22 Accounts Receivable—Comer Co. 3,480 
Sales 3,480 
22 Cost of Merchandise Sold 1,400 
Merchandise Inventory 1,400 
24 Cash 4,350 
Sales 


4,350 
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May 24 Cost of Merchandise Sold 1,750 
Merchandise Inventory 1,750 

25 Sales Returns and Allowances 1,480 
Accounts Receivable—Comer Co. 1,480 

25 Merchandise Inventory 600 
Cost of Merchandise Sold 600 

31 Credit Card Expense 140 
Cash 140 

2. May 31 Cost of Merchandise Sold 3,750 
Merchandise Inventory 3,750 


Inventory shrinkage. 


Discussion Questions 


What distinguishes a merchandising business from 
a service business? 


Can a business earn a gross profit but incur a net 
loss? Explain. 


Name at least three accounts that would normally 
appear in the chart of accounts of a merchandis- 
ing business but would not appear in the chart of 
accounts of a service business. 


How are sales to customers using MasterCard and 
VISA recorded? 


The credit period during which the buyer of mer- 
chandise is allowed to pay usually begins with 
what date? 


What is the meaning of (a) 1/15, n/60; (b) n/30; 


(c) n/eom? 


What is the nature of (a) a credit memo issued by 
the seller of merchandise, (b) a debit memo issued 
by the buyer of merchandise? 


10. 


Who bears the freight when the terms of sale are 
(a) FOB shipping point, (b) FOB destination? 


Mountain Gear Inc., which uses a perpetual in- 
ventory system, experienced a normal inventory 
shrinkage of $21,950. What accounts would be 
debited and credited to record the adjustment for 
the inventory shrinkage at the end of the account- 
ing period? 


Assume that Mountain Gear Inc. in Discussion 
Question 9 experienced an abnormal inventory 
shrinkage of $263,750. Mountain Gear Inc. has 
decided to record the abnormal inventory shrink- 
age so that it would be separately disclosed on the 
income statement. What account would be debited 
for the abnormal inventory shrinkage? 
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Practice Exercises 


Learning 
Objectives 


OBJ. 1 


OBJ. 1 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.3 


Example 
Exercises 


EE6-1 p. 259 


EE6-1 p.259 


EE 6-2 p. 269 


EE 6-2 p. 269 


EE 6-3 p.272 


EE 6-3 p.272 


EE 6-4 275 


PE6-1A_ Gross profit 


During the current year, merchandise is sold for $275,000 cash and $990,000 on account. 
The cost of the merchandise sold is $950,000. What is the amount of the gross profit? 


PE6-1B_ Gross profit 


During the current year, merchandise is sold for $40,000 cash and $415,000 on account. 
The cost of the merchandise sold is $360,000. What is the amount of the gross profit? 


PE 6-2A Sales transactions 
Journalize the following merchandise transactions: 


a. Sold merchandise on account, $29,000 with terms 2/10, n/30. The cost of the mer- 
chandise sold was $21,750. 


b. Received payment less the discount. 


PE6-2B Sales transactions 
Journalize the following merchandise transactions: 


a. Sold merchandise on account, $60,000 with terms 1/10, n/30. The cost of the mer- 
chandise sold was $40,000. 


b. Received payment less the discount. 


PE 6-3A Purchase transactions 


MR Tile Company purchased merchandise on account from a supplier for $9,000, terms 
2/10, n/30. MR Tile Company returned $1,500 of the merchandise and received full credit. 


a. If MR Tile Company pays the invoice within the discount period, what is the amount 
of cash required for the payment? 


b. Under a perpetual inventory system, what account is credited by MR Tile Company 
to record the return? 


PE 6-3B Purchase transactions 


Piedmont Company purchased merchandise on account from a supplier for $30,000, terms 

1/10, n/30. Piedmont Company returned $4,000 of the merchandise and received full credit. 

a. If Piedmont Company pays the invoice within the discount period, what is the amount 
of cash required for the payment? 


b. Under a perpetual inventory system, what account is debited by Piedmont Company 
to record the return? 


PE6-4A_ Freight terms 


Determine the amount to be paid in full settlement of each of invoices (a) and (b), as- 
suming that credit for returns and allowances was received prior to payment and that all 
invoices were paid within the discount period. 


Learning Example 
Objectives Exercises 


OBJ.3 EE 6-4 p.275 


OBJ.3  - EE6-5_p.278 


OBJ.3 EE6-5 p.2/8 


OBJ.4 EE 6-6 p.2/9 


OBJ. 4 EE 6-6 p.279 


OBJ.5 EE6-7 p.28/ 
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; Freight Returns and 

Merchandise Paid by Seller Freight Terms Allowances 
a. $120,000 $5,000 FOB shipping point, 1/10, n/30 $15,000 
b. 90,000 1,000 FOB destination, 2/10, n/30 2,000 


PE6-4B_ Freight terms 


Determine the amount to be paid in full settlement of each of invoices (a) and (b), as- 
suming that credit for returns and allowances was received prior to payment and that all 
invoices were paid within the discount period. 


t Freight Returns and 

Merchandise Paid by Seller Freight Terms Allowances 
a. $20,000 $500 FOB destination, 1/10, n/30 $2,000 
b. 18,000 250 FOB shipping point, 2/10, n/30 1,000 


PE 6-5A_ Transactions for buyer and seller 


Storall Co. sold merchandise to Bunting Co. on account, $8,000, terms 2/15, n/30. The 
cost of the merchandise sold is $3,000. Storall Co. issued a credit memo for $1,000 for 
merchandise returned and later received the amount due within the discount period. The 
cost of the merchandise returned was $400. Journalize Storall Co.’s and Bunting Co.’s 
entries for the payment of the amount due. 


PE6-5B_ Transactions for buyer and seller 

SPA Co. sold merchandise to Boyd Co. on account, $25,000, terms FOB shipping point, 
2/10, n/30. The cost of the merchandise sold is $16,000. SPA Co. paid freight of $675 
and later received the amount due within the discount period. Journalize SPA Co.’s and 
Boyd Co.’s entries for the payment of the amount due. 


PE 6-6A_ Inventory shrinkage 

House of Clean Company’s perpetual inventory records indicate that $375,000 of merchan- 
dise should be on hand on June 30, 2012. The physical inventory indicates that $366,500 
of merchandise is actually on hand. Journalize the adjusting entry for the inventory 
shrinkage for House of Clean Company for the year ended June 30, 2012. Assume that 
the inventory shrinkage is a normal amount. 


PE 6-6B_ Inventory shrinkage 
Zurich Company’s perpetual inventory records indicate that $1,380,000 of merchandise 
should be on hand on August 31, 2012. The physical inventory indicates that $1,315,900 
of merchandise is actually on hand. Journalize the adjusting entry for the inventory shrink- 
age for Zurich Company for the year ended August 31, 2012. Assume that the inventory 
shrinkage is a normal amount. 


PE6-7A_ Ratio of net sales to assets 
The following financial statement data for years ending December 31 for Foodworks 
Company are shown below. 


2012 2011 
Net sales $880,000 $787,500 
Total assets: 
Beginning of year 500,000 375,000 
End of year 600,000 500,000 


a. Determine the ratio of net sales to assets for 2012 and 2011. 


b. Does the change in the ratio of net sales to assets from 2011 to 2012 indicate a favor- 
able or an unfavorable trend? 
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Learning Example 
Objectives Exercises 


OBJ.5  EE6-7 p.28/ 


PE6-7B Ratio of net sales to assets 
The following financial Statement data for years ending December 31 for Beading Com- 
pany are shown below. 


2012 2011 
Net sales $675,000 $475,000 
Total assets: 
Beginning of year 200,000 180,000 
End of year 250,000 200,000 


a. Determine the ratio of net sales to assets for 2012 and 2011. 


b. Does the change in the ratio of net sales to assets from 2011 to 2012 indicate a favor- 
able or an unfavorable trend? 


OBJ. 1 


OBJ.2 


OBJ. 2 


¥ Net income: 


$1,075,000 


EX 6-1 Determining gross profit 


During the current year, merchandise is sold for $775,000. The cost of the merchandise 
sold is $426,250. 


a. What is the amount of the gross profit? 
b. Compute the gross profit percentage (gross profit divided by sales). 


c. <i NY7{]] the income statement necessarily report a net income? Explain. 


EX 6-2 Determining cost of merchandise sold 


For the year ended February 28, 2009, Best Buy reported revenue of $45,015 million. Its 
gross profit was $10,998 million. What was the amount of Best Buy’s cost of merchan- 
dise sold? 


EX 6-3 Income statement for merchandiser 


For the fiscal year, sales were $6,750,000, sales discounts were $120,000, sales returns 
and allowances were $90,000, and the cost of merchandise sold was $4,000,000. 


a. What was the amount of net sales? 
b. What was the amount of gross profit? 


c. If total operating expenses were $1,200,000, could you determine net income? 


EX 6-4 Income statement for merchandiser 


The following expenses were incurred by a merchandising business during the year. In 
which expense section of the income statement should each be reported: (a) selling, (b) 
administrative, or (c) other? 


1. Advertising expense 

Depreciation expense on store equipment 
Insurance expense on office equipment 
Interest expense on notes payable 

Rent expense on office building 

Salaries of office personnel 


Salary of sales manager 


SL OS: Se ee 


Sales supplies used 


EX 6-5 Single-step income statement 


Summary operating data for Heartland Company during the current year ended November 
30, 2012, are as follows: cost of merchandise sold, $2,500,000; administrative expenses, 
$300,000; interest expense, $20,000; rent revenue, $95,000; net sales, $4,200,000; and 
selling expenses, $400,000. Prepare a single-step income statement. 


OBJ. 2 


OBJ.2 


V a. $30,000 
W h. $515,000 


OBJ.2 


V a. Net income: 
$370,000 


ae 
y \ 4 
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EX 6-6 Multiple-step income statement 
Identify the errors in the following income statement: 


Keepsakes Company 
Income Statement 
For the Year Ended February 29, 2012 


Revenue from sales: 


Sal CSemernet reat rpathte ec care ais are arene eed Sqr eure adc AES $7,200,000 
Add: Sales returns and allowances ..............0.eseaee $275,000 
SAlGsiCSCOUMUS + auete om ce cca e conc Gee cae ee eas 130,000 405,000 
Grossisal Oswarcee mettre xscicrenioate sind Sateen + ov adavewers $7,605,000 
Gostiotimenchandise’sold.y....cacs.6se ese ses ccee 4,075,000 
INGOMEN LO MNO DETALLOMSuesseiok ao etaisiin vaca ecieraecescaures $3,530,000 
Expenses: 
SellinGrexPensSeseyenecisca. «cari see euad aoneue seen sentoene $ 950,000 
ANGUS ChATIMELEXIOGINS ES atesey scares crelorass ccs Avohoieus cvoreusreacucvessyerereeie 475,000 
Delivenyexpenseleiee. MsbHakcksec seks ce ceaed esti 125,000 
OtAHEXPENSOSI Al sacs: meaceperocsuxcest OE «em ue ake 1,550,000 
$1,980,000 
Other expense: 
HILENESEMEVENUE), cnis eakts ts Satie ceils late AP HE eRe SAA. 30,000 
GTOSSIPNOMCE re ee tee fae mers enki Serie Se ietntnw sc oceans $1,950,000 


EX 6-7 Determining amounts for items omitted from income statement 


Two items are omitted in each of the following four lists of income statement data. De- 
termine the amounts of the missing items, identifying them by letter. 


Sales $300,000 $600,000 $850,000 $ (g) 
Sales returns and allowances (a) 30,000 (e) 10,000 
Sales discounts 20,000 18,000 70,000 25,000 
Net sales 250,000 (c) 775,000 (h) 
Cost of merchandise sold (b) 330,000 (f) 400,000 
Gross profit 100,000 (d) 300,000 115,000 


EX 6-8 Multiple-step income statement 


On December 31, 2012, the balances of the accounts appearing in the ledger of Warm 
Place Furnishings Company, a furniture wholesaler, are as follows: 


Administrative Expenses § 250,000 Rhonda Sipes, Capital $ 741,000 
Building 1,025,000 Rhonda Sipes, Drawing 50,000 
Cash 97,000 Salaries Payable 6,000 
Cost of Merchandise Sold 1,700,000 Sales 3,000,000 
Interest Expense 30,000 Sales Discounts 40,000 
Merchandise Inventory 260,000 _ Sales Returns and Allowances 160,000 
Notes Payable 400,000 Selling Expenses 450,000 
Office Supplies 20,000 Store Supplies 65,000 


a. Prepare a multiple-step income statement for the year ended December 31, 2012. 


b. Compare the major advantages and disadvantages of the multiple-step and single-step 
furms of income statements. 
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OBJ.3 


OBJ.3 


OBJ.3 


OBJ. 3 
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EX 6-9 Chart of accounts 
Do-Right Paints Co. is a newly organized business with a list of accounts arranged in 
alphabetical order below. 


Accounts Payable Miscellaneous Administrative Expense 
Accounts Receivable Miscellaneous Selling Expense 

Accumulated Depreciation—Office Equipment Notes Payable 

Accumulated Depreciation—Store Equipment Office Equipment 

Advertising Expense Office Salaries Expense 

Cash Office Supplies 

Cost of Merchandise Sold Office Supplies Expense 

Delivery Expense Prepaid Insurance 

Depreciation Expense—Office Equipment Rent Expense 

Depreciation Expense—Store Equipment Salaries Payable 

Income Summary Sales 

Insurance Expense Sales Discounts 

Interest Expense Sales Returns and Allowances 

Jamie Ricardi, Capital Sales Salaries Expense : 
Jamie Ricardi, Drawing Store Equipment 
Land Store Supplies 

Merchandise Inventory Store Supplies Expense 


Construct a chart of accounts, assigning account numbers and arranging the accounts 
in balance sheet and income statement order, as illustrated in Exhibit 5. Each account 
number is three digits: the first digit is to indicate the major classification (“1” for assets, 
and so on); the second digit is to indicate the subclassification (“11” for current assets, 
and so on); and the third digit is to identify the specific account (“110” for Cash, “112” for 
Accounts Receivable, “114” for Merchandise Inventory, “115” for Store Supplies, and so on). 


EX 6-10 Sales-related transactions, including the use of credit cards 

Journalize the entries for the following transactions: 

a. Sold merchandise for cash, $30,000. The cost of the merchandise sold was $18,000. 
b. Sold merchandise on account, $120,000. The cost of the merchandise sold was $72,000. 


c. Sold merchandise to customers who used MasterCard and VISA, $100,000. The cost 
of the merchandise sold was $70,000. 


d. Sold merchandise to customers who used American Express, $45,000. The cost of the 
merchandise sold was $27,000. 


e. Received an invoice from National Credit Co. for $9,000, representing a service fee 
paid for processing MasterCard, VISA, and American Express sales. 


EX 6-11 Sales returns and allowances 


During the year, sales returns and allowances totaled $80,000. The cost of the merchandise 
returned was $48,000. The accountant recorded all the returns and allowances by debiting 
the sales account and crediting Cost of Merchandise Sold for $80,000. 

Nas the accountant’s method of recording returns acceptable? Explain. In your 
explanation, include the advantages of using a sales returns and allowances account. 


EX 6-12 Sales-related transactions 


After the amount due on a sale of $40,000, terms 2/ 10, n/eom, is received from a cus- 
tomer within the discount period, the seller consents to the return of the entire shipment. 
The cost of the merchandise returned was $24,000. (a) What is the amount of the refund 


owed to the customer? (b) Journalize the entries made by the seller to record the return 
and the refund. 


OBJ.3 


OBJ.3 
Vv d. $18,240 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ. 3 
¥ (c) Cash, cr. $31,360 
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EX 6-13 Sales-related transactions 


The debits and credits for three related transactions are presented in the following T ac- 
counts. Describe each transaction. 


Cash Sales 
(5) 32,340 | aK 35,000 
Accounts Receivable Sales Discounts 
(1) 35,000 we 2,000 (5) 660 
(5) 33,000 aan 
Merchandise Inventory Sales Returns and Allowances 


(4) 1,200 (2) 21,000 (3) 2,000 


Cost of Merchandise Sold 


(2) 21,000 | (4) 1,200 


EX 6-14 Sales-related transactions 

Merchandise is sold on account to a customer for $18,000, terms FOB shipping point, 
2/10, n/30. The seller paid the freight of $600. Determine the following: (a) amount of 
the sale, (b) amount debited to Accounts Receivable, (c) amount of the discount for early 
payment, and (d) amount due within the discount period. 


EX 6-15 Purchase-related transaction 

Bergquist Company purchased merchandise on account from a supplier for $12,000, terms 

1/10, n/30. Bergquist Company returned $3,000 of the merchandise and received full credit. 

a. If Bergquist Company pays the invoice within the discount period, what is the amount 
of cash required for the payment? 

b. Under a perpetual inventory system, what account is credited by Bergquist Company 
to record the return? 


EX 6-16 Purchase-related transactions 
A retailer is considering the purchase of 100 units of a specific item from either of two 
suppliers. Their offers are as follows: 


E: $300 a unit, total of $30,000, 1/10, n/30, no charge for freight. 
F: $295 a unit, total of $29,500, 2/10, n/30, plus freight of $375. 
Which of the two offers, E or F, yields the lower price? 


EX 6-17. Purchase-related transactions 
The debits and credits from four related transactions are presented in the following T 
accounts. Describe each transaction. 


Cash Accounts Payable 


(2) 400 (3 3,000 | (1) 15,000 
(4) 11,760 12,000 
Merchandise Inventory 


(1) 15,000 | (3) 3,000 
(2) 400 | (4) 240 


— 
BS 
Se SS 


EX 6-18 Purchase-related transactions 

Mayn Co., a women’s clothing store, purchased $36,000 of merchandise from a supplier 
on account, terms FOB destination, 2/10, n/30. Mayn Co. returned $4,000 of the mer- 
chandise, receiving a credit memo, and then paid the amount due within the discount 
period. Journalize Mayn Co.’s entries to record (a) the purchase, (b) the merchandise 


return, and (c) the payment. 
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OBJ. 3 
¥ (e) Cash, dr. $2,400 


OBJ.3 
V a. $35,000 


OBJ. 3 
Wc. $29,960 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.3 


EX 6-19 Purchase-related transactions 

Journalize entries for the following related transactions of Blue Moon Company: 

a. Purchased $60,000 of merchandise from Sierra Co. on account, terms 1/10, n/30. 

b. Paid the amount owed on the invoice within the discount period. 

c. Discovered that $10,000 of the merchandise was defective and returned items, receiv- 
ing credit. 

d. Purchased $7,500 of merchandise from Sierra Co. on account, terms n/30. 


e. Received a check for the balance owed from the return in (c), after deducting for the 
purchase in (d). 


EX 6-20 Determining amounts to be paid on invoices 

Determine the amount to be paid in full settlement of each of the following invoices, 
assuming that credit for returns and allowances was received prior to payment and that 
all invoices were paid within the discount period. 


Freight Returns and 

Merchandise Paid by Seller Allowances 
a $36,000 — FOB destination, n/30 $1,000 
b. 10,000 S375 FOB shipping point, 2/10, n/30 1,200 
G 8,250 — FOB shipping point, 1/10, n/30 750 
d. 4,000 200 FOB shipping point, 2/10, n/30 500 
e. 8,500 — FOB destination, 1/10, n/30 os 


EX 6-21 Sales tax 


A sale of merchandise on account for $28,000 is subject to a 7% sales tax. (a) Should the 
sales tax be recorded at the time of sale or when payment is received? (b) What is the 
amount of the sale? (c) What is the amount debited to Accounts Receivable? (d) What is 
the title of the account to which the $1,960 ($28,000 x 7%) is credited? 


EX 6-22 Sales tax transactions 
Journalize the entries to record the following selected transactions: 


a. Sold $12,900 of merchandise on account, subject to a sales tax of 4%. The cost of the 
merchandise sold was $7,800. 


b. Paid $32,750 to the state sales tax department for taxes collected. 


EX 6-23 Sales-related transactions 


Skycrest Co., a furniture wholesaler, sells merchandise to Boyle Co. on account, $45,000, 
terms 2/10, n/30. The cost of the merchandise sold is $27,000. Skycrest Co. issues a credit 
memo for $9,000 for merchandise returned and subsequently receives the amount due 
within the discount period. The cost of the merchandise returned is $5,400. Journalize 
Skycrest Co.’s entries for (a) the sale, including the cost of the merchandise sold, (b) the 
credit memo, including the cost of the returned merchandise, and (c) the receipt of the 
check for the amount due from Boyle Co. 


EX 6-24 Purchase-related transactions 


Based on the data presented in Exercise 6-23, journalize Boyle Co.’s entries for (a) the 
purchase, (b) the return of the merchandise for credit, and (c) the payment of the invoice 
within the discount period. 


EX 6-25 Normal balances of merchandise accounts 


What is the normal balance of the following accounts: (a) Cost of Merchandise Sold, (b) 


Delivery Expense, (c) Merchandise Inventory, (d) Sales, (e) Sales Discounts, (f) Sales 
Returns and Allowances, (g) Sales Tax Payable? 


OBJ.4 


OBJ. 4 


OBJ.4 


OBJ.4 


OBJ.5 
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EX 6-26 Adjusting entry for merchandise inventory shrinkage 


Old Faithful Tile Co.’s perpetual inventory records indicate that $715,950 of merchandise 
should be on hand on December 31, 2012. The physical inventory indicates that $693,675 
of merchandise is actually on hand. Journalize the adjusting entry for the inventory shrink- 
age for Old Faithful Tile Co. for the year ended December S51F 2002. 


EX 6-27 Closing the accounts of a merchandiser 


From the following list, identify the accounts that should be closed to Income Summary 
at the end of the fiscal year under a perpetual inventory system: (a) Accounts Payable, 
(b) Advertising Expense, (c) Cost of Merchandise Sold, (d) Merchandise Inventory, (e) 
Sales, (f) Sales Discounts, (g) Sales Returns and Allowances, (h) Supplies, @ Supplies 
Expense, (j) Tyler Royce, Drawing, (k) Wages Payable. 


EX 6-28 Closing entries; net income 
Based on the data presented in Exercise 6-8, journalize the closing entries. 


EX 6-29 Closing entries 


On August 31, 2012, the balances of the accounts appearing in the ledger of Wood 
Interiors Company, a furniture wholesaler, are as follows: 


Accumulated Depr.—Building $142,000 Notes Payable $ 25,000 
Administrative Expenses 90,000 Sales 800,000 
Building 400,000 Sales Discounts 18,000 
Cash 55,000 Sales Returns and Allow. 12,000 
Cost of Merchandise Sold 350,000 Sales Tax Payable 3,000 
Interest Expense 1,000 Selling Expenses 150,000 
Kate Archer, Capital 172,000 Store Supplies 15,000 
Kate Archer, Drawing 5,000 Store Supplies Expenses 20,000 
Merchandise Inventory 26,000 


Prepare the August 31, 2012, closing entries for Wood Interiors Company. 


EX 6-30 Ratio of net sales to assets 
The Home Depot reported the following data (in millions) in its financial statements: 


2009 2008 
Net sales $71,288 $77,349 
Total assets at the end of the year 41,164 44,324 
Total assets at the beginning of the year 44,324 52,263 


a. Determine the ratio of net sales to assets for The Home Depot for 2009 and 2008. 
Round to two decimal places. 


b. What conclusions can be drawn from these ratios concerning the trend in the ability 
of The Home Depot to effectively use its assets to generate sales? 


EX 6-31 Ratio of net sales to assets 
Kroger, a national supermarket chain, reported the following data (in millions) in its fi- 
nancial statements for the year ended January 31, 2009: 


Total revenue $76,000 
Total assets at end of year 23,211 
Total assets at beginning of year 22,299 


a. Compute the ratio of net sales to assets for 2009. Round to two decimal places. 


b. <i> Tiffany & Co. is a large North American retailer of jewelry, with a ratio of net 
sales to assets of 0.95. Why would Tiffany’s ratio of net sales to assets be lower than 


that of Kroger? 
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Appendix ; 
EX 6-32 Identify items missing in determining cost of merchandise sold 


For (a) through (d), identify the items designated by “X” and “Y.” 

a. Purchases — (X + Y) = Net purchases. 

b. Net purchases + X = Cost of merchandise purchased. 

c. Merchandise inventory (beginning) + Cost of merchandise purchased = X. 


d. Merchandise available for sale — X = Cost of merchandise sold. 


V a. Cost of Appendix 
merchandise sold, EX 6-33 Cost of merchandise sold and related items 
$1,948,500 The following data were extracted from the accounting records of Danhof Company for 
the year ended June 30, 2012: 
Merchandise inventory, July 1, 2011 $ 250,000 
Merchandise inventory, June 30, 2012 325,000 
Purchases 2,100,000 
Purchases returns and allowances 50,000 
Purchases discounts 39,000 
Sales 3,250,000 2 
Freight in 12,500 


a. Prepare the cost of merchandise sold section of the income statement for the year 
ended June 30, 2012, using the periodic inventory system. 


b. Determine the gross profit to be reported on the income statement for the year ended 
June 30, 2012. 


c. Would gross profit be different if the perpetual inventory system was used instead of 
the periodic inventory system? 


Appendix 
EX 6-34 Cost of merchandise sold 


Based on the following data, determine the cost of merchandise sold for April: 


Merchandise inventory, April 1 $ 15,000 
Merchandise inventory, April 30 28,000 
Purchases 290,000 
Purchases returns and allowances 10,000 
Purchases discounts 5,800 
Freight in 4,200 


Appendix 
EX 6-35 Cost of merchandise sold 


Based on the following data, determine the cost of merchandise sold for March: 


Merchandise inventory, March 1 $100,000 
Merchandise inventory, March 31 90,000 
Purchases 800,000 
Purchases returns and allowances 15,000 
Purchases discounts 12,000 
Freight in 8,000 

V Correct cost of Appendix 

merchandise sold, EX 6-36 Cost of merchandise sold 

$885,000 


Identify the errors in the following schedule of cost of merchandise sold for the current 
year ended March 31, 2012: 


Cost of merchandise sold: 

Merchandise inventory, March 31, 2012 ...........ceceeeecesess $ 75,000 
PUunehas es’. vis cscisreveredh eras oc nstecets eevee hcl ae ea $900,000 
Plus: Purchases returns and allowanGesesans a ccene aerate $18,000 

PUTCMAaSESiICISGOUTTIUS! sejcpacrscarereaeis heirs caine ene neee e  eee 12,000 30,000 
GOSS) PURCHASES gat cd cesnn.o7sieere cated einer Tea eee $930,000 
Less: freightiat cepts. me) axtsacicueets ieee aeeneeanpere iacse rae ae 10,000 
Cost of merchandise purchased... 7... ..u... ener ee eee 920,000 
Me\chandiseravallable ton salen s:a- tr ties $995,000 
Less merchandise inventory, April 1, 2011 .............0.e.c000. 80,000 
Cost of merchandise sold... :...2,ceame cae oder. ree $915,000 
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Appendix 
EX 6-37 Rules of debit and credit for periodic inventory accounts 


Complete the following table by indicating for (a) through (g) whether the proper answer 
is debit or credit. 


Normal 
Account Increase Decrease Balance 
Purchases (a) credit (b) 
Purchases Discounts (c) debit credit 
Purchases Returns and Allowances (d) debit (e) 
Freight in (f) (g) debit 


Appendix 
EX 6-38 Journal entries using the periodic inventory system 


The following selected transactions were completed by Burton Company during July of 
the current year. Burton Company uses the periodic inventory system. 


July 2. Purchased $24,000 of merchandise on account, FOB shipping point, terms 
2/45, 0/30. 


5. Paid freight of $500 on the July 2 purchase. 
6. Returned $4,000 of the merchandise purchased on July 2. 


13. Sold merchandise on account, $15,000, FOB destination, 1/10, n/30. The cost 
of merchandise sold was $9,000. 


15. Paid freight of $100 for the merchandise sold on July 13. 
17. Paid for the purchase of July 2 less the return and discount. 
23. Received payment on account for the sale of July 13 less the discount. 


Journalize the entries to record the transactions of Burton Company. 


Appendix 

Ex 6-39 Journal entries using perpetual inventory system 

Using the data shown in Exercise 6-38, journalize the entries for the transactions assum- 
ing that Burton Company uses the perpetual inventory system. 


Appendix 

Ex 6-40 Closing entries using periodic inventory system 

Pyramid Company is a small rug retailer owned and operated by Rosemary Endecott. After 
the accounts have been adjusted on January 31, the following selected account balances 
were taken from the ledger: 


RGVENCISINGIEXPENSCR tires ae clara Fi wince ate crsiare wiatehe arntoler Sterefeleiavtiete «410 eter $ 40,000 
DED FEGiatiOMEXPEMSE Grr win cence cts Nerecireeietdtiselocle eteretaauterersiaeteerr sist 15,000 
(ict (Ol phe loan camo vaere ue tr ot: chy omer ne ae en reree Seeman are Lia ech tec comer a 8,000 
Merchandise Inventory, January nnssmet ements -pmemet-- cldeto deen 250,000 
Menchranciseulnventony, Jalan vicina vy bet cen tel Gurnee eye 300,000 
MISCEITAMCOUIS EX POMS Camus recaps aut s dee ais tis.oe hel werercuel tgs lees ieliotenereis orate 29,000 
RUNGINGSE Stoteraeacts 4 iy. Peace eSATA eDOtiGche s RUSHAL GIT! sohs) sp Sis waudle a8 ors iret ase 750,000 
BUTGhAaSGsDISGOUINS .cvecapree tors utes Maltanvanhvecess Stipes keene 12,000 
PUN CHASCHROLUTMSL AD CUAIOWANGES c, nihen cpidtcrres Che fo-crasydes. oe Oe cistslele 8,000 
ROSEmMahViEMGeGout, IDFAWIMG sci samc cir uelels sates + av erogaitinle| «lo oepere iol 60,000 
Cr IEIREENS Wolcin ENS aero elect gat BUR ORe ee Uy Oterotaat GeOOr iden td sco Oni 175,000 
SS RATS Te rere Seater rere cere ems rtetet ee oneceseutlolets efeloissageyette tere 1,200,000 
SALES ISGOUMES  chand-eve erreentera eke wrsre gti au aerd ote spaicys Exetel ey siereve: «ake «ls 20,000 
Sal COIRELUINISTADOLA LOWallGOSinp auaruriprade priyepies eckseieee eo es. owes « 30,000 


Journalize the closing entries on January 31. 


= Problems Series A 


OBJ. 1,2 PR6-1A Multiple-step income statement and report form of balance sheet 


V 1. Net income: The following selected accounts and their current balances appear in the ledger of Carpet 
$775,000 Land Co. for the fiscal year ended October 31, 2012: 
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oe Cash § 274,000 Sales Returns and Allowances $ 70,000 
bdr Accounts Receivable 425,000 Sales Discounts 55,000 
seas Merchandise Inventory 525,000 Cost of Merchandise Sold 3,600,000 
Office Supplies 12,000 Sales Salaries Expense 925,000 
Prepaid Insurance 9,000 Advertising Expense 150,000 
Office Equipment 315,000 Depreciation Expense— 
Accumulated Depreciation— Store Equipment 35,000 
Office Equipment 187,000 Miscellaneous Selling Expense 40,000 
Store Equipment 900,000 Office Salaries Expense 315,000 
Accumulated Depreciation— Rent Expense 115,000 
Store Equipment 293,000 Depreciation Expense— 
Accounts Payable 193,000 Office Equipment 22,000 
Salaries Payable 12,000 Insurance Expense 18,000 
Note Payable Office Supplies Expense 9,000 
(final payment due 2037) 400,000 Miscellaneous Administrative Exp. 11,000 
Maggie Young, Capital 750,000 Interest Expense 15,000 
Maggie Young, Drawing 150,000 
Sales 6,155,000 
Instructions 


1. Prepare a multiple-step income statement. 
2. Prepare a statement of owner’s equity. 


3. Prepare a report form of balance sheet, assuming that the current portion of the note 
payable is $16,000. 


4. Briefly explain (a) how multiple-step and single-step income statements differ and (b) 
how report-form and account-form balance sheets differ. 


OBJ.2,4 PR6-2A_ Single-step income statement and account form of balance sheet 
v 3. Total assets: Selected accounts and related amounts for Carpet Land Co. for the fiscal year ended 
$1,980,000 October 31, 2012, are presented in Problem 6-1A. 


Ye = Instructions 
aN 1 


. Prepare a single-step income statement in the format shown in Exhibit 2. 
2. Prepare a statement of owner’s equity. 


3. Prepare an account form of balance sheet, assuming that the current portion of the 
note payable is $16,000. 


4. Prepare closing entries as of October 31, 2012. 


PR6-3A_ Sales-related transactions 


The following selected transactions were completed by Artic Supply Co., which sells office 
supplies primarily to wholesalers and occasionally to retail customers: 


Jan. 2. Sold merchandise on account to Mammoth Co., $15,000, terms FOB destina- 
tion, 1/10, n/30. The cost of the merchandise sold was $9,000. 


3. Sold merchandise for $8,000 plus 8% sales tax to retail cash customers. The 
cost of merchandise sold was $6,000. 


4. Sold merchandise on account to Sando Co., $12,500, terms FOB shipping 
point, n/eom. The cost of merchandise sold was $7,500. 


5. Sold merchandise for $10,000 plus 8% sales tax to retail customers who used 
MasterCard. The cost of merchandise sold was $6,000. 


12. Received check for amount due from Mammoth Co. for sale on January 2. 


14. Sold merchandise to customers who used American Express cards, $9,000. 
The cost of merchandise sold was $5,500. 


16. Sold merchandise on account to Malloy Co., $18,700, terms FOB shipping 
point, 1/10, n/30. The cost of merchandise sold was $11,250. 
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Jan. 18. Issued credit memo for $2,700 to Malloy Co. for merchandise returned from 
sale on January 16. The cost of the merchandise returned was $1,600. 


19. Sold merchandise on account to Savin Co., $21,500, terms FOB shipping 
point, 2/10, n/30. Added $500 to the invoice for prepaid freight. The cost of 
merchandise sold was $12,900. 


26. Received check for amount due from Malloy Co. for sale on January 16 less 
credit memo of January 18 and discount. 


28. Received check for amount due from Savin Co. for sale of January 19. 
31. Received check for amount due from Sando Co. for sale of January 4. 


31. Paid Eagle Delivery Service $6,190 for merchandise delivered during January 
to customers under shipping terms of FOB destination. 


Feb. 3. Paid City Bank $1,350 for service fees for handling MasterCard and American 
Express sales during January. 


15. Paid $2,100 to state sales tax division for taxes owed on sales. 


Instructions 
Journalize the entries to record the transactions of Artic Supply Co. 


PR6-4A_ Purchase-related transactions 


The following selected transactions were completed by Gourmet Company during January 
of the current year: 


Jan. 1. Purchased merchandise from Bearcat Co., $19,000, terms FOB destination, 
n/30. 


3. Purchased merchandise from Alvarado Co., $28,500, terms FOB shipping 
point, 2/10, n/eom. Prepaid freight of $650 was added to the invoice. 


4. Purchased merchandise from Fogel Co., $11,000, terms FOB destination, 2/10, 
n/30. 


6. Issued debit memo to Fogel Co. for $1,000 of merchandise returned from 
purchase on January 4. 


13. Paid Alvarado Co. for invoice of January 3, less discount. 


14. Paid Fogel Co. for invoice of January 4, less debit memo of January 6 and 
discount. 


19. Purchased merchandise from Unitrust Co., $32,900, terms FOB shipping 
point, n/eom. 


19. Paid freight of $750 on January 19 purchase from Unitrust Co. 

20. Purchased merchandise from Lenn Co., $10,000, terms FOB destination, 1/10, 
n/30. 

30. Paid Lenn Co. for invoice of January 20, less discount. 

31. Paid Bearcat Co. for invoice of January 1. 


31. Paid Unitrust Co. for invoice of January 19. 


Instructions 
Journalize the entries to record the transactions of Gourmet Company for January. 


OBJ. 3 PR6-5A Sales-related and purchase-related transactions 

The following were selected from among the transactions completed by The Grill Company 
oe) during April of the current year: 
GENERAL 


oe Apr. 3. Purchased merchandise on account from Grizzly Co., list price $60,000, trade 


discount 30%, terms FOB destination, 2/10, n/30. 
4. Sold merchandise for cash, $23,750. The cost of the merchandise sold was 
$14,000. 
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OBJ.3 
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Apr. 5. Purchased merchandise on account from Ferraro Co., $26,000, terms FOB 
shipping point, 2/10, n/30, with prepaid freight of $600 added to the invoice. 


6. Returned $7,000 ($10,000 list price less trade discount of 30%) of merchandise 
purchased on April 3 from Grizzly Co. 


11. Sold merchandise on account to Logan Co., list price $12,000, trade discount 
25%, terms 1/10, n/30. The cost of the merchandise sold was $5,000. 


13. Paid Grizzly Co. on account for purchase of April 3, less return of April 6 and 
discount. 


14. Sold merchandise on VISA, $90,000. The cost of the merchandise sold was $55,000. 
15. Paid Ferraro Co. on account for purchase of April 5, less discount. 
21. Received cash on account from sale of April 11 to Logan Co., less discount. 


24. Sold merchandise on account to Half Moon Co., $17,500, terms 1/10, n/30. 
The cost of the merchandise sold was $10,000. 


28. Paid VISA service fee of $4,000. 


30. Received merchandise returned by Half Moon Co. from sale on April 24, 
$2,500. The cost of the returned merchandise was $1,400. 


Instructions 
Journalize the transactions. 


PR6-6A Sales-related and purchase-related transactions for seller and buyer 


The following selected transactions were completed during May between Sky Company 
and Big Co.: 


May 1. Sky Company sold merchandise on account to Big Co., $72,000, terms FOB 
destination, 2/15, n/eom. The cost of the merchandise sold was $43,200. 


2. Sky Company paid freight of $3,000 for delivery of merchandise sold to Big 
Co. on May 1. 


5. Sky Company sold merchandise on account to Big Co., $48,500, terms FOB 
shipping point, n/eom. The cost of the merchandise sold was $30,000. 


6. Big Co. returned $12,000 of merchandise purchased on account on May 1 
from Sky Company. The cost of the merchandise returned was $7,200. 


9. Big Co. paid freight of $1,800 on May 5 purchase from Sky Company. 


15. Sky Company sold merchandise on account to Big Co., $64,000, terms FOB 
shipping point, 1/10, n/30. Sky Company paid freight of $2,500, which was 
added to the invoice. The cost of the merchandise sold was $38,400. 


16. Big Co. paid Sky Company for purchase of May 1, less discount and less re- 
turn of May 6. 


25. Big Co. paid Sky Company on account for purchase of May 15, less discount. 
31. Big Co. paid Sky Company on account for purchase of May 5. 


Instructions 
Journalize the May transactions for (1) Sky Company and (2) Big Co. 


Appendix 
PR6-7A Purchase-related transactions using periodic inventory system 


Selected transactions for Gourmet Company during January of the current year are listed 
in Problem 6-4A. 


Instructions 


Journalize the entries to record the transactions of Gourmet Company for January using 
the periodic inventory system. 


¥ 2. Net income, 
$345,000 
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Appendix 
PR6-8A Sales-related and purchase-related transactions using periodic inventory 
system 


Selected transactions for The Grill Company during April of the current year are listed 
in Problem 6-5A. 


Instructions 


Journalize the entries to record the transactions of The Grill Company for April using the 
periodic inventory system. 


Appendix 

PR6-9A Sales-related and purchase-related transactions for buyer and seller using 
periodic inventory system 

Selected transactions during May between Sky Company and Big Co. are listed in 
Problem 6-6A. 


Instructions 
Journalize the entries to record the transactions for (1) Sky Company and (2) Big Co. 
assuming that both companies use the periodic inventory system. 


Appendix 

PR6-10A Periodic inventory accounts, multiple-step income statement, closing entries 
On July 31, 2012, the balances of the accounts appearing in the ledger of Sagebrush 
Company are as follows: 


Cash S$ 18,300 Sales Discounts $ 8,000 
Accounts Receivable 72,000 Purchases 700,000 
Merchandise Inventory, Purchases Returns and Allowances 6,000 

August 1, 2011 90,000 Purchases Discounts 4,000 
Office Supplies 3,000 ~~ Freight In 30,000 
Prepaid Insurance 4,500 Sales Salaries Expense 300,000 
Land 300,000 Advertising Expense 55,000 
Store Equipment 270,000 Delivery Expense 9,000 
Accumulated Depreciation— Depreciation Expense— 

Store Equipment 55,900 Store Equipment 6,000 
Office Equipment 78,500 Miscellaneous Selling Expense 10,000 
Accumulated Depreciation— Office Salaries Expense 150,000 

Office Equipment 16,000 Rent Expense 30,000 
Accounts Payable 27,800 Insurance Expense 3,000 
Salaries Payable 3,000 Office Supplies Expense 2,000 
Unearned Rent 8,300 Depreciation Expense— 

Notes Payable 50,000 Office Equipment 1,500 
Peter Richards, Capital 355,300 Miscellaneous Administrative Expense 3,500 
Peter Richards, Drawing 35,000 Rent Revenue 7,000 
Sales 1,660,000 _ Interest Expense 2,000 
Sales Returns and Allowances 12,000 

Instructions 


1. Does Sagebrush Company use a periodic or perpetual inventory system? Explain. 


2. Prepare a multiple-step income statement for Sagebrush Company for the year ended 
July 31, 2012. The merchandise inventory as of July 31, 2012, was $80,000. 


3. Prepare the closing entries for Sagebrush Company as of July 31, 2012. 
4. What would be the net income if the perpetual inventory system had been used? 
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: 
OBJ. 1,2 PR6-1B Multiple-step income statement and report form of balance sheet 


V 1. Net income: The following selected accounts and their current balances appear in the ledger of Black 
$360,000 Lab Co. for the fiscal year ended April 30, 2012: 

Cash $ 42,000 Sales Returns and Allowances $ 40,000 

Accounts Receivable 150,000 Sales Discounts 15,000 

Merchandise Inventory 180,000 Cost of Merchandise Sold 1,855,000 

Office Supplies 5,000 Sales Salaries Expense 400,000 

Prepaid Insurance 12,000 Advertising Expense 120,000 

Office Equipment 120,000 Depreciation Expense— 

Accumulated Depreciation— Store Equipment 15,000 
Office Equipment 28,000 Miscellaneous Selling Expense 18,000 

Store Equipment 500,000 Office Salaries Expense 240,000 

Accumulated Depreciation— Rent Expense 38,000 
Store Equipment 87,500 Insurance Expense 24,000 

Accounts Payable 48,500 Depreciation Expense— : 

Salaries Payable 4,000 Office Equipment 7,000 

Note Payable Office Supplies Expense 4,000 
(final payment due 2032) 140,000 Miscellaneous Administrative Exp. 6,000 

Cindy Worley, Capital 386,000 Interest Expense 8,000 

Cindy Worley, Drawing 45,000 

Sales 3,150,000 

Instructions 


1. Prepare a multiple-step income statement. 
2. Prepare a statement of owner’s equity. 


3. Prepare a report form of balance sheet, assuming that the current portion of the note 
payable is $7,000. 


4. Briefly explain (a) how multiple-step and single-step income statements differ and (b) 
how report-form and account-form balance sheets differ. 


OBJ. 2,4 PR6-2B_ Single-step income statement and account form of balance sheet 

V 3. Total assets: Selected accounts and related amounts for Black Lab Co. for the fiscal year ended April 
$893,500 30, 2012, are presented in Problem 6-1B. 

b< g Instructions 

AN 1. Prepare a single-step income statement in the format shown in Exhibit 2. 


2. Prepare a statement of owner’s equity. 


3. Prepare an account form of balance sheet, assuming that the current portion of the 
note payable is $7,000. 


4. Prepare closing entries as of April 30, 2012. 


PR6-3B Sales-related transactions 


The following selected transactions were completed by Lawn Supplies Co., which sells 
irrigation supplies primarily to wholesalers and occasionally to retail customers: 


“GENERAL 
* LEDGERS* 


Mar. 1. Sold merchandise on account to Green Grass Co., $18,000, terms FOB ship- 
ping point, n/eom. The cost of merchandise sold was $11,000. 


2. Sold merchandise for $42,000 plus 7% sales tax to retail cash customers. The 
cost of merchandise sold was $25,200. 


5. Sold merchandise on account to Jones Company, $30,000, terms FOB destina- 
tion, 1/10, n/30. The cost of merchandise sold was $19,500. 


Mar. 8. 


10. 
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Sold merchandise for $20,000 plus 7% sales tax to retail customers who used 
VISA cards. The cost of merchandise sold was $14,000. 


. Sold merchandise to customers who used MasterCard cards, $15,800. The cost 


of merchandise sold was $9,500. 


- Sold merchandise on account to Haynes Co., $8,000, terms FOB shipping 


point, 1/10, n/30. The cost of merchandise sold was $5,000. 


. Received check for amount due from Jones Company for sale on March 5. 


. Issued credit memo for $1,800 to Haynes Co. for merchandise returned from 


sale on March 14. The cost of the merchandise returned was $1,000. 


. Sold merchandise on account to Horton Company, $6,850, terms FOB ship- 


ping point, 2/10, n/30. Paid $210 for freight and added it to the invoice. The 
cost of merchandise sold was $4,100. 


. Received check for amount due from Haynes Co. for sale on March 14 less 


credit memo of March 16 and discount. 


. Received check for amount due from Horton Company for sale of March 18. 


. Paid First Delivery Service $5,750 for merchandise delivered during March to 


customers under shipping terms of FOB destination. 


. Received check for amount due from Green Grass Co. for sale of March 1. 
Api: 


Paid First Federal Bank $1,650 for service fees for handling MasterCard and 
VISA sales during March. 


Paid $6,175 to state sales tax division for taxes owed on sales. 


Instructions 
Journalize the entries to record the transactions of Lawn Supplies Co. 


PR6-4B Purchase-related transactions 
The following selected transactions were completed by Britt Co. during October of the 
current year: 


Oct  t: 


Purchased merchandise from Mable Co., $17,500, terms FOB shipping point, 
2/10, n/eom. Prepaid freight of $300 was added to the invoice. 


Purchased merchandise from Conway Co., $22,600, terms FOB destination, 
n/30. 


. Paid Mable Co. for invoice of October 1, less discount. 


Purchased merchandise from Larson Co., $12,750, terms FOB destination, 
2/10, n/30. 

Issued debit memo to Larson Co. for $1,500 of merchandise returned from 
purchase on October 13. 

Purchased merchandise from Lakey Company, $12,250, terms FOB shipping 
point, n/eom. 


. Paid freight of $275 on October 18 purchase from Lakey Company. 


Purchased merchandise from Adler Co., $14,200, terms FOB destination, 2/10, 
n/30. 

Paid Larson Co. for invoice of October 13, less debit memo of October 14 and 
discount. 

Paid Adler Co. for invoice of October 19, less discount. 


. Paid Lakey Company for invoice of October 18. 
61; 


Paid Conway Co. for invoice of October 5. 


Instructions 
Journalize the entries to record the transactions of Britt Co. for October. 
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PR6-5B_ Sales-related and purchase-related transactions 
The following were selected from among the transactions completed by Wild Adventures 
Company during December of the current year: 


Dec. 3. Purchased merchandise on account from Miramar Co., list price $45,000, trade 
discount 20%, terms FOB shipping point, 2/10, n/30, with prepaid freight of 
$1,200 added to the invoice. 


5. Purchased merchandise on account from Grand Canyon Co., $19,000, terms 
FOB destination, 2/10, n/30. 


6. Sold merchandise on account to Arches Co., list price $30,000, trade discount 
25%, terms 2/10, n/30. The cost of the merchandise sold was $14,000. 


7. Returned $3,000 of merchandise purchased on December 5 from Grand 
Canyon Co. 


13. Paid Miramar Co. on account for purchase of December 3, less discount. 


15. Paid Grand Canyon Co. on account for purchase of December 5, less return of 
December 7 and discount. 


16. Received cash on account from sale of December 6 to Arches Co., less discount. 


19. Sold merchandise on MasterCard, $41,950. The cost of the merchandise sold 
was $25,000. 


22. Sold merchandise on account to Yellowstone River Co., $20,000, terms 2/10, 
n/30. The cost of the merchandise sold was $9,000. 


23. Sold merchandise for cash, $57,500. The cost of the merchandise sold was 
$34,500. 


28. Received merchandise returned by Yellowstone River Co. from sale on 
December 22, $4,000. The cost of the returned merchandise was $1,800. 


31. Paid MasterCard service fee of $1,700. 


Instructions 
Journalize the transactions. 


PR6-6B Sales-related and purchase-related transactions for seller and buyer 
The following selected transactions were completed during June between Salinas Company 
and Brokaw Company: 


June 2. Salinas Company sold merchandise on account to Brokaw Company, $20,000, 
terms FOB shipping point, 2/10, n/30. Salinas Company paid freight of $675, 
which was added to the invoice. The cost of the merchandise sold was $12,000. 


8. Salinas Company sold merchandise on account to Brokaw Company, $34,750, 
terms FOB destination, 1/15, n/eom. The cost of the merchandise sold was 
$19,850. 


8. Salinas Company paid freight of $800 for delivery of merchandise sold to 
Brokaw Company on June 8. 


12. Brokaw Company returned $5,750 of merchandise purchased on account on June 
8 from Salinas Company. The cost of the merchandise returned was $3,000. 


12. Brokaw Company paid Salinas Company for purchase of June 2, less discount. 


23. Brokaw Company paid Salinas Company for purchase of June 8, less discount 
and less return of June 12. 


24. Salinas Company sold merchandise on account to Brokaw Company, $31,800, 
terms FOB shipping point, n/eom. The cost of the merchandise sold was $20,500. 


26. Brokaw Company paid freight of $475 on June 24 purchase from Salinas 
Company. 


30. Brokaw Company paid Salinas Company on account for purchase of June 24. 


instructions 
Journalize the June transactions for (1) Salinas Company and (2) Brokaw Company. 


V 2. Net income, 
$395,000 
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Appendix 
PR6-7B Purchase-related transactions using periodic inventory system 


a. transactions for Britt Co. during October of the current year are listed in Prob- 
lem 6-4B. 


Instructions 


Journalize the entries to record the transactions of Britt Co. for October using the periodic 
inventory system. 


Appendix 
PR6-8B Sales-related and purchase-related transactions using periodic inventory system 


Selected transactions for Wild Adventures Company during December of the current year 
are listed in Problem 6-5B. 


Instructions 
Journalize the entries to record the transactions of Wild Adventures Company for December 
using the periodic inventory system. 


Appendix 
PR6-9B Sales-related and purchase-related transactions for buyer and seller using 
periodic inventory system 


Selected transactions during June between Salinas Company and Brokaw Company are 
listed in Problem 6-6B. 


Instructions 
Journalize the entries to record the transactions for (1) Salinas Company and (2) Brokaw 
Company assuming that both companies use the periodic inventory system. 


Appendix 
PR6-10B Periodic inventory accounts, multiple-step income statement, closing entries 


On April 30, 2012, the balances of the accounts appearing in the ledger of Heritage 
Company are as follows: 


Cash § 60,000 Sales Discounts § 35,000 
Accounts Receivable 150,000 Purchases 1,770,000 
Merchandise Inventory, May 1, 2011 290,000 Purchases Returns and Allowances 12,000 
Office Supplies 7,000 Purchases Discounts 8,000 
Prepaid Insurance 18,000 Freight In 25,000 
Land 70,000 Sales Salaries Expense 450,000 
Store Equipment 400,000 Advertising Expense 200,000 
Accumulated Depreciation— Delivery Expense 18,000 
Store Equipment 190,000 Depreciation Expense— 
Office Equipment 250,000 Store Equipment 12,000 
Accumulated Depreciation— Miscellaneous Selling Expense 28,000 
Office Equipment 110,000 Office Salaries Expense 200,000 
Accounts Payable 85,000 Rent Expense 45,000 
Salaries Payable 9,000 Insurance Expense 6,000 
Unearned Rent 6,000 Office Supplies Expense 5,000 
Notes Payable 50,000 Depreciation Expense— 
Mary Diaz, Capital 525,000 Office Equipment 3,000 
Mary Diaz, Drawing 100,000 Miscellaneous Administrative Expense 13,000 
Sales 3,175,000 Rent Revenue 27,000 
Sales Returns and Allowances 40,000 Interest Expense 2,000 


Instructions 
1. Does Heritage Company use a periodic or perpetual inventory system? Explain. 


2. Prepare a multiple-step income statement for Heritage Company for the year ended 
April 30, 2012. The merchandise inventory as of April 30, 2012, was $315,000. 


3. Prepare the closing entries for Heritage Company as of April 30, 2012. 
4. What would be the net income if the perpetual inventory system had been used? 
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Comprehensive Problem 2 


V 8. Net income: Ocean Atlantic Co. is a merchandising business. The account balances for Ocean Atlantic 
$710,760 Co. as of July 1, 2012 (unless otherwise indicated), are as follows: 
110 Cash $ 63,600 
112 Accounts Receivable 153,900 
1S Merchandise Inventory 602,400 
116 Prepaid Insurance 16,800 
WZ Store Supplies 11,400 
123 Store Equipment 469,500 
124 Accumulated Depreciation—Store Equipment 56,700 
210 Accounts Payable 96,600 
211 Salaries Payable — 
310 Kevin Gilmour, Capital, August 1, 2011 555,300 
311 Kevin Gilmour, Drawing 135,000 
S12 Income Summary —_— 
410 Sales 3,221,100 
411 Sales Returns and Allowances 92,700 c 
412 Sales Discounts 59,400 
510 Cost of Merchandise Sold 1,623,000 
520 Sales Salaries Expense 334,800 
521 Advertising Expense 81,000 


522 Depreciation Expense = 
523 Store Supplies Expense _ 


529 Miscellaneous Selling Expense 12,600 
530 Office Salaries Expense 182,100 
531 Rent Expense 83,700 
532 Insurance Expense — 
539 Miscellaneous Administrative Expense 7,800 


During July, the last month of the fiscal year, the following transactions were completed: 


July 1. Paid rent for July, $4,000. 


3. Purchased merchandise on account from Lingard Co., terms 2/10, n/30, FOB 
shipping point, $25,000. 


4. Paid freight on purchase of July 3, $1,000. 


6. Sold merchandise on account to Holt Co., terms 2/10, n/30, FOB shipping 
point, $40,000. The cost of the merchandise sold was $24,000. 


7. Received $18,000 cash from Flatt Co. on account, no discount. 


10. Sold merchandise for cash, $90,000. The cost of the merchandise sold was 
$50,000. 


13. Paid for merchandise purchased on July 3, less discount. 


14. Received merchandise returned on sale of July 6, $7,000. The cost of the 
merchandise returned was $4,500. 


15. Paid advertising expense for last half of July, $9,000. 

16. Received cash from sale of July 6, less return of July 14 and discount. 
19. Purchased merchandise for cash, $22,000. 

19. Paid $23,100 to Carino Co. on account, no discount. 

Record the following transactions on Page 21 of the journal. 


20. Sold merchandise on account to Reedley Co., terms 1/10, n/30, FOB shipping 
point, $40,000. The cost of the merchandise sold was $25,000. 


21. For the convenience of the customer, paid freight on sale of July 20, $1,100. 
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July 21. Received $17,600 cash from Owen Co. on account, no discount. 


21. Purchased merchandise on account from Munson Co., terms 1/10, n/30, FOB 
destination, $32,000. 


24. Returned $5,000 of damaged merchandise purchased on July 21, receiving 
credit from the seller. 


26. Refunded cash on sales made for cash, $12,000. The cost of the merchandise 
returned was $7,200. 


28. Paid sales salaries of $22,800 and office salaries of $15,200. 

29. Purchased store supplies for cash, $2,400. 

30. Sold merchandise on account to Dix Co., terms 2/10, n/30, FOB shipping 
point, $18,750. The cost of the merchandise sold was $11,250. 

30. Received cash from sale of July 20, less discount, plus freight paid on July 21. 

31. Paid for purchase of July 21, less return of July 24 and discount. 


Instructions 


1. Enter the balances of each of the accounts in the appropriate balance column of a 
four-column account. Write Balance in the item section, and place a check mark (“) 
in the Posting Reference column. Journalize the transactions for July starting on Page 20 
of the journal. 


2. Post the journal to the general ledger, extending the month-end balances to the 
appropriate balance columns after all posting is completed. In this problem, you 
are not required to update or post to the accounts receivable and accounts payable 
subsidiary ledgers. 


3. Prepare an unadjusted trial balance. 


4. At the end of July, the following adjustment data were assembled. Analyze and use 
these data to complete (5) and (6). 


a. Merchandise inventory on July 31 $565,000 
b. Insurance expired during the year 13,400 
c. Store supplies on hand on July 31 3,900 
d. Depreciation for the current year 11,500 
e. Accrued salaries on July 31: 

Sales salaries $3,200 

Office salaries _1,300 4,500 


5. Optional: Enter the unadjusted trial balance on a 10-column end-of-period spreadsheet 
(work sheet), and complete the spreadsheet. 


6. Journalize and post the adjusting entries. Record the adjusting entries on Page 22 of 
the journal. 


7. Prepare an adjusted trial balance. 
8. Prepare an income statement, a statement of owner’s equity, and a balance sheet. 


9. Prepare and post the closing entries. Record the closing entries on Page 23 of the 
journal. Indicate closed accounts by inserting a line in both the Balance columns 
opposite the closing entry. Insert the new balance in the owner’s capital account. 


10. Prepare a post-closing trial balance. 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 
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SA 6-1 Computing sales tax, multiple states 


Jerrod Corporation had sales in several states. The sales and assumed sales tax rate for 
each state are summarized in a spreadsheet as follows: 


Total Sales Sales Tax Rate Sales Tax 
| Illinois $ 318,000 | 6.5% 
lowa 194,100 6.0% 
| Missouri 241,200 4.0% 
| Nebraska 86,200 5.5% 
| Total $ 839,500 


a. Open the Excel file SA6-1_2e. 


b. Finalize the spreadsheet by determining the sales tax for each state and the total sales 
tax liability for Jerrod Corporation in Column D. 


Use percent formatting for the sales tax rates. For example, cell C2 is entered as .065 
and formatted using the percent format with one decimal place. 


c. When you have completed the sales tax table, perform a “save as,” replacing the entire 
file name with the following: 


SA6-1_2e[your first name initial]_[your last name] 


SA 6-2 Computing sales tax, multiple locations 


U Store It, Inc., has multiple storage locations throughout the state of Colorado. The sales 
from each storage location are summarized in a spreadsheet as follows: 


Sales tax rate 
Lo Total Sales Sales Tax Rate Sales Tax 

4 __ North Denver $ 24,200 
5 Central Denver 17,800 
olorado Springs 8,400 

Ft. Collins 12,000 
oulder 6,400 

Total $ 68,800 


a. Open the Excel file SAG6-2_2e. 


. Assume the sales tax rate for Colorado is 3.5%. Insert .035. Format as a percentage 
amount rounded to one decimal place in the cells C4:C8. 


c. Finalize the spreadsheet by determining the sales tax for each location and total sales 


tax for U Store It, Inc. Use column C for the sales tax rate and column D for the total 
sales tax. 


d. When you have completed the sales tax table, perform a “save as,” replacing the entire 
file name with the following: 


SAG-1_2e[your first name initial]_[your last name] 


SA 6-3 Computing sales tax, multiple cities 


Cities in many states may add an additional city sales tax rate to the state tax rate. Assume 
that cities in the state of New York can add an additional sales tax. Timely Blessings 
Inc., has sales in various cities in New York. The sales and assumed total sales tax fate 
(city plus state rates) are summarized in a spreadsheet as follows: 
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Total Sales Sales Tax Rate Sales Tax 
New York City ; $ 243,200 8.0% 
Rochester 98,200 | 1.5% 
White Plains 31,400 | 7.0% 
Buffalo | 54,000 | 7.2% 
Albany | 14,200 6.5% 
Total | $ 441,000 | 
| 


a. Open the Excel file SA6-3_2e. 


b. Finalize the spreadsheet by determining the sales tax for each city and total salestax 
Column D. Use percent format for the sales tax rates. For example, cell C2 is entered 
as .08 and formatted using the percent format with one decimal place. 


c. When you have completed the sales tax table, perform a “save as,” replacing the entire 
file name with the following: 


SA6-3_2e[your first name initial]_[your last name] 
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ners insurance 


yrance company needs to 
know the cost of the system that was stolen. 

The Denon systems were identical. However, to respond to the 
insurance company, you will need to identify which system was stolen. 
Was it the first system, which cost $399.99, or was it the second system, 
which cost $349.99? Whichever assumption you make may determine 
the amount that you receive from the insurance company. 
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trol over inventory. 
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scussing the importance of con- 


Learning Objectives 


. “After studying this chapter, you should be able to: Example Exercises 


Describe the importance of control over inventory. 
Control of Inventory 

Safeguarding Inventory 

Reporting Inventory 


Describe three inventory cost flow assumptions and how they impact the 
income statement and balance sheet. 
Inventory Cost Flow Assumptions 


Determine the cost of inventory under the perpetual inventory system, 
using the FIFO, LIFO, and average cost methods. 
Inventory Costing Methods Under a Perpetual Inventory System 
First-In, First-Out Method 
Last-In, First-Out Method 
Average Cost Method 
Computerized Perpetual Inventory Systems 


Determine the cost of inventory under the periodic inventory system, 
using the FIFO, LIFO, and average cost methods. 
Inventory Costing Methods Under a Periodic Inventory System 
First-In, First-Out Method 
Last-In, First-Out Method 
Average Cost Method 


Compare and contrast the use of the three inventory costing methods. 
Comparing Inventory Costing Methods 


Describe andi 


Illustrate the reporting of merchandise inventory in the 


financial statements. 
Reporting Merchandise Inventory in the Financial Statements 
Valuation at Lower of Cost or Market 
Valuation at Net Realizable Value 
Merchandise Inventory on the Balance Sheet 
Effect of Inventory Errors on the Financial Statements 


Describe and i 


Illustrate the inventory turnover and the number of days’ 


sales in inventory in analyzing the efficiency and effectiveness of inventory 


management. 


Financial Analysis and Interpretation: Inventory Turnover and Number 
of Days’ Sales in Inventory 


= Describe the 
importance of 


control over inventory. 
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Control of Inventory 


Two primary objectives of control over inventory are as follows:! 


1. Safeguarding the inventory from damage or theft. 


2. Reporting inventory in the financial statements. 


Safeguarding Inventory 


Controls for safeguarding inventory begin as soon as the inventory is ordered. The 
following documents are often used for inventory control: 
Purchase order 
Receiving report 
Vendor’s invoice 
The purchase order authorizes the purchase of the inventory from an approved 


vendor. As soon as the inventory is received, a receiving report is completed. The 
receiving report establishes an initial record of the receipt of the inventory. To make 


1 Additional controls used by businesses are described and illustrated in Chapter 8, “Sarbanes-Oxley, Internal Control, and Cash” 
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sure the inventory received is what was ordered, the receiving report is compared 
with the company’s purchase order. The price, quantity, and description of the item 
on the purchase order and receiving report are then compared to the vendor’s in- 
voice. If the receiving report, purchase order, and vendor’s invoice agree, the inven- 
tory is recorded in the accounting records. If any differences exist, they should be 
investigated and reconciled. 

Recording inventory using a perpetual inventory system is also an effective means 
of control. The amount of inventory is always available in the subsidiary inventory 
ledger. This helps keep inventory quantities at proper levels. For example, compar- 
ing inventory quantities with maximum and minimum levels allows for the timely 
reordering of inventory and prevents ordering excess inventory. 

Finally, controls for safeguarding inventory should include security measures to 
prevent damage and customer or employee theft. Some examples of security mea- 
sures include the following: 


1. Storing inventory in areas that are restricted to only authorized employees. 
2. Locking high-priced inventory in cabinets. 
3. Using two-way mirrors, cameras, security tags, and guards. 


Reporting Inventory 


A physical inventory or count of inventory should be taken near year-end to make 
sure that the quantity of inventory reported in the financial statements is accurate. 
After the quantity of inventory on hand is determined, the cost of the inventory is 
assigned for reporting in the financial statements. Most companies assign costs to 
inventory using one of three inventory cost flow assumptions. If a physical count is 
not possible or inventory records are not available, the inventory cost may be esti- 
mated as described in the appendix at the end of this chapter. 


Inventory Cost Flow Assumptions 


An accounting issue arises when identical units of merchandise are acquired at dif- 
ferent unit costs during a period. In such cases, when an item is sold, it is neces- 
sary to determine its cost using a cost flow assumption and related inventory cost 
flow method. Three common cost flow assumptions and related inventory cost flow 
methods are shown below. 


vu or te ; 
Purchased 
Goods 
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Best Buy uses scanners 

to screen customers as 
they leave the store for 
merchandise that has 
not been purchased. 

In addition, Best Buy 
stations greeters at the 
store’s entrance to keep 
customers from bringing 


in bags that can be used 
to shoplift merchandise. 


= Describe three 
inventory cost 
flow assumptions and 
how they impact the 
income statement and 
balance sheet. 
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To illustrate, assume that three identical units of merchandise are purchased dur- 
ing May, as follows: 


Units Cost 

May 10 Purchase 1 $79 
18 Purchase 1 13 

24 ~~ Purchase xl 24 

Total 2 $36 


Average cost per unit: $12 ($36 + 3 units) 


Assume that one unit is sold on May 30 for $20. Depending upon which unit was 
sold, the gross profit varies from $11 to $6 as shown below. 


May 10 May 18 May 24 
Unit Sold Unit Sold Unit Sold 
Sales $20 $20 $20 
Cost of merchandise sold | 3 _14 
Gross profit $11 pear $6 
Ending inventory $27 $23 $22 
($13 + $14) ($9 + $14) ($9 + $13) 


Under the specific identification inventory cost flow method, the unit sold is 
identified with a specific purchase. The ending inventory is made up of the remain- 
ing units on hand. Thus, the gross profit, cost of merchandise sold, and ending 
inventory can vary as shown above. For example, if the May 18 unit was sold, the 
cost of merchandise sold is $13, the gross profit is $7, and the ending inventory 
is $23. 


SS a ea The specific identification method is not practical unless each inventory unit can 

pee Roane be separately identified. For example, an automobile dealer may use the s ifi 

used by automobile 4 Y aera 

dealerships, jewelry identification method since each automobile has a unique serial number. However, 

stores, and art galleries. most businesses cannot identify each inventory unit separately. In such cases, one 
of the following three inventory cost flow methods is used. 

Under the first-in, first-out (FIFO) inventory cost flow method, the first units 
purchased are assumed to be sold and the ending inventory is made up of the most 
recent purchases. In the preceding example, the May 10 unit would be assumed 
to have been sold. Thus, the gross profit would be $11, and the ending inventory 
would be $27 ($13 + $14). 

Under the last-in, first-out (LIFO) inventory cost flow method, the last units 
purchased are assumed to be sold and the ending inventory is made up of the first 
purchases. In the preceding example, the May 24 unit would be assumed to have 
been sold. Thus, the gross profit would be $6, and the ending inventory would be 
$22 ($9 + $13). 

Under the average inventory cost flow method, the cost of the units sold and 
in ending inventory is an average of the purchase costs. In the preceding example, 
the cost of the unit sold would be $12 ($36 + 3 units), the gross profit would be $8 
($20 — $12), and the ending inventory would be $24 ($12 x 2 units). 

The three inventory cost flow methods, FIFO, LIFO, and average, are shown in 
Exhibit 1. The frequency with which the FIFO, LIFO, and average methods are used 
is shown in Exhibit 2. 
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Purchases 
LIFO Method 


Income Statement 


FIFO Method = (MGS SHIA STC) erej i io SAAS 1k eee eeeeeeeeee rn eees 
Cost of merchandise sold.. _14 

Income Statement GrOssiplOfitenesseureseseeo: 

SY (SS aan Sages eee ose $20 

Cost of merchandise sold.. __ 9 Balance Sheet 

GROSS PRONE Ca. scorscnicvoneors $11 Merchandise inventory..... 

Balance Sheet 


Merchandise inventory .... $27 


, 1IBIT 2— ry 
Average Cost Costing Methods* 


[($9 + $13 + $14)/3 = $12] 
Average Cost 


Income Statement 
Sales toecee teeta $20 


Cost of merchandise sold.. 12 E rs 
GTOss#profit ie wasnt once $ 8 5 20 
a 8 
E 
Balance Sheet 2” 


Merchandise inventory.... $24 pEeea2 


FIFO LIFO. Average cost 


Source: Accounting Trends and Techniques, 63rd edition, 2009 
(New York: American Institute of Certified Public Accountants). 
*Firms may be counted more than once for using multiple methods. 


Example Exercise 7-1 oe 


Three identical units of tem QBM are purchased during February, as shown below. 


Item QBM Units Cost 

Feb. 8 Purchase 1 $ 45 

15 Purchase 1 48 

26 Purchase 1 ok 

Total 3 9144 
Average cost per unit S$ 48 ($144 + 3 units) 


Assume that one unit is sold on February 27 for $70. 
Determine the gross profit for February and ending inventory on February 28 using the (a) first-in, first-out (FIFO); 


(b) last-in, first-out (LIFO); and (c) average cost methods. 


Follow My Example 7-1 


"§ 33 | Gross Profit __ Ending Inventory 
| a. First-in, first-out (FIFO)................ $25($70-$45) $99 ($48 + 951) 
__ b. Last-in, first-out (LIFO).............<..  $19($70—$51) $93 ($45 + $48) 
Ce AVELAQE COSE ci ccsaecvess Lanes Ne ... $22 ($70 - $48) $96 ($48 x 2) 
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Practice Exercises: PE 7-1A, PE 7-1B 
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EW Determine 
the cost of 


inventory under the 
perpetual inventory 
system, using the FIFO, 
LIFO, and average cost 
methods. 


Although e-tailers, such 
as eToys Direct, Inc., Amazon. 
com, and Furniture.com, 

Inc, don’t have retail 
stores, they still take 
possession of inventory 
in warehouses. Thus, 
they must account for 
inventory as illustrated in 
this chapter. 


Accounts Receivable 


Sales 


Accounts Receivable 
Sales 


28 Accounts Receivable 


Sales 


~ Entries and Perpetual Inventory Account (FIFO) _ 


4 Cost of Merchandise Sold 
Merchandise Inventory 


10 Merchandise Inventory 
Accounts Payable 


1,200 


22 Cost of Merchandise Sold 
Merchandise Inventory 


28 Cost of Merchandise Sold 
Merchandise Inventory 


30 Merchandise Inventory 
Accounts Payable 


Inventories 


Inventory Costing Methods Under 
a Perpetual Inventory System 


As illustrated in the prior section, when identical units of an item are purchased at 
different unit costs, an inventory cost flow method must be used. This is true regard- 
less of whether the perpetual or periodic inventory system is used. 

In this section, the FIFO, LIFO, and average cost methods are illustrated under a 
perpetual inventory system. For purposes of illustration, the data for Item 127B are 
used, as shown below. 


Item 127B Units Cost 
Jan. 1 Inventory 100 $20 
4 Sale at $30 per unit 70 
10 Purchase 80 21 
72) Sale at $30 per unit 40 
28 Sale at $30 per unit 20 
30 Purchase 100 22. 


First-In, First-Out Method 


When the FIFO method is used, costs are included in cost of merchandise sold in 
the order in which they were purchased. This is often the same as the physical flow 
of the merchandise. Thus, the FIFO method often provides results that are about 
the same as those that would have been obtained using the specific identification 
method. For example, grocery stores shelve milk and other perishable products by 
expiration dates. Products with early expiration dates are stocked in front. In this 
way, the oldest products (earliest purchases) are sold first. 

To illustrate, Exhibit 3 shows use of FIFO under a perpetual inventory system for 
Item 127B. The journal entries and the subsidiary inventory ledger for Item 127B are 
shown in Exhibit 3 as follows: 


1. The beginning balance on January 1 is $2,000 (100 units at a unit cost of $20). 


2. On January 4, 70 units were sold at a price of $30 each for sales of $2,100 (70 units x 
$30). The cost of merchandise sold is $1,400 (70 units at a unit cost of $20). After the 
sale, there remains $600 of inventory (30 units at a unit cost of $20). 
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2% On January 10, $1,680 is purchased (80 units at a unit cost of $21). After the purchase, the 
inventory is reported on two lines, $600 (30 units at a unit cost of $20) from the begin- 
ning inventory and $1,680 (80 units at a unit cost of $21) from the January 10 purchase. 

4. On January 22, 40 units are sold at a price of $30 each for sales of $1,200 (40 units x 
$30). Using FIFO, the cost of merchandise sold of $810 consists of $600 (30 units at 
a unit cost of $20) from the beginning inventory plus $210 (10 units at a unit cost of 
$21) from the January 10 purchase. After the sale, there remains $1,470 of inventory 
(70 units at a unit cost of $21) from the January 10 purchase. 

5. The January 28 sale and January 30 purchase are recorded in a similar manner. 


6. The ending balance on January 31 is $3,250. This balance is made up of two layers 
of inventory as follows: 


Date of Unit Total 

Purchase Quantity Cost Cost 
Layer 1: Jan. 10 50 $21 $1,050 
Layer 2: Jan. 30 100 22 2,200 
Total 150 $3,250 


Example Exercise 7-2 
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Beginning inventory, purchases, and sales for Item ER27 are as follows: 


Nov. 1 Inventory 40 units at $5 
5 Sale 32 units 

11 Purchase 60 units at $7 
P| Sale 45 units 


Assuming a perpetual inventory system and using the first-in, first-out (FIFO) method, determine (a) the cost of 
merchandise sold on November 21 and (b) the inventory on November 30. 


Follow My Example 7-2 


a. Cost of merchandise sold (November 21): __b. Inventory, November 30: 


Ss ear Sunitsatss ~ . $.40 $161 = (23 units x $7) 
| 37 units at $7 259 
45 units TEENS DOO Td 


EP STe Crete lalatnta'ict otetal cia stetalctencia)al'als{ougialatatayaldPate ap ietal'sie ioveretlalninoln)apevetiss=foCa)iaie/ia/al(elellwiallsiaieinte: [o/s tale satavalialecsielapa/exeiielle! eral eimiaiw ayete/inpenslarersiiene/isielieyRisleleieinye fey axeiie) eh! s\e-e isp WleinyoliejeiSrejs ake. i9 oun Sine st mtecceee niin eae or 


Practice Exercises: PE 7-2A, PE 7-2B 


Last-In, First-Out Method 


When the LIFO method is used, the cost of the units sold is the cost of the most ||] 1FRS 2 Galli 
recent purchases. The LIFO method was originally used in those rare cases where 
the units sold were taken from the most recently purchased units. However, for tax 
purposes, LIFO is now widely used even when it does not represent the physical 
flow of units. The tax impact of LIFO is discussed later in this chapter. 

To illustrate, Exhibit 4 shows the use of LIFO under a perpetual inventory system 
for Item 127B. The journal entries and the subsidiary inventory ledger for Item 127B 
are shown in Exhibit 4 as follows: 

1. The beginning balance on January 1 is $2,000 (100 units at a unit of cost of $20). 

2. On January 4, 70 units were sold at a price of $30 each for sales of $2,100 (70 units x 
$30). The cost of merchandise sold is $1,400 (70 units at a unit cost of $20). After 
the sale, there remains $600 of inventory (30 units at a unit cost of $20). 

3. On January 10, $1,680 is purchased (80 units at a unit cost of $21). After the purchase, 
the inventory is reported on two lines, $600 (30 units at a unit cost of $20) from the 
beginning inventory and $1,680 (80 units at $21 per unit) from the January 10 purchase. 

4. On January 22, 40 units are sold at a price of $30 each for sales of $1,200 (40 units x 
$30). Using LIFO, the cost of merchandise sold is $840 (40 units at unit cost of $21) 
from the January 10 purchase. After the sale, there remains $1,440 of inventory con- 
sisting of $600 (30 units at a unit cost of $20) from the beginning inventory and $840 
(40 units at a unit cost of $21) from the January 10 purchase. 


See Appendix D for 
more information 
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EXHIBIT 4 _ Entries and Perpetual Inventory Account (LIFO) 


caine emma 


/ Jan. 4 Accounts Receivable 2,100 


| ales ; : ; 
4 Cost of Merchandise Sold 1,400 : Merchandise Sold — 
| Merchandise Inventory 1,400 — Unit | Total Unit i 
| fae a gr a Quantity | Cost | Cost | Quantity | Cost | Cost_ Cost | Cost | 
1 10 Merchandise Inventory 1,680 Nan. 1 Pahece p 
| Accounts Payable 1,680 3 4 20 1,400 ae 
22 Accounts Receivable 1,200 
| Sales 1,200 7 340 
| 22 Cost of Merchandise Sold 840 a 
4 & 
3 ae 
Merchanalss Inventory = 8 0 1 420 20 
| 21 
: 28 Accounts Receivable 600 : 20 
| Sales 600 | 21 
28 Cost of Merchandise Sold 420 1 pa 32 
| Merchandise Inventory 420 8 pan ee 
30 Merchandise Inventory 2,200 L 
Accounts Payable 2,200 © jariufary 31 : 


merchandise inventory 
sold 
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5. The January 28 sale and January 30 purchase are recorded in a similar manner. 


6. The ending balance on January 31 is $3,220. This balance is made up of three layers 
of inventory as follows: 


Date of Unit Total 

Purchase Quantity Cost Cost 
Layer 1: Beg. inv. Jan. 1) 30 $20 $ 600 
Layer 2: Jan. 10 20 21 420 
Layer 3: Jan. 30 100 22 2,200 
Total 150 $3,220 


When the LIFO method is used, the subsidiary inventory ledger is sometimes 
maintained in units only. The units are converted to dollars when the financial state- 
ments are prepared at the end of the period. 


Example Exercise 7-3 : 7 


Beginning inventory, purchases, and sales for Item ER27 are as follows: 


Nov. 1 Inventory 40 units at $5 
5) Sale 32 units 
] 11 Purchase 60 units at $7 
) 21 Sale 45 units 
Assuming a perpetual inventory system and using the last-in, first-out (LIFO) method, determine (a) the cost of the 
merchandise sold on November 21 and (b) the inventory on November 30. 


Follow My Example 7-3 


| 

. a. Cost of merchandise sold (November 21): b. Inventory, November 30: 

/ $315 = (45 units x $7) 8 units at $5 $ 40 

15 units at $7 105 

| 23 units $145 

Practice Exercises: PE 7- 3A, PE 7- 3B 
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“INTERNATIONAL FINANCIAL REPORTING many U.S. companies. For example, Caterpillar Inc. uses 
STANDARDS (IFRS) LIFO and reported that its inventories would have been 
. . | $3,003 million higher in 2009 if FIFO had been used. Since 
Caterpillar reported profits of only $895 million in 2009, 
the adoption of IFRS would have resulted in a loss in 2009 
if IFRS and FIFO oo been aS @ 


IFRS permit the first-in, first-out and average cost methods 
but prohibit the last-in, first-out (LIFO) method for deter- 
mining inventory costs. Since LIFO is used in the United 
‘States, adoption of IFRS. could have a signifi cant impact on 


-* Differences between U.S. GAAP and IFRS are further discussed and illustrated in Appendix D. 


Average Cost Method 


When the average cost method is used in a perpetual inventory system, an average 
unit cost for each item is computed each time a purchase is made. This unit cost is 
used to determine the cost of each sale until another purchase is made and a new 
average is computed. This technique is called a moving average. Since the average 
cost method is rarely used in a perpetual inventory system, it is not illustrated. 


Computerized Perpetual Inventory Systems 


A perpetual inventory system may be used in a manual accounting system. However, 
if there are many inventory transactions, such a system is costly and time consuming. 
In most cases, perpetual inventory systems are computerized. 

Computerized perpetual inventory systems are useful to managers in controlling 
and managing inventory. For example, fast-selling items can be reordered before the 
stock runs out. Sales patterns can also be analyzed to determine when to mark down 
merchandise or when to restock seasonal merchandise. Finally, inventory data can 
be used in evaluating advertising campaigns and sales promotions. 


Inventory Costing Methods Under Determine 


° ° the cost of 
a Periodic Inventory System wenn 
periodic inventory 
system, using the FIFO, 
LIFO, and average cost 
methods. 


When the periodic inventory system is used, only revenue is recorded each time a 
sale is made. No entry is made at the time of the sale to record the cost of the mer- 
chandise sold. At the end of the accounting period, a physical inventory is taken to 
determine the cost of the inventory and the cost of the merchandise sold.’ 

Like the perpetual inventory system, a cost flow assumption must be made when 
identical units are acquired at different unit costs during a period. In such cases, the 
FIFO, LIFO, or average cost method is used. 


First-In, First-Out Method 


To illustrate the use of the FIFO method in a periodic inventory system, we use 
the same data for Item 127B as in the perpetual inventory example. The beginning 
inventory entry and purchases of Item 127B in January are as follows: 


Jan. 1 inventory 100 units at $20 $2,000 
10 Purchase 80 units at 21 1,680 
30 Purchase 100 units at 22 2,200 
Available for sale during month 280 $5,880 


2 Determining the cost of merchandise sold using the periodic system was illustrated in the appendix to Chapter 6. 
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The physical count on January 31 shows that 150 units are on hand. Using the 
FIFO method, the cost of the merchandise on hand at the end of the period is made 
up of the most recent costs. The cost of the 150 units in ending inventory on Janu- 


ary 31 is determined as follows: 


Most recent costs, January 30 purchase 100 units at $22 $2,200 
Next most recent costs, January 10 purchase oY) units at $21 1,050 
150 units $3,250 


Inventory, January 31 


Deducting the cost of the January 31 inventory of $3,250 from the cost of mer- 
chandise available for sale of $5,880 yields the cost of merchandise sold of $2,630, 


as shown below. 


Beginning inventory, January 1 $2,000 
Purchases ($1,680 +$2,200) 3,880 
Cost of merchandise available for sale in January $5,880 
Less ending inventory, January 31 3,250 
Cost of merchandise sold $2,630 


= 


The $3,250 cost of the ending merchandise inventory on January 31 is made up 
of the most recent costs. The $2,630 cost of merchandise sold is made up of the be- 
ginning inventory and the earliest costs. Exhibit 5 shows the relationship of the cost 
of merchandise sold for January and the ending inventory on January 31. 


Fi In, Fi Available Merchandise 
Irst-In, First- Purchases for Sale Sold 
Out Flow of 

Costs 


100 units 


Merchandise 
Inventory 


100 units at $22 


Last-In, First-Out Method 


||| 1FRS 3 Gall When the LIFO method is used, the cost of merchandise on hand at the end of 

the period is made up of the earliest costs. Based on the same data as in the FIFO 
example, the cost of the 150 units in ending inventory on January 31 is determined 
as follows: 


See Appendix D for 
more information 
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Beginning inventory, January 1 100 units at $20 $2,000 
Next earliest costs, January 10 _50 units at $21 1,050 
Inventory, January 31 150 units $3,050 


Deducting the cost of the January 31 inventory of $3,050 from the cost of mer- 
chandise available for sale of $5,880 yields the cost of merchandise sold of $2,830, 
as shown below. 


Beginning inventory, January 1 $2,000 
Purchases ($1,680 + $2,200) 3,880 
Cost of merchandise available for sale in January $5,880 
Less ending inventory, January 31 3,050 
Cost of merchandise sold $2,830 


The $3,050 cost of the ending merchandise inventory on January 31 is made up 
of the earliest costs. The $2,830 cost of merchandise sold is made up of the most 
recent costs. Exhibit 6 shows the relationship of the cost of merchandise sold for 
January and the ending inventory on January 31. 


ia we 


Merchandise ih oh . cme 
Available Merchandise Last-In, First-Out 
for Sal Inventor 
Purchases or Sale shank Aint Flow of Costs 


100 units at $20 


100 units at $22 


Average Cost Method 


The average cost method is sometimes called the weighted average method. The aver- 
age cost method uses the average unit cost for determining cost of merchandise sold 
and the ending merchandise inventory. If purchases are relatively uniform during 
a period, the average cost method provides results that are similar to the physical 


flow of goods. 
The weighted average unit cost is determined as follows: 


Average Unit Cost = Total Cost of Units Available for Sale 


Units Available for Sale 
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To illustrate, we use the data for Item 127B as follows: 


Total Cost of Units Available for Sale _ $5,880 


Mak SO Es Units Available for Sale ~ 280 units 


= $21 per unit 
The cost of the January 31 ending inventory is as follows: 


Inventory, January 31: $3,150 (150 units x $21) 


Deducting the cost of the January 31 inventory of $3,150 from the cost of mer- 
chandise available for sale of $5,880 yields the cost of merchandise sold of $2,730, 
as shown below. 


Beginning inventory, January 1 $2,000 
Purchases ($1,680 + $2,200) 3,880 
Cost of merchandise available for sale in January $5,880 
Less ending inventory, January 31 3,150 
Cost of merchandise sold $2,730 


The cost of merchandise sold could also be computed by multiplying the number 
of units sold by the average cost as follows: 


Cost of merchandise sold: $2,730 (130 units x $21) 


Example Exercise 7-4 — 


| The units of an item available for sale during the year were as follows: 


Jan. 1 Inventory 6 units at $50 $ 300 
Mar. 20 Purchase 14 units at $55 770 
Oct. 30 Purchase 20 units at $62 1,240 
Available for sale 40 units $2,310 


There are 16 units of the item in the physical inventory at December 31. The periodic inventory system is used. 


Determine the inventory cost using (a) the first-in, first-out (FIFO) method, (b) the last-in, first-out (LIFO) method, 
and (c) the average cost method. 


Follow My Example 7-4 


a. First-in, first-out (FIFO) method: $992 = (16 units x $62) 
b. Last-in, first-out (LIFO) method: $850 = (6 units x $50) + (10 units x $55) 
c. Average cost method: $924 (16 units x $57.75), where average cost = $57.75 = $2,310/40 units 
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Practice Exercises: PE 7-4A, PE 7-4B 


-_ compareand Comparing Inventory Costing Methods 


contrast the 


use of the three : : ‘ 
Tea ene A different cost flow is assumed for the FIFO, LIFO, and average inventory cost flow 


een methods. As a result, the three methods normally yield different amounts for the following: 
1. Cost of merchandise sold 
2. Gross profit 


3. Net income 
4. Ending merchandise inventory 
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Using the periodic inventory system illustration with sales of $3,900 (130 units x HFRS 3 . IFRS, 
$30), these differences are illustrated below. . ll I 
See Appendix D for 


more information 
Partial Income Statements 


First-In, Average Last-In, 
First-Out Cost First-Out 
Net sales $3,900 $3,900 $3,900 
Cost of merchandise sold: 
Beginning inventory $2,000 $2,000 $2,000 
Purchases 3,880 3,880 3,880 
Merchandise available for sale $5,880 $5,880 $5,880 
Less ending inventory 3,250 3,150 3,050 
Cost of merchandise sold 2,630 2,730 2,830 
Gross profit $1,270 $1,170 $1,070 


The preceding differences show the effect of increasing costs (prices). If costs 
(prices) remain the same, all three methods would yield the same results. However, 
costs (prices) normally do change. The effects of changing costs (prices) on the FIFO 
and LIFO methods are summarized in Exhibit 7. The average cost method will always 
yield results between those of FIFO and LIFO. 

FIFO reports higher gross profit and net income than the LIFO method when 
costs (prices) are increasing, as shown in Exhibit 7. However, in periods of rapidly 
rising costs, the inventory that is sold must be replaced at increasingly higher costs. 
In such cases, the larger FIFO gross profit and net income are sometimes called 
inventory profits or illusory profits. 

During a period of increasing costs, LIFO matches more recent costs against sales 
on the income statement. Thus, it can be argued that the LIFO method more nearly 
matches current costs with current revenues. LIFO also offers an income tax savings 
during periods of increasing costs. This is because LIFO reports the lowest amount 
of gross profit and, thus, taxable net income.* However, under LIFO, the ending 
inventory on the balance sheet may be quite different from its current replacement 
cost. In such cases, the financial statements normally include a note that estimates 
what the inventory would have been if FIFO had been used. 

The average cost method is, in a sense, a compromise between FIFO and LIFO. 
The effect of cost (price) trends is averaged in determining the cost of merchandise 
sold and the ending inventory. For a series of purchases, the average cost will be 
the same, regardless of whether costs are increasing or decreasing. For example, re- 
versing the sequence of unit costs presented in the prior illustration does not affect 
the average unit cost nor the amounts reported for cost of merchandise sold, gross 
profit, or ending inventory. 


Effects of 


Increasing Costs Decreasing Costs Changing Costs 
(Prices) (Prices) (Prices): 

Highest Lowest Highest Lowest FIFO au d LIFO 

Amount Amount Amount Amount ae 
Cost of merchandise sold LIFO FIFO FIFO LIFO Cost Methods 
Gross profit FIFO LIFO LIFO FIFO 
Net income ms FIFO LIFO LIFO FIFO 
Ending merchandise inventory FIFO LIFO LIFO FIFO 


3 Similar results would also occur when comparing inventory costing methods under a perpetual inventory system. 
4A proposal currently exists before the U.S. Congress to not allow the use of LIFO for tax purposes. 
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Integrity, Objectivity, and Ethics in Business 


LDL AISLE ALDEN EEL DL AN ALL DPE NLL LSA LNAI LOG 


WHERE’S THE BONUS? 

Managers are often given bonuses based on reported earn- bonuses. Ethically, managers should select accounting pro- 
ings numbers. This can create a conflict. LIFO can improve cedures that will maximize the value of the firm, rather than 
the value of the company through lower taxes. However, their own compensation. Compensation specialists can 
in periods of rising costs (prices), LIFO also produces a__ help avoid this ethical dilemma by adjusting the bonus 
lower earnings number and, therefore, lower management __ plan for the accounting procedure differences. 


Describe and 
illustrate the 


reporting of 
merchandise inventory 
in the financial 
statements. 


See Appendix D for 
more information 


Reporting Merchandise Inventory 
in the Financial Statements 


Cost is the primary basis for valuing and reporting inventories in the financial state- 
ments. However, inventory may be valued at other than cost in the following cases: 


1. The cost of replacing items in inventory is below the recorded cost. 


2. The inventory cannot be sold at normal prices due to imperfections, style changes, 
or other causes. 


Valuation at Lower of Cost or Market 


If the cost of replacing inventory is lower than its recorded purchase cost, the lower- 
of-cost-or-market (LCM) method is used to value the inventory. Market, as used 
in lower of cost or market, is the cost to replace the inventory. The market value is 
based on normal quantities that would be purchased from suppliers. 

The lower-of-cost-or-market method can be applied in one of three ways. The 
cost, market price, and any declines could be determined for the following: 


1. Each item in the inventory. 
2. Each major class or category of inventory. 
3. Total inventory as a whole. 


The amount of any price decline is included in the cost of merchandise sold. 
This, in turn, reduces gross profit and net income in the period in which the price 
declines occur. This matching of price declines to the period in which they occur is 
the primary advantage of using the lower-of-cost-or-market method. 

To illustrate, assume the following data for 400 identical units of Item A in inven- 
tory on December 31, 2012: 


Unit purchased cost $10.25 
Replacement cost on December 31, 2012 9.50 


Since Item A could be replaced at $9.50 a unit, $9.50 is used under the lower-of- 
cost-or-market method. 

Exhibit 8 illustrates applying the lower-of-cost-or-market method to each inventory 
item (A, B, C, and D). As applied on an item-by-item basis, the total lower-of-cost- 
or-market is $15,070, which is a market decline of $450 ($15,520 — $15,070). This 
market decline of $450 is included in the cost of merchandise sold. 

In Exhibit 8, Items A, B, C, and D could be viewed as a class of inventory items. 
If the lower-of-cost-or-market method is applied to the class, the inventory would be 
valued at $15,472, which is a market decline of $48 ($15,520 — $15,472). Likewise, if 
Items A, B, C, and D make up the total inventory, the lower-of-cost-or-market method 
as applied to the total inventory would be the same amount, $15,472. 
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Determining 
ee at iz Inventory at 
_ Cost Market of Cor M Lower of Cost 
|| $ 4,100 | $ 3,800 $ 3,800 | or Market 
2,892 2,700 


L 4,650 4,650 _ 
aoe | 80 a” (Gn B9208,,| 
Le oC ob) andl wa Niece.) | 915,520 | $15,472 | $15,070. 
| 2 ' | | | : | 


a 


excel The lower of cost or market inventory schedule from Exhibit 8 can be developed on a spreadsheet as follows: 
b. Cc. 


SUCCESS 


| | Unit Unit | 
Inventory Cost Market | | Lower of | 
Item Quantity |___Price Price | CorM 

A 400; $ 10.25; $ 9.50] 

B 120 | 22.50 24.10 | =B5*D5, =MIN(E5:F5)} d. 

C 600; 8.00|_~—S7.75| ——=B6YC6| _~——=BG*D6|_=MIN(E6:F6)! Cony cells by using 
D 280 14.00 | 14.75 =B7*C7 _=B7*D7|_=MIN(E7:F7)| the fill handle in the 
Total = ‘E7)| = ‘F7) |= ‘G7)¥ comer of the cell to 
otal SUM(E4:E7)} =SUM(F4:F7) |=SUM(G4:G7 | ia tabled and dragging 


to the target cells. 


Develop the formulas by the following steps: 


a. Enter in cell E4 the formula for the total cost, =B4*C4. 
b. Enter in cell F4 the formula for the total market, =B4*D4. 
Cc; Enter in cell G4 a =MIN function to calculate the lower of cost or market, as follows: 


=MIN(E4:F4) 
This function will return the minimum value within the range of cells from E4 to F4. 
d. Copy E4:G4 to E5:G7. 


e. Enter in E8 a formula to sum the column, =SUM(E4:E7) 
f. Copy E8 to F8:G8 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 7-5 ret 
On the basis of the following data, determine the value of the inventory at the lower of cost or market. Apply lower of : 
cost or market to each inventory item as shown in Exhibit 8. 


Inventory Unit Unit 
Item Quantity Cost Price Market Price 
(Qi ZAKe 10 S39 $40 
B563 7 110 98 


Follow My Example 7-5 


| Price Price 
4000} 28239") 540 39 
Teele 98 | 770 


eM 
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Valuation at Net Realizable Value 


Merchandise that is out of date, spoiled, or damaged can often be sold only at a 
price below its original cost. Such merchandise should be valued at its net realizable 
value. Net realizable value is determined as follows: 


Net Realizable Value = Estimated Selling Price — Direct Costs of Disposal 


Direct costs of disposal include selling expenses such as special advertising or 
sales commissions. To illustrate, assume the following data about an item of dam- 
aged merchandise: 


Original cost $1,000 
Estimated selling price 800 
Selling expenses 150 


The merchandise should be valued at its net realizable value of $650 as shown 
below. 


Net Realizable Value = $800 — $150 = $650 


INVENTORY WRITE-DOWNS 


Worthington Industries, Inc., is a diversified metal pro- 
cessing company that manufactures metal products, such 
as metal framing and pressure cylinders. During the year 
ended May 31, 2009, the company experienced rapidly 


changing business conditions. Due to the global financial 
crisis and recession, steel prices underwent a severe and 
rapid decline. As a result, the company recorded an inven- 
tory write-down of $105 million and an overall net loss of 
$108 million for the year. 


See Appendix D for 
more information 


Serre niente ptr ee 
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Merchandise Inventory on the Balance Sheet 


Merchandise inventory is usually reported in the Current Assets section of the balance 
sheet. In addition to this amount, the following are reported: 


1. The method of determining the cost of the inventory (FIFO, LIFO, or average) 
2. The method of valuing the inventory (cost or the lower of cost or market) 


The financial statement reporting for the topics covered in Chapters 7-15 are illustrated 
using excerpts from the financial statements of Mornin’ Joe. Mornin’ Joe is a fictitious 
company that offers drip and espresso coffee in a coffeehouse setting. The complete fi- 
nancial statements of Mornin’ Joe are illustrated at the end of Chapter 15 (pages 711-718). 

The balance sheet presentation for merchandise inventory for Mornin’ Joe is as follows: 


Mornin’ Joe 
Balance Sheet 


December 31, 2012 


Gash-and cashvequivalents 2. vccss icy vas ee $235,000 
| Trading investments: (at-cost).: 6.) re $420,000 
| Plus valuation allowance on trading investments.............. 45,000 465,000 
ACCOUNTS TecelVable 006 es. ee ee $305,000 
| Less allowance for doubtful accounts.2.3...0. ea 12,300 292,700 


Merchandise inventory—at lower of cost 


(first-in, first-out method) or market 1 20,000 


CeCe CeCe ir Ca a at tie ere ar arse ars ey 
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It is not unusual for a large business to use different costing methods for seg- 
ments of its inventories. Also, a business may change its inventory costing method. 
In such cases, the effect of the change and the reason for the change are disclosed 
in the financial statements. 


Effect of Inventory Errors on the Financial Statements 


Any errors in merchandise inventory will affect the balance sheet and income state- 
ment. Some reasons that inventory errors may occur include the following: 


1. Physical inventory on hand was miscounted. 


2. Costs were incorrectly assigned to inventory. For example, the FIFO, LIFO, or average 
cost method was incorrectly applied. 

3. Inventory in transit was incorrectly included or excluded from inventory. 

4. Consigned inventory was incorrectly included or excluded from inventory. 


Inventory errors often arise from merchandise that is in transit at year-end. As 
discussed in Chapter 6, shipping terms determine when the title to merchandise 
passes. When goods are purchased or sold FOB shipping point, title passes to the 
buyer when the goods are shipped. When the terms are FOB destination, title passes 
to the buyer when the goods are received. 

To illustrate, assume that SysExpress ordered the following merchandise from 
American Products: 


Date ordered: December 27, 2011 

Amount: $10,000 

Terms: FOB shipping point, 2/10, n/30 
Date shipped by seller: December 30 

Date delivered: January 3, 2012 


When SysExpress counts its physical inventory on December 31, 2011, the mer- 
chandise is still in transit. In such cases, it would be easy for SysExpress to not include 
the $10,000 of merchandise in its December 31 physical inventory. However, since the 
merchandise was purchased FOB shipping point, SysExpress owns the merchandise. 
Thus, it should be included in the ending December 31 inventory even though it is 
not on hand. Likewise, any merchandise sold by SysExpress FOB destination is still 
SysExpress’s inventory even if it is in transit to the buyer on December 31. 

Inventory errors often arise from consigned inventory. Manufacturers sometimes 
ship merchandise to retailers who act as the manufacturer’s selling agent. The manu- 
facturer, called the consignor, retains title until the goods are sold. Such merchandise 
is said to be shipped on consignment to the retailer, called the consignee. Any unsold 
merchandise at year-end is a part of the manufacturer’s (consignor’s) inventory, even 
though the merchandise is in the hands of the retailer (consignee). At year-end, it would 
be easy for the retailer (consignee) to incorrectly include the consigned merchandise in 
its physical inventory. Likewise, the manufacturer (consignor) should include consigned 
inventory in its physical inventory even though the inventory is not on hand. 


Income Statement Effects Inventory errors will misstate the income statement 
amounts for cost of merchandise sold, gross profit, and net income. The effects of inven- 
tory errors on the current period’s income statement are summarized in Exhibit 9. 


Income Statement Effect 


Inventory Error Cost of Merchandise Sold _Gross Profit Net Income 
LANAI AOL AALS TCO 0 re siStenaense arched a I Dae lei lee Tene aE 
Beginning inventory is: 
Understated Understated Overstated Overstated 
Overstated Overstated Understated Understated 


Ending inventory is: 
Understated 5 Overstated Understated Understated 


Understated Overstated Overstated 


Overstated 


Effect of 
Inventory Errors 
on Current 
Period’s Income 
Statement 
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To illustrate, the income statements of SysExpress shown in Exhibit 10 are used.’ 
On December 31, 2011, assume that SysExpress incorrectly records its physical inven- 
tory as $50,000 instead of the correct amount of $60,000. Thus, the December 31, 
2011, inventory is understated by $10,000 ($60,000 - $50,000). As a result, the cost 
of merchandise sold is overstated by $10,000. The gross profit and the net income 
for the year will also be understated by $10,000. 
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EXHIBIT 10 _ Effects of Inventory Errors on Two Years’ Income Statements 


iii ei EASED NAL ELENA ELST I 
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SysExpress 


Income Statement 
For the Years Ended December 31, 2011 and 2012 


2011 : 2012 


Correct Incorrect — Incorrect Correct 


Net sales 
Merchandise inventory, January 1 
Purchases 5 
Merchandise available for sale 
Less merchandise inventory, 

_ December 31 
Cost of merchandise sold 
Gross profit 


Operating expenses 
Net income 
i Ww | Sieg ot 3 i 

$10,000 ‘ $10,000 [ 

Understatement Overstatement / 

of Net Income of Net Income = i 

i 

Net Effect Is Zero for Two Years | 

: 

The inventory errors reverse (or cancel) so that the combined net i 

income for the two years of $525,000 ($225,000 + $300,000) is correct. ' 


The December 31, 2011, merchandise inventory becomes the January 1, 2012, 
inventory. Thus, the beginning inventory for 2012 is understated by $10,000. As a 
result, the cost of merchandise sold is understated by $10,000 for 2012. The gross 
profit and net income for 2012 will be overstated by $10,000. 

As shown in Exhibit 10, since the ending inventory of one period is the beginning 
inventory of the next period, the effects of inventory errors carry forward to the next 
period. Specifically, if uncorrected, the effects of inventory errors reverse themselves 
in the next period. In Exhibit 10, the combined net income for the two years of 
$525,000 is correct even though the 2011 and 2012 income statements were incorrect. 


Balance Sheet Effects Inventory errors misstate the merchandise inventory, current 
assets, total assets, and owner’s equity on the balance sheet. The effects of inventory errors 
on the current period’s balance sheet are summarized in Exhibit 11. 


5 The effect of inventory errors will be illustrated using the periodic system. This is because it is easier to see the impact of inventory 


errors on the income statement using the periodic system. The effect of inventory errors would be the same under the perpetual 
inventory system. 
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eas 


Balance Sheet Effect Effect of 

Ending Merchandise Current Total Owner’s Equity Inventory Errors 
i Inventory Error Inventory Assets Assets (Capital) _ on Current 

| Understated Understated Understated Understated Understated Period’s Balance 
Overstated Overstated Overstated Overstated Overstated | Sheet 

q 


INTERES O NR t r  e nttetennente 


For the SysExpress illustration shown in Exhibit 10, the December 31, 2011, end- 
ing inventory was understated by $10,000. As a result, the merchandise inventory, 
current assets, and total assets would be understated by $10,000 on the December 
31, 2011, balance sheet. Because the ending physical inventory is understated, the 
cost of merchandise sold for 2011 will be overstated by $10,000. Thus, the gross 
profit and the net income for 2011 are understated by $10,000. Since the net income 
is closed to owner’s equity (capital) at the end of the period, the owner’s equity on 
the December 31, 2011, balance sheet is also understated by $10,000. 

As discussed above, inventory errors reverse themselves within two years. As a 
result, the balance sheet will be correct as of December 31, 2012. Using the SysExpress 
illustration from Exhibit 10, these effects are summarized below. 


Amount of Misstatement 


Balance Sheet: December 31, 2011 December 31, 2012 
Merchandise inventory overstated (understated) $(10,000) Correct 
Current assets overstated (understated) (10,000) Correct 
Total assets overstated (understated) (10,000) Correct 
Owner's equity overstated (understated) (10,000) Correct 
Income Statement: 2011 2012 
Cost of merchandise sold overstated (understated) $ 10,000 $(10,000) 
Gross profit overstated (understated) (10,000) 10,000 
Net income overstated (understated) (10,000) 10,000 
Example Exercise 7-6 rH 


Zula Repair Shop incorrectly counted its December 31, 2012, inventory as $250,000 instead of the correct amount of 
$220,000. Indicate the effect of the misstatement on Zula’s December 31, 2012, balance sheet and income statement 
for the year ended December 31, 2012. 
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i 

\ 

i 

i 

f 

| 

Amount of Misstatement | 
Overstatement (Understatement) | 
: 

: 

| 

| 

i 

: 

. 


Balance Sheet: 


Merchandise inventory overstated .........:.e cece eee eee eee eee e ee eeennes S$ 30,000 
Pe Gurreii a ScCtS OVOKStALCC: scons cwcraesgh sie aree nbc «/alsiele erinirnssiovele tie niocath = nieisih ls 30,000 
TO ta ASSOUS OVCESEALE Cy Gi ei sia tarde seute hata iatenscrsjeyais Wiaistaloista,al Pigumel sie e's ma’ 30,000 
Owner's equity overstated 1.0.0.0... . cece eee cette eee een e eee teenies 30,000 
Income Statement: r 
Cost of merchandise sold understated. .......... csc ete cece eee nent ence ees $(30,000) 
Gross profit overstated........ ee ae a a 30,000 
NESE HACOHIG VETS TARE soir ins ohn oe cies Cae b nae deed cee ee eee 30,000 
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payment terms provided by suppliers rather than by our work- 
ing capital. 


Costco Wholesale Corporation operates over 500 member- 
ship warehouses that offer members low prices on a limited 
selection of nationally branded and selected private label 
products. Costco emphasizes high sales volumes and rapid 
inventory turnover. This enables Costco to operate profit- 
ably at lower gross margins than traditional wholesalers, ee 
discount retailers, and supermarkets. In addition, Costco’s 
rapid inventory turnover allows it to conserve its working 
capital, as described below. 


Because of our high sales volume and rapid inventory turnover, 
we generally have the opportunity to sell and be paid for inven- 
tory before we are required to pay ... our merchandise ven- 
dors....As sales increase and inventory turnover becomes more 
rapid, a greater percentage of inventory is financed through 


© Don Ryan/AP Images 


Source: Costco Wholesale Corporation, Annual Report on Form 10-K 
for the fiscal year ended August 31, 2009. ; 


Financial Analysis and Interpretation: 
Inventory Turnover and Number 
of Days’ Sales in Inventory 


Describe and 
7 illustrate the 
inventory turnover and = A merchandising business should keep enough inventory on hand to meet its custom- 


the number of days’ 
sales in inventory in 
analyzing the efficiency 
and effectiveness of 


inventory management. 


ers’ needs. A failure to do so may result in lost sales. However, too much inventory ties 
up funds that could be used to improve operations. Also, excess inventory increases 
expenses such as storage and property taxes. Finally, excess inventory increases the 
risk of losses due to price declines, damage, or changes in customer tastes. 

Two measures to analyze the efficiency and effectiveness of inventory manage- 
ment are: 


1. inventory turnover and 
2. number of days’ sales in inventory. 


Inventory turnover measures the relationship between cost of merchandise sold 
and the amount of inventory carried during the period. It is computed as follows: 


Cost of Merchandise Sold 


Inventory Turnover = 
Average Inventory 


To illustrate, inventory turnover for Best Buy is computed from the following data 
(in millions) taken from two recent annual reports. 


For the Year Ended 
February 28, 2009 March 1, 2008 

Cost of merchandise sold $34,017 $30,477 
Inventories: 

Beginning of year 4,708 4,028 

End of year 4,753 4,708 
Average inventory: 

($4,708 + $4,753) +2 4,731 

($4,028 + $4,708) +2 4,368 
Inventory turnover: 

$34,017 + $4,731 ded. 

$30,477 + $4,368 7.0 
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Generally, the larger the inventory turnover the more efficient and effective the com- 
pany is managing inventory. As shown on the previous page, inventory turnover increased 
from 7.0 to 7.2 during 2009, and thus Best Buy improved its inventory efficiency. 

The number of days’ sales in inventory measures the length of time it takes to 
acquire, sell, and replace the inventory. It is computed as follows: 


Average Inventory 


Number of Days’ Sales in Inventory = 
y y Average Daily Cost of Merchandise Sold 


The average daily cost of merchandise sold is determined by dividing the cost of 
merchandise sold by 365. Based upon the preceding data, the number of days’ sales 
in inventory for Best Buy is computed below. 


For the Year Ended 


February 28, 2009 March 1, 2008 

Cost of merchandise sold $34,017 $30,477 
Average daily cost of merchandise sold: 

$34,017 + 365 days 93 

$30,477 + 365 days 84 
Average inventory: 

($4,708 + $4,753) +2 4,731 

($4,028 + $4,708) + 2 4,368 
Number of days’ sales in inventory: 

$4,731 + $93 51 days 

$4,368 + $84 52 days 


Generally, the lower the number of days’ sales in inventory, the more efficient 
and effective the company is in managing inventory. As shown above, the number 
of days’ sales in inventory decreased from 52 to 51 during 2009, and thus Best Buy 
improved its inventory management. This is consistent with the increase in inventory 
during the year. 

As with most financial ratios, differences exist among industries. To illustrate, 
Zale Corporation is a large retailer of fine jewelry in the United States. Since jewelry 
doesn’t sell as rapidly as Best Buy’s consumer electronics, Zale’s inventory turnover 
and number of days’ sales in inventory should be significantly different than Best 
Buy’s. For 2009, this is confirmed as shown below. 


Best Buy Zale 
Inventory turnover Ie Wes) 
Number of days’ sales in inventory 51 days 292 days 


Example Exercise 7-7 


Financial statement data for years ending December 31 for Beadle Company are shown below. 


2012 2011 


Fae eRe ei toeers es Oe ee Ese Dae EN 
Cost of merchandise sold $877,500 $615,000 
Inventories: 
Beginning of year 225,000 225,000 
Frnd of year 315,000 185,000 


Determine inventory turnover for 2012 and 2011. 
Determine the number of days’ sales in inventory for 2012 and 2011. Das 
Does the change in inventory turnover and the number of days’ sales in inventory from 2011 to 2012 indicate a 


favorable or an unfavorable trend? 
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Follow My Example 7-7 


a. Inventory turnover: 


2012 2011 
Average inventory: 
($225,000 + $315,000) + 2 _ $270,000 
($185,000 +$225,000)+2 Rs $205,000 
Inventory turnover: eaten 
$877,500 + $270,000 3.25 
$615,000+ $205,000 oan 808 


b. Number of days’ sales in inventory: 


ai ee U ais 


2012 ON 
Average daily cost of merchandise sold: es 
$877,500+365days $2,404 
$615,000+365days | ee ES T8685 
Average inventory: 3 : 
($225,000 + $315,000) +2 $270,000 ie 
($185,000 +$225,000)+2 $205,000 
Number of days’ sales in inventory: : 
$270,000 + $2,404 112.3 days. 
; $205,000 + $1,685 x | ee 121.7 days - 
___¢, The increase in the inventory turnover from 3.00 to 3.25 and the decrease in the number of days’ sales in inventory 
from 121.7 days to 112.3 days indicate favorable trends in managing inventory. 


Annona onic oro ee ee ee ee er ee i i i i ei i ai aio ii ita i nar. 


Estimating Inventory Cost 


A business may need to estimate the amount of inventory for the following reasons: 


1. Perpetual inventory records are not maintained. 
2. A disaster such as a fire or flood has destroyed the inventory records and the inventory. 


3. Monthly or quarterly financial statements are needed, but a physical inventory is 
taken only once a year. 


This appendix describes and illustrates two widely used methods of estimating in- 
ventory cost. 


Retail Method of Inventory Costing 


The retail inventory method of estimating inventory cost requires costs and retail prices 

to be maintained for the merchandise available for sale. A ratio of cost to retail price is 

then used to convert ending inventory at retail to estimate the ending inventory cost. 
The retail inventory method is applied as follows: 


Step 1. Determine the total merchandise available for sale at cost and retail. 

Step 2. Determine the ratio of the cost to retail of the merchandise available for sale. 

Step 3. Determine the ending inventory at retail by deducting the net sales from the 
merchandise available for sale at retail. 


Step 4. Estimate the ending inventory cost by multiplying the ending inventory at 
retail by the cost to retail ratio. 


Exhibit 12 illustrates the retail inventory method. 
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La Cesk Oe Retail | Determining 
__2 Merchandise inventory, January 1 os $19,400 $ 36,000 | Inventory 
__3 Purchases in January (net) 42,600 64,000 __ by the Retail 
k = eee ener itnerore serpin teen fteakntatntatrtns tometer one LE u 

Step 1 7 a Merchandise available forsale a | 71 862,000.- | $100,000. | Method 


i 
Step 2—+ 5 Ratio of cost to retail price; 262:000_ — goo 
bea price: “s100,000 | | 


L 6 


Step 4 8 Merchandise inventory, January 31, at estimated cost 
9) ($30,000 x 62%) 


(IRS ea Read RS att Seats SO Se NCO Ra ROU EE 


10) 


When estimating the cost to retail ratio, the mix of items in the ending inven- 
tory is assumed to be the same as the merchandise available for sale. If the ending 
inventory is made up of different classes of merchandise, cost to retail ratios may be 
developed for each class of inventory. 

An advantage of the retail method is that it provides inventory figures for preparing 
monthly statements. Department stores and similar retailers often determine gross profit 
and operating income each month, but may take a physical inventory only once or twice 
a year. Thus, the retail method allows management to monitor operations more closely. 

The retail method may also be used as an aid in taking a physical inventory. In this 
case, the items are counted and recorded at their retail (selling) prices instead of their costs. 
The physical inventory at retail is then converted to cost by using the cost to retail ratio. 


Gross Profit Method of Inventory Costing 


The gross profit method uses the estimated gross profit for the period to estimate 

the inventory at the end of the period. The gross profit is estimated from the pre- 

ceding year, adjusted for any current-period changes in the cost and sales prices. 
The gross profit method is applied as follows: 


Step 1. Determine the merchandise available for sale at cost. 


Step 2. Determine the estimated gross profit by multiplying the net sales by the gross 
profit percentage. 


Step 3. Determine the estimated cost of merchandise sold by deducting the estimated 
gross profit from the net sales. 


Step 4. Estimate the ending inventory cost by deducting the estimated cost of mer- 
chandise sold from the merchandise available for sale. 


Exhibit 13 illustrates the gross profit method. 


Estimating 
Inventory by 
Gross Profit 
Method 


3 Purchases in January (net) 
-4 Merchandise available for sale 


oe 75000 1 
pe or anno 
175,000 __ 


eons Bae iaentonntons Gennireersevir ts 


The gross profit method is useful for estimating inventories for monthly or quar- 
terly financial statements. It is also useful in estimating the cost of merchandise 
destroyed by fire or other disasters. 
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sons mneT 


At a Glance 


EI 
1 Describe the importance of control over inventory. 


Key Points Two objectives of inventory control are safeguarding the inventory and properly reporting it in 
the financial statements. The perpetual inventory system and physical count enhance control over inventory. 


Learning Outcomes 

* Describe controls for safeguarding inventory. 

* Describe how a perpetual inventory system enhances control over 
inventory. 

* Describe why taking a physical inventory enhances control over 
inventory. 


i ii a OO i RSA SiS NAB seca 


Example 
Exercises 


Practice 
Exercises 


2 
2 Describe three inventory cost flow assumptions and how they impact the income statement and balance 


sheet. 


Key Points The three common inventory cost flow assumptions used in business are the (1) first-in, first-out 
_ method (FIFO); (2) last-in, first-out method (LIFO); and (3) average cost method. The cost flow assumption 


affects the income statement and balance sheet. 


: Learning Outcomes 
| * Describe the FIFO, LIFO, and average cost flow methods. 


¢ Describe how choice of a cost flow method affects the income state- 
ment and balance sheet. 


Example 
Exercises 


EE7-1 


Practice 
Exercises 


PE7-1A, 7-1B 


cost methods. 


=E Determine the cost of inventory under the perpetual inventory system, using the FIFO, LIFO, and average 


Key Points In a perpetual inventory system, the number of units and the cost of each type of merchandise 
are recorded in a subsidiary inventory ledger, with a separate account for each type of merchandise. 


Learning Outcomes 


* Determine the cost of inventory and cost of merchandise sold using a 
perpetual inventory system under the FIFO method. 


* Determine the cost of inventory and cost of merchandise sold using a 
perpetual inventory system under the LIFO method. 


Example 
Exercises 
EE7-2 


EE7-3 


se 


Practice 
Exercises 
PE7-2A, 7-2B 


PE7-3A, 7-3B 


1 


| 


Fay ainuaaidn onan net miaetoeme oe 
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a 
4 Determine the cost of inventory under the periodic inventory system, using the FIFO, LIFO, and average 
cost methods. 


Key Points 
tory and the cost of merchandise sold. 


In a periodic inventory system, a physical inventory is taken to determine the cost of the inven- 


Learning Outcomes Example Practice 
~ Exercises Exercises 
* Determine the cost of inventory and cost of merchandise sold using a EE7-4 PE7-4A, 7-4B 


periodic inventory system under the FIFO method. 


* Determine the cost of inventory and cost of merchandise sold using a EE7-4 PE7-4A, 7-4B 
periodic inventory system under the LIFO method. 


* Determine the cost of inventory and cost of merchandise sold using a EE7-4 PE7-4A, 7-4B 
periodic inventory system under the average cost method. 


— Compare and contrast the use of the three inventory costing methods. 


Key Points The three inventory costing methods will normally yield different amounts for (1) the ending inven- 
tory, (2) the cost of merchandise sold for the period, and @) the gross profit (and net income) for the period. 


i) 
Learning Outcomes Example Practice 


Exercises Exercises 
* Indicate which inventory cost flow method will yield the highest and 


lowest ending inventory and net income during periods of increasing 
prices. 


* Indicate which inventory cost flow method will yield the highest and 
lowest ending inventory and net income during periods of decreasing 


prices. l 


re Describe and illustrate the reporting of merchandise inventory in the financial statements. 


Key Points The lower of cost or market is used to value inventory. Inventory that is out of date, spoiled, or 
damaged is valued at its net realizable value. 

Merchandise inventory is usually presented in the Current Assets section of the balance sheet, following 
receivables. The method of determining the cost and valuing the inventory is reported. 

Errors in reporting inventory based on the physical inventory will affect the balance sheet and income 


statement. 
| aes 
| ; Example Practice 
aces ee Exercises Exercises 
* Determine inventory using lower of cost or market. EE7-5 PE7-5A, 7-5B 
* Illustrate the use of net realizable value for spoiled or damaged inventory. 
* Prepare the Current Assets section of the balance sheet that includes 
inventory. 
¢ Determine the effect of inventory errors on the balance sheet and EE7-6 PE7-6A, 7-6B 
income statement. 
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Describe and illustrate the inventory turnover and the number of days’ sales in inventory in analyzing the 


efficiency and effectiveness of inventory management. 


Key Points Two measures to analyze the efficiency and effectiveness of inventory management are 
(1) inventory turnover and (2) number of days’ sales in inventory 


Learning Outcomes ; Example Practice 
Exercises Exercises 


* Describe the use of inventory turnover and number of days’ sales in 
inventory in analyzing how well a company manages inventory. 
* Compute the inventory turnover. EE7-7 PE7-7A, 7-7B 


* Compute the number of days’ sales in inventory. EE7-7 PE7-7A, 7-7B 


po 


average inventory cost inventory turnover (334) physical inventory (317) 

flow method (318) last-in, first-out (LIFO) inventory purchase order (316) 
consigned inventory (331) cost flow method (318) receiving report (316) 
consignee (331) lower-of-cost-or-market retail inventory method (336) 
consignor (331) LEM) method (528) specific identification inventory 
first-in, first-out (FIFO) inventory net realizable value (330) cost flow method (318) 

cost flow method (318) number of days’ sales in subsidiary inventory ledger (317) 
gross profit method (337) inventory (335) 


Illustrative Problem 


Stewart Co.'s beginning inventory and purchases during the year ended December 31, 
2012, were as follows: 


Unit Units Cost Total Cost 

January 1 Inventory 1,000 $50.00 $ 50,000 
March 10 Purchase 1,200 52.50 63,000 
June 25 Sold 800 units 

August 30 Purchase 800 55.00 44,000 
October 5 Sold 1,500 units 

November 26 Purchase 2,000 56.00 112,000 
December 31 Sold 1,000 units 


Total 5,000 $269,000 
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Instructions 


1. Determine the cost of inventory on December 31, 2012, using the perpetual inven- 
tory system and each of the following inventory costing methods: 
a. first-in, first-out 
b. last-in, first-out 


2. Determine the cost of inventory on December 31, 2012, using the periodic inventory 
system and each of the following inventory costing methods: 
a. first-in, first-out 
b. last-in, first-out 
c. average cost 


3. Appendix: Assume that during the fiscal year ended December 31, 2012, sales were 
$290,000 and the estimated gross profit rate was 40%. Estimate the ending inventory 
at December 31, 2012, using the gross profit method. 


Solution 


1. a. First-in, first-out method: $95,200 
b. Last-in, first-out method: $91,000 ($35,000 + $56,000) 


2. a. First-in, first-out method: 
1,700 units at $56 = $95,200 


b. Last-in, first-out method: 


1,000 units at $50.00 $50,000 
700 units at $52.50 36,750 
1,700 units $86,750 


1. a. First-in, first-out method: $95,200 


iB Nef SANUS ESA ORIN HC COSA NN ERENCE RECS II Ah AE EER ER RN NERO 


- Cost of Fs ene te ee 
Merchandise Sold Inventory _ 


[Total Cost | Quantity | Unit Cost | Total Cost 


| Unit Cost | | 

ee 

40,000 50.00 
50.00 


52.50 
55.00 


0 
0 55.00 
1,200 
100 
700 55.00 
55.00 38,500 1,700 
16,800 
95,200 


173,800 
aE ET RE ETE ESE REET OTL SO EID ET TTT TEN TET TT IED IE TT ESE TT ee SS SSG GIES GN Ga ENN ae 


\ 


| 


Purchases 


1,200 52.50 63,000 es 


800 
200 


50,000 
50,000 
63,000 
10,000 
63,000 
10,000 
63,000 
44,000 
38,500 


, 


44,000 


38,500 
112,000 
95,200 
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b. Last-in, first-out method: $91,000 ($35,000 + $56,000) 


SiS a eR ROO 


SSM ane ore 


Se ew is 


| aly Costof {3 Ae ae 
Purchases . _ Merchandise Sold ce aie Inventory’ ee 

| Date Unit Cost | Total Cost. ] Total Cost | Quantity | Unit Cost | Total Cos 
4 2012 

' . 

7 Jan. 1 = 
Mar. 10 1,200 52.50 63,000 1,000 50.00 50,0 
1,200 52.50 63,000 
June 25 42,000 1,000 50.00 50,000 

400 52.50 21,000 
Aug. 30 800 55.00 44,000 1,000 50.00 50,000 
400 52.50 21,000 
0 55.00 44,000 
Oct2 5 800 700 50.00 35,000 
400 
300 
Nov. 26 2,000 56.00 112,000 50.00 35,000 
56.00 112,000 
Dec. 31 1,000 56.00 56,000 0 50.00 35,000 
1,000 56.00 56,000 


Balances 


c. Average cost method: 


Average cost per unit: 


Inventory, December 31, 2012: 


3. Appendix: 


Merchandise inventory, January 1, 2012 
Purchasesi(net) ence son svaroch ties otelnreank ala store a ele ater sel e abtants 
Merchandise available for sale............ 0c cece cece een ence ee 
Sallest (INGOs saan ct ak elon bene sates crane eC acne oe es ncaecomo a 
Less estimated gross profit ($290,000 x 40%) ..............05. 


Estimated cost of merchandise sold 


Before inventory purchases are recorded, the receiv- 
ing report should be reconciled to what documents? 


Why is it important to periodically take a physical 
inventory when using a perpetual inventory system? 


Do the terms FIFO and LIFO refer to techniques 
used in determining quantities of the various 
classes of merchandise on hand? Explain. 


If merchandise inventory is being valued at cost 
and the price level is decreasing, which of the 
three methods of costing—FIFO, LIFO, or average 
cost—will yield (a) the highest inventory cost, (b) 
the lowest inventory cost, (c) the highest gross 
profit, and (d) the lowest gross profit? 


Which of the three methods of inventory cost- 
ing—FIFO, LIFO, or average cost—will in general 
yield an inventory cost most nearly approximating 
current replacement cost? 


If inventory is being valued at cost and the price 
level is steadily rising, which of the three methods 


10. 


178,000 91,000 


$269,000/5,000 units = $53.80 
1,700 units at $53.80 = $91,460 


cays nse ala lauaraleeisto iets $ 50,000 
219,000 
$269,000 

$290,000 

116,000 
bt iene deanna were ewe 174,000 
$ 95,000 


of costing—FIFO, LIFO, or average cost—will yield 
the lowest annual income tax expense? Explain. 


Because of imperfections, an item of merchandise 
cannot be sold at its normal selling price. How should 
this item be valued for financial statement purposes? 


The inventory at the end of the year was un- 
derstated by $23,950. (a) Did the error cause an 
overstatement or an understatement of the gross 
profit for the year? (b) Which items on the balance 
sheet at the end of the year were overstated or 
understated as a result of the error? 


X-mas Co. sold merchandise to Mistletoe Company 
on October 31, FOB shipping point. If the mer- 
chandise is in transit on October 31, the end of 
the fiscal year, which company would report it in 
its financial statements? Explain. 


A manufacturer shipped merchandise to a retailer 
on a consignment basis. If the merchandise is un- 
sold at the end of the period, in whose inventory 
should the merchandise be included? 
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Practice Exercises 


Learning Example 
Objectives Exercises 


OBJ.2. 0 EE7-1 319 


OBJ. 2 EE 7-1 p.319 


OBJ.3 EE 7-2 p.321/ 


OBJ.3 EE7-2 p32! 


PE7-1A Cost flow methods 


Three identical units of Item K113 are purchased during July, as shown below. 


Item JCO7 Units Cost 

July 9 Purchase 1 $160 

17 Purchase 1 168 

26 Purchase 1 176 

Total 3 $504 
Average cost per unit a $168 ($504 = 3 units) 


Assume that one unit is sold on July 31 for $225. 


Determine the gross profit for July and ending inventory on July 31 using the 
(a) first-in, first-out (FIFO); (b) last-in, first-out (LIFO); and (c) average cost methods. 


PE7-1B_ Cost flow methods 
Three identical units of Item ZE9 are purchased during April, as shown below. 


Item WH4 Units Cost 

Apr. 2 Purchase 1 $10 

12 Purchase 1 |Z 

23 Purchase As _14 

Total 3 $36 
Average cost per unit as $12 ($36 +3 units) 


Assume that one unit is sold on April 27 for $29. 
Determine the gross profit for April and ending inventory on April 30 using the 
(a) first-in, first-out (FIFO); (b) last-in, first-out (LIFO); and (c) average cost methods. 


PE 7-2A Perpetual inventory using FIFO 
Beginning inventory, purchases, and sales for Item B901 are as follows: 


Aug. 1 Inventory 50 units at $80 
9 Sale 30 units 

13 Purchase 40 units at $85 
28 Sale 25 units 


Assuming a perpetual inventory system and using the first-in, first-out (FIFO) method, de- 
termine (a) the cost of merchandise sold on August 28 and (b) the inventory on August 31. 


PE7-2B Perpetual inventory using FIFO 
Beginning inventory, purchases, and sales for Item CSW15 are as follows: 


Mar. 1 Inventory 100 units at $15 
7 Sale 88 units 

15 Purchase 125 units at $18 
24 Sale 75 units 


Assuming a perpetual inventory system and using the first-in, first-out (FIFO) method, de- 
termine (a) the cost of merchandise sold on March 24 and (b) the inventory on March 31. 
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Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


OBJ. 6 


OBJ.6 


Chapter 7 


Example 
Exercises 


EE7-3 p.322 


EE7-3 p.322 


EE7-4 p.326 


EE7-4 p.326 


EE7-5 329 


EE7-5 p.329 


Inventories 


PE 7-3A Perpetual inventory using LIFO 
Beginning inventory, purchases, and sales for Item QED9 are as follows: 


Nov. 1 Inventory 90 units at $50 
4 Sale 72 units 

23 Purchase 100 units at $60 
26 Sale 84 units 


Assuming a perpetual inventory system and using the last-in, first-out (LIFO) method, deter- 
mine (a) the cost of merchandise sold on November 26 and (b) the inventory on November 30. 


PE 7-3B Perpetual inventory using LIFO 
Beginning inventory, purchases, and sales for Item MMM6B are as follows: 


Jan. 1 Inventory 90 units at $17 
8 Sale 75 units 

15 Purchase 125 units at $18 
DI Sale 80 units 


Assuming a perpetual inventory system and using the last-in, first-out (LIFO) method, deter- 
mine (a) the cost of merchandise sold on January 27 and (b) the inventory on January 31. 


PE7-4A_ Periodic inventory using FIFO, LIFO, average cost methods 
The units of an item available for sale during the year were as follows: 


Jan. 1 Inventory 12 units at $45 $ 540 
July 7 Purchase 18 units at $50 900 
Nov. 23 Purchase 15 units at $54 810 

Available for sale 45 units $2,250 


There are 11 units of the item in the physical inventory at December 31. The periodic 
inventory system is used. Determine the inventory cost using (a) the first-in, first-out 
(FIFO) method; (b) the last-in, first-out (LIFO) method; and (c) the average cost method. 


PE 7-4B Periodic inventory using FIFO, LIFO, average cost methods 
The units of an item available for sale during the year were as follows: 


Jan. 1 Inventory 10 units at$120 $ 1,200 
Apr. 13 Purchase 130 units at$114 14,820 
Sept. 30 Purchase _20 units at $119 2,380 

Available for sale 160 units $18,400 


There are 23 units of the item in the physical inventory at December 31. The periodic 
inventory system is used. Determine the inventory cost using (a) the first-in, first-out 
(FIFO) method; (b) the last-in, first-out (LIFO) method; and (c) the average cost method. 


PE 7-5A Lower-of-cost-or-market method 


On the basis of the following data, determine the value of the inventory at the lower of 
cost or market. Apply lower of cost or market to each inventory item as shown in Exhibit 8. 


Inventory Unit Unit 
Item Quantity Cost Price Market Price 
IA17 200 $40 $38 
TX24 150 55 60 


PE 7-5B Lower-of-cost-or-market method 


On the basis of the following data, determine the value of the inventory at the lower of 
cost or market. Apply lower of cost or market to each inventory item as shown in Exhibit 8. 


Inventory Unit Unit 
Item Quantity Cost Price Market Price 
MT22 1,500 SH $4 
WY09 900 22 25 


Learning Example 

Objectives Exercises 
OBJ.6 EE 7-6 p. 333 
OBJ.6 = EE7-6 p.333 
OBJ.7 EE7-7 p.335 


OBJ.7 EE 7-7 p. 335 
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PE7-6A_ Effect of inventory errors 


During the taking of its physical inventory on December 31, 2012, Kate’s Interiors Com- 
pany incorrectly counted its inventory as $83,175 instead of the correct amount of $90,700. 
Indicate the effect of the misstatement on Kate’s Interiors’ December 31, 2012, balance 
sheet and income statement for the year ended December 31, 2012. 


PE 7-6B_ Effect of inventory errors 


During the taking of its physical inventory on December 31, 2012, Russian Bath Company 
incorrectly counted its inventory as $580,000 instead of the correct amount of $545,000. 
Indicate the effect of the misstatement on Russian Bath’s December 31, 2012, balance 
sheet and income statement for the year ended December 31, 2012. 


PE7-7A_ Inventory turnover and number of days’ sales in inventory 


The following financial statement data for years ending December 31 for Gillispie Com- 
pany are shown below. 


2012 2011 
Cost of merchandise sold $882,000 $680,000 
Inventories: 
Beginning of year $200,000 $140,000 
End of year 290,000 200,000 


a. Determine inventory turnover for 2012 and 2011. 


b. Determine the number of days’ sales in inventory for 2012 and 2011. Round to one 
decimal place. 


c. Does the change in inventory turnover and the number of days’ sales in inventory 
from 2011 to 2012 indicate a favorable or unfavorable trend? 


PE 7-7B_ Inventory turnover and number of days’ sales in inventory 


The following financial statement data for years ending December 31 for Pinnell Company 
are shown below. 


2012 2011 
Cost of merchandise sold $1,800,000 $1,428,000 
Inventories: 
Beginning of year $570,000 $450,000 
End of year 630,000 570,000 


a. Determine inventory turnover for 2012 and 2011. 
b. Determine the number of days’ sales in inventory for 2012 and 2011. Round to one 
decimal place. 


c. Does the change in inventory turnover and the number of days’ sales in inventory 
from 2011 to 2012 indicate a favorable or unfavorable trend? 


an ee ee 


OBJ.1 


EX 7-1 Control of inventories 

A4A Hardware Store currently uses a periodic inventory system. Ray Ballard, the owner, 
is considering the purchase of a computer system that would make it feasible to switch 
to a perpetual inventory system. 

Ray is unhappy with the periodic inventory system because it does not provide timely 
information on inventory levels. Ray has noticed on several occasions that the store runs 
out of good-selling items, while too many poor-selling items are on hand. 

Ray is also concerned about lost sales while a physical inventory is being taken. A4A 
Hardware currently takes a physical inventory twice a year. To minimize distractions, the 
store is closed on the day inventory is taken. Ray believes that closing the store is the 
only way to get an accurate inventory count. 
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amma \X/i]1 switching to a perpetual inventory system strengthen A4A Hardware’s control 
over inventory items? Will switching to a perpetual inventory system eliminate the need 
for a physical inventory count? Explain. 


OBJ. 1 EX 7-2 Control of inventories 
Lincoln Luggage Shop is a small retail establishment located in a large shopping mall. 
This shop has implemented the following procedures regarding inventory items: 


a. Since the shop carries mostly high-quality, designer luggage, all inventory items are tagged 
with a control device that activates an alarm if a tagged item is removed from the store. 


b. Since the display area of the store is limited, only a sample of each piece of luggage 
is kept on the selling floor. Whenever a customer selects a piece of luggage, the 
salesclerk gets the appropriate piece from the store’s stockroom. Since all salesclerks 
need access to the stockroom, it is not locked. The stockroom is adjacent to the break 
room used by all mall employees. 

c. Whenever Lincoln receives a shipment of new inventory, the items are taken directly 
to the stockroom. Lincoln’s accountant uses the vendor’s invoice to record the amount 
of inventory received. 


2/2, State whether each of these procedures is appropriate or inappropriate. If it is 
inappropriate, state why. 


OBJ. 2,3 EX 7-3 Perpetual inventory using FIFO 


V Inventory balance, Beginning inventory, purchases, and sales data for portable DVD players are as follows: 
June 30, $5,070 


June 1 Inventory 75 units at $40 
6 Sale 60 units 

14 Purchase 90 units at $42 
19 Sale 50 units 
25 Sale 20 units 

30 Purchase 80 units at $45 


The business maintains a perpetual inventory system, costing by the first-in, first-out 
method. 


a. Determine the cost of the merchandise sold for each sale and the inventory balance 
after each sale, presenting the data in the form illustrated in Exhibit 3. 


b. Based upon the preceding data, would you expect the inventory to be higher or 
lower using the last-in, first-out method? 


OBJ. 2,3 EX 7-4 Perpetual inventory using LIFO 

V Inventory balance, Assume that the business in Exercise 7-3 maintains a perpetual inventory system, 
June 30, $5,040 costing by the last-in, first-out method. Determine the cost of merchandise sold for 
——a each sale and the inventory balance after each sale, presenting the data in the form 
ye illustrated in Exhibit 4. 


OBJ. 2,3 EX 7-5 Perpetual inventory using LIFO 
V Inventory balance, Beginning inventory, purchases, and sales data for prepaid cell phones for July are as 
July 31, $23,900 follows: 
Inventory Purchases Sales 
July 1 800 units at $45 July10 500 units at $50 July12 700 units 
20 450 units at $52 14 300 units 
31 250 units 


a. Assuming that the perpetual inventory system is used, costing by the LIFO method, 
determine the cost of merchandise sold for each sale and the inventory balance after 
each sale, presenting the data in the form illustrated in Exhibit 4. 


b. Based upon the preceding data, would you expect the inventory to be higher or 
lower using the first-in, first-out method? 


OBJ. 2,3 


V Inventory balance, 
July 31, $25,900 


OBJ. 2,3 
VW b. $15,100 


OBJ. 2,4 


Vv b. $6,138 


OBJ.2,4 


V a. Inventory, 
$4,986 


OBJ.5 
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EX 7-6 Perpetual inventory using FIFO 


Assume that the business in Exercise 7-5 maintains a perpetual inventory system, costing by 
the first-in, first-out method. Determine the cost of merchandise sold for each sale and the 
inventory balance after each sale, presenting the data in the form illustrated in Exhibit 3. 


EX 7-7 FIFO, LIFO costs under perpetual inventory system 


The following units of a particular item were available for sale during the year: 


Beginning inventory 180 units at $80 
Sale 120 units at $125 
First purchase 400 units at $82 
Sale 300 units at $125 
Second purchase 300 units at $84 
Sale 275 units at $125 


The firm uses the perpetual inventory system, and there are 185 units of the item on 
hand at the end of the year. What is the total cost of the ending inventory according to 
(a) FIFO, (b) LIFO? 


EX 7-8 Periodic inventory by three methods 
The units of an item available for sale during the year were as follows: 


Januent Inventory 9 units at $360 
Feb. 17 Purchase 18 units at $414 
July 21 Purchase 21 units at $468 
Nov. 23 Purchase 12 units at $495 


There are 16 units of the item in the physical inventory at December 31. The periodic 
inventory system is used. Determine the inventory cost by (a) the first-in, first-out method, 
(b) the last-in, first-out method, and (c) the average cost method. 


EX 7-9 Periodic inventory by three methods; cost of merchandise sold 
The units of an item available for sale during the year were as follows: 


Jan. 1 Inventory 21 units at $180 
Mar. 10 Purchase 29 units at $195 
Aug. 30 Purchase 10 units at $204 
Dec. 12 Purchase 15 units at $210 


There are 24 units of the item in the physical inventory at December 31. The periodic 
inventory system is used. Determine the inventory cost and the cost of merchandise sold 
by three methods, presenting your answers in the following form: 


Cost 


Inventory Method Merchandise Sold 
a. First-in, first-out $ $ 

b. Last-in, first-out 

c. Average cost 


Merchandise Inventory 


EX 7-10 Comparing inventory methods 

Assume that a firm separately determined inventory under FIFO and LIFO and then 

compared the results. 

a. In each space below, place the correct sign [less than (<), greater than (>), or equal 
(=)] for each comparison, assuming periods of rising prices. 


LIFO inventory 

LIFO cost of goods sold 
LIFO net income 

LIFO income tax 


1. FIFO inventory 

2. FIFO cost of goods sold 
3. FIFO net income 

4, FIFO income tax 


b. Why would management prefer to use LIFO over FIFO in periods of rising prices? 
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OBJ. 6 EX 7-11 Lower-of-cost-or-market inventory 
V LCM: $10,320 On the basis of the following data, determine the value of the inventory at the lower of 
cost or market. Assemble the data in the form illustrated in Exhibit 8. 


Inventory Unit Unit 
Commodity Quantity Cost Price Market Price 
AL65 40 $28 $30 
CA22 50 70 65 
LA98 110 6 5 
SC16 30 40 30 
UT28 Us 60 62 
OBJ.6 EX 7-12 Merchandise inventory on the balance sheet 


Based on the data in Exercise 7-11 and assuming that cost was determined by the FIFO 
method, show how the merchandise inventory would appear on the balance sheet. 


OBJ.6 EX 7-13 Effect of errors in physical inventory 


Hydro White Water Co. sells canoes, kayaks, whitewater rafts, and other boating supplies. 
During the taking of its physical inventory on December 31, 2012, Hydro White Water 
incorrectly counted its inventory as $439,650 instead of the correct amount of $451,000. 


a. State the effect of the error on the December 31, 2012, balance sheet of Hydro White 
Water. 


b. State the effect of the error on the income statement of Hydro White Water for the 
year ended December 31, 2012. 


c. If uncorrected, what would be the effect of the error on the 2013 income statement? 


d. If uncorrected, what would be the effect of the error on the December 31, 2013, bal- 
ance sheet? 


OBJ.6 EX 7-14 Effect of errors in physical inventory 
Eclipse Motorcycle Shop sells motorcycles, ATVs, and other related supplies and acces- 
sories. During the taking of its physical inventory on December 31, 2012, Eclipse Motor- 
cycle Shop incorrectly counted its inventory as $350,000 instead of the correct amount 


of $338,000. 
a. State the effect of the error on the December 31, 2012, balance sheet of Eclipse Motor- 
cycle Shop. 


b. State the effect of the error on the income statement of Eclipse Motorcycle Shop for 
the year ended December 31, 2012. 


c. If uncorrected, what would be the effect of the error on the 2013 income statement? 


d. If uncorrected, what would be the effect of the error on the December 31, 2013, bal- 
ance sheet? 


OBJ.6 EX 7-15 Error in inventory 


During 2012, the accountant discovered that the physical inventory at the end of 2011 
had been understated by $18,000. Instead of correcting the error, however, the accountant 
assumed that an $18,000 overstatement of the physical inventory in 2012 would balance 
out the error. 


“Are there any flaws in the accountant’s assumption? Explain. 


OBJ. 7 EX 7-16 Inventory turnover 


pnt The following data were taken from recent annual reports of Apple Computer, Inc., a 
: [FAT] manufacturer of personal computers and related products, and American Greetings Corpo- 
ration, a manufacturer and distributor of greeting cards and related products: 


Apple American Greetings 
Cost of goods sold $23,397,000,000 $809,956,000 
Inventory, end of year 455,000,000 203,873,000 


Inventory, beginning of the year 509,000,000 216,671,000 


OBJ. 7 


V a. Kroger, 30 days’ 
sales in inventory 


V Inventory, 
November 30: 
$337,500 
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a. Determine the inventory turnover for Apple and American Greetings. Round to one 
decimal place. 

b. Would you expect American Greetings’ inventory turnover to be higher or lower than 
Apple’s? Why? 

EX 7-17 


Inventory turnover and number of days’ sales in inventory 


Kroger, Safeway Inc., and Winn-Dixie Stores Inc. are three grocery chains in the United States. 
Inventory management is an important aspect of the grocery retail business. Recent bal- 


ance sheets for these three companies indicated the following merchandise inventory 
information: 


Merchandise Inventory 


End of Year (in millions) Beginning of Year (in millions) 


Kroger $4,859 $4,855 
Safeway 2,591 2,798 
Winn-Dixie 665 649 


The cost of goods sold for each company were: 


Cost of Goods Sold (in millions) 


Kroger $58,564 
Safeway 31,589 
Winn-Dixie 5,269 
a. Determine the number of days’ sales in inventory and inventory turnover for the three 
companies. Round to the nearest day and one decimal place. 
b. Interpret your results in part (a). 


c. If Winn-Dixie had Kroger’s number of days’ sales in inventory, how much additional 
cash flow (round to nearest million) would have been generated from the smaller 
inventory relative to its actual average inventory position? 


Appendix 

EX 7-18 Retail inventory method 

A business using the retail method of inventory costing determines that merchandise in- 
ventory at retail is $780,000. If the ratio of cost to retail price is 65%, what is the amount 
of inventory to be reported on the financial statements? 


Appendix 

EX 7-19 Retail inventory method 

A business using the retail method of inventory costing determines that merchandise in- 
ventory at retail is $475,000. If the ratio of cost to retail price is 80%, what is the amount 
of inventory to be reported on the financial statements? 


Appendix 
EX 7-20 Retail inventory method 


A business using the retail method of inventory costing determines that merchandise in- 
ventory at retail is $900,000. If the ratio of cost to retail price is 72%, what is the amount 
of inventory to be reported on the financial statements? 


Appendix 
EX 7-21 Retail inventory method 


On the basis of the following data, estiniate the cost of the merchandise inventory at 
November 30 by the retail method: 


Cost Retail 
November 1 Merchandise inventory $ 300,000 $ 400,000 
November 1-30 Purchases (net) 2,100,000 2,800,000 
Sales (net) 2,750,000 


November 1-30 
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V a. Merchandise Appendix 
destroyed: $620,000 EX7-22 Gross profit inventory method 


The merchandise inventory was destroyed by fire on December 13. The following data 
were obtained from the accounting records: 


Jan.1 Merchandise inventory $ 500,000 
Jan. 1-Dec. 13 Purchases (net) 4,280,000 
Sales (net) 6,500,000 
Estimated gross profit rate 36% 


a. Estimate the cost of the merchandise destroyed. 


b. Briefly describe the situations in which the gross profit method is useful. 


Appendix 
EX 7-23 Gross profit method 


Based on the following data, estimate the cost of ending merchandise inventory: 


Sales (net) $5,260,000 
Estimated gross profit rate 40% 
Beginning merchandise inventory $ 180,000 
Purchases (net) 3,200,000 
Merchandise available for sale $3,380,000 


Appendix 
EX 7-24 Gross profit method 


Based on the following data, estimate the cost of ending merchandise inventory: 


Sales (net) $2,080,000 
Estimated gross profit rate 37% 
Beginning merchandise inventory $ 75,000 
Purchases (net) 1,325,000 
Merchandise available for sale $1,400,000 


Problems Series A 


OBJ. 2,3 PR7-1A_ FIFO perpetual inventory 
V 3.$28,725 The beginning inventory at Keats Office Supplies and data on purchases and sales for a 
Ne three-month period are as follows: 
Number Per 
Date Transaction of Units Unit Total 
Mar. 1 Inventory 300 $20 §$ 6,000 
10 Purchase 500 21 10,500 
28 = Sale 400 35 14,000 
30 Sale 250 40 10,000 
Apr. 5 Sale 80 40 3,200 
10 Purchase 450 22 9,900 
16 Sale 250 42 10,500 
28 = Sale 150 45 6,750 
May 5 Purchase (AS) 24 4,200 
14 Sale 160 50 8,000 
25 Purchase 150 25 3,750 


30 Sale 140 50 7,000 


OBJ. 2,3 


V 2. Gross profit, 
$28,210 


OBJ. 2,4 
V 1. $6,756 
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Instructions 


1. Record the inventory, purchases, and cost of merchandise sold data in a perpetual inven- 
tory record similar to the one illustrated in Exhibit 3, using the first-in, first-out method. 


2. Determine the total sales and the total cost of merchandise sold for the period. Jour- 


nalize the entries in the sales and cost of merchandise sold accounts. Assume that all 
sales were on account. 


3. Determine the gross profit from sales for the period. 
Determine the ending inventory cost. 


5. Based upon the preceding data, would you expect the inventory using the last-in, 
first-out method to be higher or lower? 


PR 7-2A_ LIFO perpetual inventory 


The beginning inventory at Keats Office Supplies and data on purchases and sales for a 
three-month period are shown in Problem 7-1A. 


Instructions 


1. Record the inventory, purchases, and cost of merchandise sold data in a perpetual 
inventory record similar to the one illustrated in Exhibit 4, using the last-in, first-out 
method. 


2. Determine the total sales, the total cost of merchandise sold, and the gross profit from 
sales for the period. 


3. Determine the ending inventory cost. 


PR 7-3A_ Periodic inventory by three methods 


Bulldog Appliances uses the periodic inventory system. Details regarding the inventory 
of appliances at September 1, 2011, purchases invoices during the next 12 months, and 
the inventory count at August 31, 2012, are summarized as follows: 


Purchases Invoices 


Inventory, Inventory Count, 
Model September 1 Ist 2nd 3rd August 31 
AZ09 ead Aat$ 32 4at$ 35 4at$ 38 5 
GA85 8at$ 88 Aat$ 79 3at$ 85 6at$ 92 7 
HI71 Ziat. 75 3Zat 65 15at 68 9at 70 5) 
KS32 7 at 242 6at 250 5at 260 10at 259 9 
MS17 12at 80 10iaty 82> l6at 89) 16rat (390 13 
ND52 2at 108 2at 110 3at 128 Slat) 50 5 
WV63 5at 160 4at 170 4at 175 7at 180 8 


Instructions 
1. Determine the cost of the inventory on August 31, 2012, by the first-in, first-out method. 
Present data in columnar form, using the following headings: 


Model Quantity Unit Cost Total Cost 


If the inventory of a particular model comprises one entire purchase plus a portion 
of another purchase acquired at a different unit cost, use a separate line for each 


purchase. 


2. Determine the cost of the inventory on August 31, 2012, by the last-in, first-out method, 


following the procedures indicated in (1). 


3. Determine the cost of the inventory on August 31, 2012, by the average cost method, 


using the columnar headings indicated in (1). 


4. didi Discuss which method (FIFO or LIFO) would be preferred for income tax 


purposes in periods of (a) rising prices and (b) declining prices. 
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OBJ.6 PR7-4A_ Lower-of-cost-or-market inventory 

V Total LCM, $44,621 ‘If the working papers correlating with this textbook are not used, omit Problem 7-4A. 
Data on the physical inventory of Rhino Company as of December 31, 2012, are presented 
in the working papers. The quantity of each commodity on hand has been determined 
and recorded on the inventory sheet. Unit market prices have also been determined as 
of December 31 and recorded on the sheet. The inventory is to be determined at cost 
and also at the lower of cost or market, using the first-in, first-out method. Quantity and 
cost data from the last purchases invoice of the year and the next-to-the-last purchases 
invoice are summarized as follows: 


Last Next-to-the-Last 
Purchases Invoice Purchases Invoice 
Quantity Unit Quantity Unit 
Description Purchased Cost Purchased Cost 
Alpha 30 S$ 60 30 $ 59 
Beta 35 75) 20 180 
Charlie 20 130 BES 129 
Echo 130 24 100 25 
Frank 10 565 10 560 : 
George 100 15 100 14 
Killo 10 385 5 384 
Quebec 500 8 500 7 
Romeo 80 22 50 21 
Sierra 5 250 4 260 
Whiskey 100 21 100 19 
X-Ray 10 750 9 745 


Instructions 
Record the appropriate unit costs on the inventory sheet, and complete the pricing of 
the inventory. When there are two different unit costs applicable to an item, proceed 


as follows: 
1. Draw a line through the quantity, and insert the quantity and unit cost of the last 
purchase. 


2. On the following line, insert the quantity and unit cost of the next-to-the-last purchase. 


Total the cost and market columns and insert the lower of the two totals in the Lower 
of C or M column. The first item on the inventory sheet has been completed as an 
example. 


PR7-5A_ Retail method; gross profit method 
Selected data on merchandise inventory, purchases, and sales for Myrina Co. and Lemnos 
Co. are as follows: 


Cost Retail 

Myrina Co. 
Merchandise inventory, May 1 $ 130,000 $ 185,000 
Transactions during May: 

Purchases (net) 1,382,000 1,975,000 

Sales 1,950,000 

Sales returns and allowances 40,000 
Lemnos Co. 
Merchandise inventory, July 1 $ 280,000 
Transactions during July through September: 

Purchases (net) 3,400,000 

Sales 5,300,000 

Sales returns and allowances 100,000 


Estimated gross profit rate 35% 
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Instructions 


1. Determine the estimated cost of the merchandise inventory of Myrina Co. on May 31 
by the retail method, presenting details of the computations. 


2. a. Estimate the cost of the merchandise inventory of Lemnos Co. on September 30 by 
the gross profit method, presenting details of the computations. 


b. Assume that Lemnos Co. took a physical inventory on September 30 and discovered 
that $269,750 of merchandise was on hand. What was the estimated loss of inven- 
tory due to theft or damage during July through September? 


Problems Series B 
SS LN OL SLIT EGA LEI I TG A MRE SOIT NF RT MI MPS RIP ET NIT SIS RTE TRONS SPR AE ENON UE 


OBJ. 2,3 
Vv 3. $642,500 


OBJ. 2,3 


V 2. Gross profit, 
$629,000 


PR7-1B_ FIFO perpetual inventory 


The beginning inventory of merchandise at Francesca Co. and data on purchases and 
sales for a three-month period are as follows: 


Number Per 

Date Transaction of Units Unit Total 
July 3 Inventory 75 $1,500 $112,500 
8 Purchase 150 1,800 270,000 
11. Sale 90 3,000 270,000 
30. Sale 45 3,000 135,000 
Aug. 8 Purchase 125 2,000 250,000 
10. Sale 110 3,000 330,000 
19 Sale 80 3,000 240,000 
28 Purchase 100 2,200 220,000 
Sept. 5 Sale 60 3,500 210,000 
16 Sale 50 3,500 175,000 
21 ~+Purchase 180 2,400 432,000 
28 Sale 90 3,500 315,000 


Instructions 

1. Record the inventory, purchases, and cost of merchandise sold data in a perpetual 
inventory record similar to the one illustrated in Exhibit 3, using the first-in, first-out 
method. 

2. Determine the total sales and the total cost of merchandise sold for the period. Jour- 
nalize the entries in the sales and cost of merchandise sold accounts. Assume that all 
sales were on account. 


3. Determine the gross profit from sales for the period. 
Determine the ending inventory cost. 


5. Based upon the preceding data, would you expect the inventory using the last-in, 
first-out method to be higher or lower? 


PR7-2B LIFO perpetual inventory 
The beginning inventory for Francesca Co and data on purchases and sales for a three- 
month period are shown in Problem 7-1B. 


Instructions 
1. Record the inventory, purchases, and cost of merchandise sold data in a perpetual 
inventory record similar to the one illustrated in Exhibit 4, using the last-in, first-out 


method. 

2. Determine the total sales, the total cost of merchandise sold, and the gross profit from 
sales for the period. 

3. Determine the ending inventory cost. 
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OBJ. 2,4 PR7-3B_ Periodic inventory by three methods 

¥ 1.$11,210 Artic Appliances uses the periodic inventory system. Details regarding the inventory of 
: appliances at January 1, 2012, purchases invoices during the year, and the inventory count 

at December 31, 2012, are summarized as follows: 


Purchases Invoices 


Inventory, Inventory Count, 
Model January 1 Ist 2nd 3rd December 31 
AK82 3 at $520 3at$527 3at$530 3at$535 5 
C062 Wat 213 Tray 25a Gat 222. Gat 225 12 
DEO3 5at 60 Sele Gy ele ey aie V0 7) 
FL12 6at 305 Zat 310) Sat 316) 4Aiat 9317 4 
MEO9 6at 520 8at 531 4at 549 6at 542 7 
NM57 — 4at 222 4at 232 = 2 
TN33 4at 35 Gat 36 “Sat 37 ak 932 5 


Instructions 
1. Determine the cost of the inventory on December 31, 2012, by the first-in, first-out 
method. Present data in columnar form, using the following headings: 


Model Quantity Unit Cost Total Cost 


If the inventory of a particular model comprises one entire purchase plus a portion 
of another purchase acquired at a different unit cost, use a separate line for each 
purchase. 


2. Determine the cost of the inventory on December 31, 2012, by the last-in, first-out 
method, following the procedures indicated in (1). 


3. Determine the cost of the inventory on December 31, 2012, by the average cost method, 
using the columnar headings indicated in (1). 


4, <iiidéd////i Discuss which method (FIFO or LIFO) would be preferred for income tax 
purposes in periods of (a) rising prices and (b) declining prices. 


OBJ.6 PR 7-4B Lower-of-cost-or-market inventory 


V Total LCM, $44,166 If the working papers correlating with this textbook are not used, omit Problem 7-4B. 


Data on the physical inventory of Chiron Co. as of December 31, 2012, are presented in the 
working papers. The quantity of each commodity on hand has been determined and recorded 
on the inventory sheet. Unit market prices have also been determined as of December 31 and 
recorded on the sheet. The inventory is to be determined at cost and also at the lower of cost 
or market, using the first-in, first-out method. Quantity and cost data from the last purchases 
invoice of the year and the next-to-the-last purchases invoice are summarized as follows: 


Last Next-to-the-Last 

Purchases Invoice Purchases Invoice 

Quantity Unit Quantity Unit 

Description Purchased Cost Purchased Cost 
Alpha 30 $ 60 40 $ 59 
Beta 25 170 IS 180 
Charlie 20 130 15 128 
Echo 150 25 100 27 
Frank 6 550 15 540 
George 90 16 100 15 
Killo 8 395 4 394 
Quebec 500 6 500 7 
Romeo Ths: 25 80 26 
Sierra 3 250 4 260 
Whiskey 100 17 HSS 16 
X-Ray 10 750 8 740 


Instructions 


Record the appropriate unit costs on the inventory sheet, and complete the pricing of the 
inventory. When there are two different unit costs applicable to an item: 
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Draw a line through the quantity, and insert the quantity and unit cost of the last purchase. 
On the following line, insert the quantity and unit cost of the next-to-the-last purchase. 


3. Total the cost and market columns and insert the lower of the two totals in the Lower of 
C or M column. The first item on the inventory sheet has been completed as an example. 


V 1.$409,500 Appendix 
PR7-5B_ Retail method; gross profit method 


Selected data on merchandise inventory, purchases, and sales for Segal Co. and Iroquois 
Co. are as follows: 


Cost Retail 
Segal Co. 
Merchandise inventory, March 1 $ 298,000 § 375,000 
Transactions during March: 
Purchases (net) 4,850,000 6,225,000 
Sales 6,320,000 
Sales returns and allowances 245,000 
Iroquois Co. 
Merchandise inventory, January 1 $ 300,000 
Transactions during January thru March: 
Purchases (net) 4,150,000 
Sales 6,900,000 
Sales returns and allowances 175,000 
Estimated gross profit rate 40% 
Instructions 


1. Determine the estimated cost of the merchandise inventory of Segal Co. on March 31 
by the retail method, presenting details of the computations. 


2. a. Estimate the cost of the merchandise inventory of Iroquois Co. on March 31 by the 
gross profit method, presenting details of the computations. 


b. Assume that Iroquois Co. took a physical inventory on March 31 and discovered 
that $396,500 of merchandise was on hand. What was the estimated loss of inven- 
tory due to theft or damage during January thru March? 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel SA 7-1 Lower of cost or market 
All-Tech, Inc., has five inventory items with the following quantities, unit costs, and unit 
SUCCESS sorlihs 


market values: 
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a. Open the Excel file SA7-1_2e. 


b. Complete the spreadsheet by determining the lower of cost or market valuation for 
inventory. 

c. When you have completed the inventory table, perform a “save as,” replacing the 
entire file name with the following: 


SA7-1_2e[your first name initial]_[your last name] 


SA 7-2 Lower of cost or market 
excel 


Net Way Industries, Inc., has the following inventory items and quantities: 
SUCCESS z 8 eh q 
Inventory 
Item Item 
DJ-12 15 
KB-10 32 
MM-1 65 
PD-16 50 
QR-5 120 


. 


The unit cost and market value information for the inventory items is as follows: 


DJ-12 KB-10 MM-1 PD-16 QR-5 
Unit cost price $145 $225 $90 $235 $32 
Unit market price 150 208 94 244 30 


a. Open the Excel file SA7-2_2e. 


b. Prepare a spreadsheet to determine the lower of cost or market valuation for inven- 
tory, as illustrated in Exhibit 8 and the associated Excel Success example. 


c. When you have completed the inventory table, perform a “save as,” replacing the 
entire file name with the following: 


SA7-2_2e[your first name initial]_[your last name] 
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Core are a part of your everyday life. At one extreme, laws 
are used to limit your behavior. For example, speed limits are 
designed to control your driving for traffic safety. In addition, you 
are also affected by many nonlegal controls. For example, you can 
keep credit card receipts in order to compare your transactions 
to the monthly credit card statement. Comparing receipts to the 
monthly statement is a control designed to catch mistakes made 
by the credit card company. In addition, banks give you a personal 
identification number (PIN) as a control against unauthorized ac- 
cess to your cash if you lose your automated teller machine (ATM) 
card. Dairies use freshness dating on their milk containers as a 
control to prevent the purchase or sale of soured milk. As you can 
see, you use and encounter controls every day. 

Just as there are many examples of controls throughout soci- 
ety, businesses must also implement controls to help guide the be- 
havior of their managers, employees, and customers. For example, 
eBay Inc. maintains an Internet-based marketplace for the sale of 


goods and services. Using eBay's online platform, buyers and sellers 
can browse, buy, and sell a wide variety of items including antiques 
and used cars. However, in order to maintain the integrity and trust 
of its buyers and sellers, eBay must have controls to ensure that 
buyers pay for their items and sellers don’t misrepresent their items 
or fail to deliver sales. One such control eBay uses is a feedback 
forum that establishes buyer and seller reputations. A prospective 
buyer or seller can view the member's reputation and feedback 
comments before completing a transaction. Dishonest or unfair 
trading can lead to a negative reputation and even suspension or 
cancellation of the member's ability to trade on eBay. 

This chapter discusses controls that can be included in ac- 
counting systems to provide reasonable assurance that the fi- 
nancial statements are reliable. Controls to discover and prevent 
errors to a bank account are also discussed. This chapter begins 
by discussing the Sarbanes-Oxley Act of 2002 and its impact on 
controls and financial reporting. 


Example Exercises 


Describe the Sarbanes-Oxley Act of 2002 and its impact on internal 
controls and financial reporting. 
Sarbanes-Oxley Act of 2002 


Describe and illustrate the objectives and elements of internal control. 
Internal Control 

Objectives of Internal Control 

Elements of Internal Control 

Control Environment 

Risk Assessment 

Control Procedures 

Monitoring 

Information and Communication 

Limitations of Internal Control 


Describe and illustrate the application of internal controls to cash. 
Cash Controls Over Receipts and Payments 

Control of Cash Receipts 

Control of Cash Payments 


Describe the nature of a bank account and its use in controlling cash. 
Bank Accounts 

Bank Statement 

Using the Bank Statement as a Control Over Cash 


Describe and illustrate the use of a bank reconciliation in controlling cash. 
Bank Reconciliation 


Describe the accounting for special-purpose cash funds. 
Special-Purpose Cash Funds 


Describe and illustrate the reporting of cash and cash equivalents in the 
financial statements. 
Financial Statement Reporting of Cash 


Describe and illustrate the use of the ratio of cash to monthly cash expenses 
to assess the ability of a company to continue in business. 
Financial Analysis and Interpretation: Ratio of Cash to Monthly Cash Expenses EE 8-5 378 
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= Describethe Sarbanes-Oxley Act of 2002 


Sarbanes-Oxley 
Act of 2002 and its 
impact on internal 
controls and financial 
reporting. 


During the financial scandals of the early 2000s, stockholders, creditors, and other inves- 
tors lost billions of dollars." As a result, the U.S. Congress passed the Sarbanes-Oxley 
Act of 2002. This act, often referred to as Sarbanes-Oxley, is one of the most important 
laws affecting U.S. companies in recent history. The purpose of Sarbanes-Oxley is to 
restore public confidence and trust in the financial reporting of companies. 

Sarbanes-Oxley applies only to companies whose stock is traded on public ex- 
changes, referred to as publicly held companies. However, Sarbanes-Oxley highlighted 
the importance of assessing the financial controls and reporting of all companies. As 
a result, companies of all sizes have been influenced by Sarbanes-Oxley. 

Sarbanes-Oxley emphasizes the importance of effective internal control.2 Internal 
control is defined as the procedures and processes used by a company to: 


1. Safeguard its assets. 
2. Process information accurately. 


3. Ensure compliance with laws and regulations. 


Sarbanes-Oxley requires companies to maintain effective internal controls over the 
recording of transactions and the preparing of financial statements. Such controls are 


important because they deter fraud and prevent misleading financial statements as 
shown on the next page. 


1 Exhibit 2 in Chapter 1 briefly summarizes these scandals. 


2 Sarbanes-Oxley also has important implications for corporate governance and the regulation of the public accounting profession 
This chapter, however, focuses on the internal control implications of Sarbanes-Oxley. 
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Sarbanes-Oxley also requires companies and their independent accountants to 
report on the effectiveness of the company’s internal controls.* These reports are 
required to be filed with the company’s annual 10-K report with the Securities and 
Exchange Commission. Companies are also encouraged to include these reports in 
their annual reports to stockholders. An example of such a report by the manage- 
ment of Nike is shown in Exhibit 1. 


BIT1 


Sarbanes-Oxley 
Report of Nike 
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Management's Annual Report on Internal Control Over Financial Reporting 


Management is responsible for establishing and maintaining adequate internal control over financial 
reporting ..., Under the supervision and with the participation of our Chief Executive Officer and Chief 
Financial Officer, our management conducted an evaluation of the effectiveness of our internal control 
over financial reporting based upon the framework in Internal Control—Integrated Framework issued by 
the Committee of Sponsoring Organizations of the Treadway Commission. Based on that evaluation, our 
management concluded that our internal control over financial reporting is effective as of May 31, 2009.... 

PricewaterhouseCoopers LLP, an independent registered public accounting firm, has audited . .. manage- 
ment's assessment of the effectiveness of our internal control over financial reporting ... and... the effective- 
ness of our internal control over financial reporting ...as stated in their report. ... 


DONALD W. BLAIR 


MARK G. PARKER 
Chief Financial Officer 


Chief Executive Officer and President 


Exhibit 1 indicates that Nike based its evaluation of internal controls on Internal 
Control—integrated Framework, which was issued by the Committee of Sponsoring 
Organizations (COSO) ot the Treadway Commission. This framework is the standard 


by which companies design, analyze, and evaluate internal controls. For this reason, Information on Internal 
Control—Integrated 


this framework is used as the basis for discussing internal controls. 
Framework can 
be found on COSO’s 


3 These reporting requirements are required under Section 404 of the act. As a result, these requirements and reports are often Web site at 
http://www.coso.org/. 


referred to as 404 requirements and 404 reports. 
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illustrate the 

objectives andelements Jy ternal Control—Integrated Framework is the standard by which companies design, 
UMS INNES analyze, and evaluate internal control.‘ In this section, the objectives of internal con- 
trol are described followed by a discussion of how these objectives can be achieved 
through the Integrated Framework’s five elements of internal control. 


Objectives of Internal Control 
The objectives of internal control are to provide reasonable assurance that: 


1. Assets are safeguarded and used for business purposes. 
2. Business information is accurate. 
3. Employees and managers comply with laws and regulations. 


These objectives are illustrated below. 


Safeguarded Accurate Compliance with Laws 
Assets Information and Regulations 


Internal control can safeguard assets by preventing theft, fraud, misuse, or misplace- 
ment. A serious concern of internal control is preventing employee fraud. Employee 
fraud is the intentional act of deceiving an employer for personal gain. Such fraud may 
range from minor overstating of a travel expense report to stealing millions of dollars. 
Employees stealing from a business often adjust the accounting records in order to hide 
their fraud. Thus, employee fraud usually affects the accuracy of business information. 

Accurate information is necessary to successfully operate a business. Businesses 
must also comply with laws, regulations, and financial reporting standards. Examples 
of such standards include environmental regulations, safety regulations, and generally 
accepted accounting principles (GAAP). 


EMPLOYEE FRAUD employee fraud is where employees accept cash payments 


from customers, do not record the sale, and then pocket 
The Association of Fraud Examiners estimates that 7% of the cash. A common cash payments employee fraud is 
annual revenues or about $994 billion is lost to employee where employees bill their employer for false services or 
fraud in the United States. The most common cash receipts personal items. 


Source: 2008 Report to the Nation on Occupational Fraud and Abuse, Association of Fraud Examiners. 


Elements of Internal Control 


The three internal control objectives can be achieved by applying the five elements of 
internal control set forth by the Integrated Framework. These elements ate as follows: 
1. Control environment 
2. Risk assessment 


4 Internal Control—Integrated Framework by the Committee of Sponsoring Organizations of the Treadway Commission, 1992 
5 Ibid., pp. 12-14. 
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3. Control procedures 
4. Monitoring 
5. Information and communication 


The elements of internal control are illustrated in Exhibit 2. 


Elements of 
Internal Control 


= 


Information and 
Communication 


ss 


Management Business 


In Exhibit 2, the elements of internal control form an umbrella over the business to 
protect it from control threats. The control environment is the size of the umbrella. Risk 
assessment, control procedures, and monitoring are the fabric of the umbrella, which keep 
it from leaking. Information and communication connect the umbrella to management. 


Control Environment 


The control environment is the overall attitude of management and employees about 
the importance of controls. Three factors influencing a company’s control environ- 
ment are as follows: 


1. Management’s philosophy and operating style 
2. The company’s organizational structure 
3. The company’s personnel policies 


Organizational 
Structure 


(€) Employees 
CEO | 


Personnel 


Management’s Policies 


Philosophy 
and Operating Style 


Control Environment 
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EXHIBIT 
Internal Control 
Procedures 


oe 


Management’s philosophy and operating style relates to whether management em- 
phasizes the importance of internal controls. An emphasis on controls and adherence to 
control policies creates an effective control environment. In contrast, overemphasizing 
operating goals and tolerating deviations from control policies creates an ineffective 
control environment. 

The business’s organizational structure is the framework for planning and control- 
ling operations. For example, a retail store chain might organize each of its stores as 
separate business units. Each store manager has full authority over pricing and other 
operating activities. In such a structure, each store manager has the responsibility 
for establishing an effective control environment. 

The business’s personnel policies involve the hiring, training, evaluation, compen- 
sation, and promotion of employees. In addition, job descriptions, employee codes of 
ethics, and conflict-of-interest policies are part of the personnel policies. Such policies 
can enhance the internal control environment if they provide reasonable assurance 
that only competent, honest employees are hired and retained. 


Risk Assessment 


All businesses face risks such as changes in customer requirements, competitive 
threats, regulatory changes, and changes in economic factors. Management should 
identify such risks, analyze their significance, assess their likelihood of occurring, 
and take any necessary actions to minimize them. 


Control Procedures 


Control procedures provide reasonable assurance that business goals will be achieved, 
including the prevention of fraud. Control procedures, which constitute one of the most 
important elements of internal control, include the following as shown in Exhibit 3. 


1. Competent personnel, rotating duties, and mandatory vacations 
2. Separating responsibilities for related operations 

3. Separating operations, custody of assets, and accounting 

4. Proofs and security measures 


a 


Management Business 


Competent Personnel, Rotating Duties, and Mandatory Vacations A suc- 
cessful company needs competent employees who are able to perform the duties that they 
are assigned. Procedures should be established for properly training and supervising em- 
ployees. It is also advisable to rotate duties of accounting personnel and mandate vacations 
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for all employees. In this way, employees are encouraged to adhere to procedures. Cases 
of employee fraud are often discovered when a long-term employee, who never took vaca- 
tions, missed work because of an illness or another unavoidable reason. 


Separating Responsibilities for Related Operations The responsibility for 
related operations should be divided among two or more persons. This decreases the 
possibility of errors and fraud. For example, if the same person orders supplies, veri- 
fies the receipt of the supplies, and pays the supplier, the following abuses may occur: 


1. Orders may be placed on the basis of friendship with a supplier, rather than on price, 
quality, and other objective factors. 


2. The quantity and quality of supplies received may not be verified; thus, the company 
may pay for supplies not received or that are of poor quality. 


. Supplies may be stolen by the employee. 


Qv 


4. The validity and accuracy of invoices may not be verified; hence, the company may 
pay false or inaccurate invoices. 


For the preceding reasons, the responsibilities for purchasing, receiving, and pay- 
ing for supplies should be divided among three persons or departments. 


Separating Operations, Custody of Assets, and Accounting The respon- 
sibilities for operations, custody of assets, and accounting shouid be separated. In this 
way, the accounting records serve as an independent check on the operating managers 
and the employees who have custody of assets. 

To illustrate, employees who handle cash receipts should not record cash receipts 
in the accounting records. To do so would allow employees to borrow or steal cash 
and hide the theft in the accounting records. Likewise, operating managers should 
not also record the results of operations. To do so would allow the managers to 
distort the accounting reports to show favorable results, which might allow them to 
receive larger bonuses. 


Proofs and Security Measures Proofs and security measures are used to safe- 
guard assets and ensure reliable accounting data. Proofs involve procedures such as au- 
thorization, approval, and reconciliation. For example, an employee planning to travel 
on company business may be required to complete a “travel request” form for a man- 
ager’s authorization and approval. 

Documents used for authorization and approval should be prenumbered, ac- 
counted for, and safeguarded. Prenumbering of documents helps prevent transactions 
from being recorded more than once or not at all. In addition, accounting for and 


Integrity, Objectivity, and Ethics in Bu 
TIPS ON PREVENTING EMPLOYEE FRAUD 
IN SMALL COMPANIES * Track the number of credit card bills you sign monthly. 
- Donot have the same employee write company checks ° Limit and monitor access to important documents 
and keep the books. Look for payments to vendors you and supplies, such as blank checks and signature 
don’t know or payments to vendors whose names ap- stamps. 
pear to be misspelled. + — Check W-2 forms against your payroll annually to make 
- — If your business has a computer system, restrict access sure you're not carrying any fictitious employees. 
to accounting files as much as possible. Also, keep a * Rely on yourself, not on your accountant, to spot 


backup copy of your accounting files and store it at an fraud. 


offsite location. S Kaufi “Embezzl iteG t Small Companies,” 
2 P : nce that declines to Source: Steve Kaufman, “Embezzlement Common a } 
Be wary of anybody working in fina Knight-Ridder Newspapers, reported in Athens Daily News/Athens 


take vacations. They may be afraid that a replacement Esa hemiaaatinotebe plat 
will uncover fraud. 

- Require and monitor supporting documentation (such 
as vendor invoices) before signing checks. 
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EXHIBI 


Warning Signs 


of Internal 
Control 
Problems 


safeguarding prenumbered documents helps prevent fraudulent transactions from 
being recorded. For example, blank checks are prenumbered and safeguarded. Once 
a payment has been properly authorized and approved, the checks are filled out 
and issued. 

Reconciliations are also an important control. Later in this chapter, the use of bank 
reconciliations as an aid in controlling cash is described and illustrated. 

Security measures involve measures to safeguard assets. For example, cash on 
hand should be kept in a cash register or safe. Inventory not on display should be 
stored in a locked storeroom or warehouse. Accounting records such as the accounts 
receivable subsidiary ledger should also be safeguarded to prevent their loss. For 
example, electronically maintained accounting records should be safeguarded with 
access codes and backed up so that any lost or damaged files could be recovered 
if necessary. 


Monitoring 


Monitoring the internal control system is used to locate weaknesses and improve 
controls. Monitoring often includes observing employee behavior and the account- 
ing system for indicators of control problems. Some such indicators are shown in 
Exhibit 4.° 

Evaluations of controls are often performed when there are major changes in 
strategy, senior management, business structure, or operations. Internal auditors, who 
are independent of operations, usually perform such evaluations. Internal auditors are 
also responsible for day-to-day monitoring of controls. External auditors also evalu- 
ate and report on internal control as part of their annual financial statement audit. 


Warning signs with Warning signs from 
regard to people the accounting system 


1. Abrupt change in lifestyle (without winning the 1. Missing documents or gaps in transaction numbers 
lottery). (could mean documents are being used for 

2. Close social relationships with suppliers. fraudulent transactions). 

3. Refusing to take a vacation. 2. An unusual increase in customer refunds (refunds 

4. Frequent borrowing from other employees. may be phony). 

5. Excessive use of alcohol or drugs. 3. Differences between daily cash receipts and bank 


deposits (could mean receipts are being pocketed 
before being deposited). 

4. Sudden increase in slow payments (employee may 
be pocketing the payments). 

5. Backlog in recording transactions (possibly an 
attempt to delay detection of fraud). 


Information and Communication 


Information and communication is an essential element of internal control. Infor- 
mation about the control environment, risk assessment, control procedures, and 
monitoring is used by management for guiding operations and ensuring compliance 
with reporting, legal, and regulatory requirements. Management also uses external 
information to assess events and conditions that impact decision making and external 


6 Edwin C. Bliss, “Employee Theft,’ Boardroom Reports, July 15, 1994, pp. 5-6. 
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reporting. For example, management uses pronouncements of the Financial Account- 


ing Standards Board (FASB) to assess the impact of changes in reporting standards 
on the financial statements. 


_Example Exercise 8-1 


1. Mandatory vacations 
2. Personnel policies 
3. Report of outside consultants on future market changes 


Follow My Example 8-1 


Limitations of Internal Control 


Internal control systems can provide only reasonable assurance for safeguarding as- 
sets, processing accurate information, and compliance with laws and regulations. In 
other words, internal controls are not a guarantee. This is due to the following factors: 


1. The human element of controls 
2. Cost-benefit considerations 


The human element recognizes that controls are applied and used by humans. 
As a result, human errors can occur because of fatigue, carelessness, confusion, or 
misjudgment. For example, an employee may unintentionally shortchange a customer 
or miscount the amount of inventory received from a supplier. In addition, two or 
more employees may collude together to defeat or circumvent internal controls. This 
latter case often involves fraud and the theft of assets. For example, the cashier and 
the accounts receivable clerk might collude to steal customer payments on account. 

Cost-benefit considerations recognize that cost of internal controls should not ex- 
ceed their benefits. For example, retail stores could eliminate shoplifting by searching 
all customers before they leave the store. However, such a control procedure would 
upset customers and result in lost sales. Instead, retailers use cameras or signs say- 
ing We prosecute all shoplifters. 


Cash Controls Over Receipts and Payments 


Cash includes coins, currency (paper money), checks, and money orders. Money on 
deposit with a bank or other financial institution that is available for withdrawal is 
also considered cash. Normally, you can think of cash as anything that a bank would 
accept for deposit in your account. For example, a check made payable to you could 
normally be deposited in a bank and, thus, is considered cash. 

Businesses usually have several bank accounts. For example, a business might 
have one bank account for general cash payments and another for payroll. A sepa- 
rate ledger account is normally used for each bank account. For example, a bank 
account at City Bank could be identified in the ledger as Cash in Bank—City Bank. 
To simplify, this chapter assumes that a company has only one bank account, which 
is identified in the ledger as Cash. 

Cash is the asset most likely to be stolen or used improperly in a business. For 
this reason, businesses must carefully control cash and cash transactions. 


Identify each of the following as relating to (a) the control environment, (b) risk assessment, or (c) control procedures. 


as Practice Exercises: PE 8-1A, PE 8-1 
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application of internal 
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Control of Cash Receipts 


To 


protect cash from theft and misuse, a business must control cash from the time 


it is received until it is deposited in a bank. Businesses normally receive cash from 
two main sources. 


he 
2: 


Customers purchasing products or services 
Customers making payments on account 


Cash Received from Cash Sales An important control to protect cash received in over- 
the-counter sales is a cash register. The use of a cash register to control cash is shown below. 


jm 


hg cheeks daa 
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A cash register controls cash as follows: 


. At the beginning of every work shift, each cash register clerk is given a cash drawer 


containing a predetermined amount of cash. This amount is used for making change 
for customers and is sometimes called a change fund. 


. When a salesperson enters the amount of a sale, the cash register displays the amount 


to the customer. This allows the customer to verify that the clerk has charged the 
correct amount. The customer also receives a cash receipt. 


At the end of the shift, the clerk and the supervisor count the cash in the clerk’s cash 
drawer. The amount of cash in each drawer should equal the beginning amount of 
cash plus the cash sales for the day. 


The supervisor takes the cash to the Cashier’s Department where it is placed in a safe. 
The supervisor forwards the clerk’s cash register receipts to the Accounting Department. 
The cashier prepares a bank deposit ticket. 


The cashier deposits the cash in the bank, or the cash is picked up by an armored 
car service, such as Wells Fargo. 


The Accounting Department summarizes the cash receipts and records the day’s cash sales. 


. When cash is deposited in the bank, the bank normally stamps a duplicate copy of 


the deposit ticket with the amount received. This bank receipt is returned to the 
Accounting Department, where it is compared to the total amount that should have 
been deposited. This control helps ensure that all the cash is deposited and that no 
cash is lost or stolen on the way to the bank. Any shortages are thus promptly detected. 


Salespersons may make errors in making change for customers or in ringing up 


cash sales. As a result, the amount of cash on hand may differ from the amount of 
cash sales. Such differences are recorded in a cash short and over account. 


To illustrate, assume the following cash register data for May 3: 


Cash register total for cash sales $35,690 
Cash receipts from cash sales 35,668 
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The cash sales, receipts, and shortage of $22 ($35,690 — $35,668) would be re- 
corded as follows: 


UO OSB LEEDS AED DIESE DE DSSS i IIE 


May | 3 | Cash 35,668 | 
Cash Short and Over 22 4 
Sales 35,690 


If there had been cash over, Cash Short and Over would have been credited for 
the overage. At the end of the accounting period, a debit balance in Cash Short and 
Over is included in miscellaneous expense on the income statement. A credit balance is 
included in the Other Income section. If a salesperson consistently has large cash short 
and over amounts, the supervisor may require the clerk to take additional training. 


Cash Received in the Mail Cash is received in the mail when customers pay their 
bills. This cash is usually in the form of checks and money orders. Most companies design 
their invoices so that customers return a portion of the invoice, called a remittance advice, 
with their payment. Remittance advices may be used to control cash received in the mail 
as follows: 


1. An employee opens the incoming mail and compares the amount of cash received with 
the amount shown on the remittance advice. If a customer does not return a remit- 
tance advice, the employee prepares one. The remittance advice serves as a record 
of the cash initially received. It also helps ensure that the posting to the customer’s 
account is for the amount of cash received. 


N 


. The employee opening the mail stamps checks and money orders “For Deposit Only” 
in the bank account of the business. 

3. The remittance advices and their summary totals are delivered to the Accounting 
Department. 

4. All cash and money orders are delivered to the Cashier’s Department. 

5. The cashier prepares a bank deposit ticket. 

6. The cashier deposits the cash in the bank, or the cash is picked up by an armored 
car service, such as Wells Fargo. 

7. An accounting clerk records the cash received and posts the amounts to the customer 
accounts. 

8. When cash is deposited in the bank, the bank normally stamps a duplicate copy of 

the deposit ticket with the amount received. This bank receipt is returned to the 

Accounting Department, where it is compared to the total amount that should have 

been deposited. This control helps ensure that all cash is deposited and that no cash 

is lost or stolen on the way to the bank. Any shortages are thus promptly detected. 


Separating the duties of the Cashier’s Department, which handles cash, and the 
Accounting Department, which records cash, is a control. If Accounting Department 
employees both handle and record cash, an employee could steal cash and change 
the accounting records to hide the theft. 


Cash Received by EFT Cash may also be received from customers through electronic 
funds transfer (EFT). For example, customers may authorize automatic electronic trans- 
fers from their checking accounts to pay monthly bills for such items as cell phone, Inter- 
net, and electric services. In such cases, the company sends the customer’s bank a signed 
form from the customer authorizing the monthly electronic transfers. Each month, the 
company notifies the customer’s bank of the amount of the transfer and the date the trans- 
fer should take place. On the due date, the company records the electronic transfer as a 
receipt of cash to its bank account and posts the amount paid to the customer’s account. 


Companies encourage customers to use EFT for the following reasons: 


1. EFTs cost less than receiving cash payments through the mail. 

2. EFT's enhance internal controls over cash since the cash is received directly by the 
bank without any employees handling cash. 

3. EFTs reduce late payments from customers and speed up the processing of cash 
receipts. 


367 
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Howard Schultz & Associates 
(HS&A) specializes in 
reviewing cash payments 
for its clients. HS&A 
searches for errors, such 
as duplicate payments, 
failures to take 
discounts, and inaccurate 
computations. Amounts 
recovered for clients 
range from thousands to 
millions of dollars. 


Describe the 
nature of a 


bank account and its use 
in controlling cash. 


Control of Cash Payments 
The control of cash payments should provide reasonable assurance that: 


1. Payments are made for only authorized transactions. 
2. Cash is used effectively and efficiently. For example, controls should ensure that all 
available purchase discounts are taken. 


In a small business, an owner/manager may authorize payments based on personal 
knowledge. In a large business, however, purchasing goods, inspecting the goods 
received, and verifying the invoices are usually performed by different employees. 
These duties must be coordinated to ensure that proper payments are made to credi- 
tors. One system used for this purpose is the voucher system. 


Voucher System A voucher system is a set of procedures for authorizing and record- 
ing liabilities and cash payments. A voucher is any document that serves as proof of au- 
thority to pay cash or issue an electronic funds transfer. An invoice that has been approved 
for payment could be considered a voucher. In many businesses, however, a voucher is a 
special form used to record data about a liability and the details of its payment. 

In a manual system, a voucher is normally prepared after all necessary supporting 
documents have been received. For the purchase of goods, a voucher is supported 
by the supplier’s invoice, a purchase order, and a receiving report. After a voucher 
is prepared, it is submitted for approval. Once approved, the voucher is recorded in 
the accounts and filed by due date. Upon payment, the voucher is recorded in the 
same manner as the payment of an account payable. 

In a computerized system, data from the supporting documents (such as purchase 
orders, receiving reports, and suppliers’ invoices) are entered directly into computer 
files. At the due date, the checks are automatically generated and mailed to creditors. 
At that time, the voucher is electronically transferred to a paid voucher file. 


Cash Paid by EFT Cash can also be paid by electronic funds transfer (EFT) systems. 
For example, you can withdraw cash from your bank account using an ATM machine. 
Your withdrawal is a type of EFT transfer. 

Companies also use EFT transfers. For example, many companies pay their em- 
ployees via EFT. Under such a system, employees authorize the deposit of their 
payroll checks directly into their checking accounts. Each pay period, the company 
transfers the employees’ net pay to their checking accounts through the use of EFT. 
Many companies also use EFT systems to pay their suppliers and other vendors. 


Bank Accounts 


A major reason that companies use bank accounts is for internal control. Some of 
the control advantages of using bank accounts are as follows: 


1. Bank accounts reduce the amount of cash on hand. 


2. Bank accounts provide an independent recording of cash transactions. Reconciling 
the balance of the cash account in the company’s records with the cash balance ac- 
cording to the bank is an important control. 


3. Use of bank accounts facilitates the transfer of funds using EFT systems. 


Bank Statement 


Banks usually maintain a record of all checking account transactions. A summary of all 
transactions, called a bank statement, is mailed to the company (depositor) or made avail- 
able online, usually each month. The bank statement shows the beginning balance, addi- 
tions, deductions, and the ending balance. A typical bank statement is shown in Exhibit 5. 

Checks or copies of the checks listed in the order that they were paid by the bank 
may accompany the bank statement. If paid checks are returned, they are stamped 
“Paid,” together with the date of payment. Many banks no longer return checks or 
check copies. Instead, the check payment information is available online. 
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MEMBER FDIC PAGE EX H 1 pee s 


VALLEY NATIONAL BANK ACCOUNT NUMBER 1627042 Bank Statement 
OF LOS ANGELES 


LOS ANGELES, CA 90020-4253  (310)555-5151 


FROM 6/30/11 TO. 7/31/14 
BALANCE 4,218.60 


DEPOSITS 13,749.75 


re occ WITHDRAWALS 14,698.57 
1000 Belkin Street OTHER DEBITS 
Los Angeles, CA 90014 -1000 AND CREDITS 90.00CR 


NEW BALANCE 3,559.78 


--------*----~--- DEPOSITS —»-DATE « BALANCE « 


. 850 819.40 No. 852 1288.54 585.75 07/01 3,862.41 
- 854 $69.50 No. 853 80.15 421.53 07/08 3,894.29 


. 851 600.00 No. 856 190.70 781.30 07/03 3,884.89 


- 855 25.953 No. 857 528.50 07/04 5,806.46 
. 860 921.20 No. 858 160.00 6628.50 07/05 3,587.76 


7o62= “91,07 NSF 300.00 503.18 07/07 3,499.87 


52.26 No. 877 535.09 ACH 932.00 07/29 4,136.66 
21.10 No. 879 732.26 705.21 07/30 4,088.51 
126.20 SC 18.00 MS 408.00 07/30 4,352.31 
26.12 ACH 1,615.13 648.78 07/31 3,559.78 


EC — ERROR CORRECTION ACH — AUTOMATED CLEARING HOUSE 
MS — MISCELLANEOUS 
NSF — NOT SUFFICIENT FUNDS SC — SERVICE CHARGE 


THE RECONCILEMENT OF THIS STATEMENT WITH YOUR RECORDS IS ESSENTIAL. 
ANY ERROR OR EXCEPTION SHOULD BE REPORTED IMMEDIATELY. 


The company’s checking account balance in the bank records is a liability. Thus, 
in the bank’s records, the company’s account has a credit balance. Since the bank 
statement is prepared from the bank’s point of view, a credit memo entry on the bank 
statement indicates an increase (a credit) to the company’s account. Likewise, a debit 
memo entry on the bank statement indicates a decrease (a debit) in the company’s 
account. This relationship is shown below. 
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A bank makes credit entries (issues credit memos) for the following: 


1. Deposits made by electronic funds transfer (EFT) 

2. Collections of note receivable for the company 

3. Proceeds for a loan made to the company by the bank 
4. Interest earned on the company’s account 


5. Correction Gf any) of bank errors 


A bank makes debit entries (issues debit memos) for the following: 


1. Payments made by electronic funds transfer (EFT) 


2. Service charges 


3. Customer checks returned for not sufficient funds 


4. Correction Gif any) of bank errors 


Customers’ checks returned for not sufficient funds, called NSF checks, are cus- 
tomer checks that were initially deposited, but were not paid by the customer’s bank. 
Since the company’s bank credited the customer’s check to the company’s account 
when it was deposited, the bank debits the company’s account (issues a debit memo) 
when the check is returned without payment. 

The reason for a credit or debit memo entry is indicated on the bank statement. 
Exhibit 5 identifies the following types of credit and debit memo entries: 


EC: Error correction to correct bank error 

NSF: Not sufficient funds check 

SC: Service charge 

ACH: Automated clearing house entry for electronic funds transfer 
MS: 


a loan by the company from the bank 


Miscellaneous item such as collection of a note receivable on behalf of the company or receipt of 


The above list includes the notation “ACH” for electronic funds transfers. ACH is 
a network for clearing electronic funds transfers among individuals, companies, and 
banks.’ Because electronic funds transfers may be either deposits or payments, ACH 
entries may indicate either a debit or credit entry to the company’s account. Likewise, 
entries to correct bank errors and miscellaneous items may indicate a debit or credit 


entry to the company’s account. 


Example Exercise 8-2 


The following items may appear on a bank statement: 


StS 


NSF check 

EFT deposit 

Service charge 

Bank correction of an error from recording a $400 check as $40 


Using the format shown below, indicate whether the item would appear as a debit or credit memo on the bank 
statement and whether the item would increase or decrease the balance of the company’s account. 


| Follow My Example 8-2 


Appears on the Bank 
Statement as a Debit or 


Item No. Credit Memo 


Increases or Decreases the 
Balance of the Company’s 
Bank Account 


Appears on the Bank 
Statement as a Debit or 


Item No. Credit Memo 
1 debit memo 
2 credit memo 
3 debit memo 
4 debit memo 


Increases or Decreases the 
Balance of the Company’s 
Bank Account 


decreases 
increases 
decreases 
decreases 


Srehaaisiia\e (alata) als) ¥iw/o\a,'e; chs u nie) el e\ sin eei'uiwjel s]si(écalecuin [etn Gin almista (a pbutelasermiahererat etal cietavateierontee 


Practice Exercises: PE 8-2A, PE 8-2B | 


7 For further information on ACH, go to http://www.nacha.org/. Click on “About Us,” and then click on “Intro to NACHA” 
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Using the Bank Statement as a Control Over Cash 


The bank statement is a primary control that a company uses over cash. A company 
uses the bank’s statement as a control by comparing the company’s recording of cash 
transactions to those recorded by the bank. 

The cash balance shown by a bank statement is usually different from the com- 
pany’s cash balance, as shown in Exhibit 6. 


Bank Statement 


Beginning balance $ 4,218.60 
Additions: 
Deposits $13,749.75 
Miscellaneous 408.00 14,157.75 
Deductions: 
Checks $14,698.57 
NSF check 300.00 
Service charge 18.00 (15,016.57) 
Ending balance $ 3,359.78 
Power Networking 
5 eri should determine 
Power Networking Records mheeseon forthe 
Beginning balance $ 4,227.60 difference in these 
Deposits 14,565.95 two amounts. 
Checks (16,243.56) 
Ending balance $ 2,549.99 


i 


Differences between the company and bank balance may arise because of a de- 
lay by either the company or bank in recording transactions. For example, there is 
normally a time lag of one or more days between the date a check is written and 
the date that it is paid by the bank. Likewise, there is normally a time lag between 
when the company mails a deposit to the bank (or uses the night depository) and 
when the bank receives and records the deposit. 

Differences may also arise because the bank has debited or credited the com- 
pany’s account for transactions that the company will not know about until the bank 
statement is received. Finally, differences may arise from errors made by either the 
company or the bank. For example, the company may incorrectly post to Cash a 
check written for $4,500 as $450. Likewise, a bank may incorrectly record the amount 


of a check. 


Bank Reconciliation 


A bank reconciliation is an analysis of the items and amounts that result in the 
cash balance reported in the bank statement to differ from the balance of the cash 
account in the ledger. The adjusted cash balance determined in the bank reconcili- 
ation is reported on the ‘valance sheet. 

A bank reconciliation is usually divided into two sections as follows: 


1. The bank section begins with the cash balance according to the bank statement and 
ends with the adjusted balance. 

2. The company section begins with the cash balance according to the company’s records 
and ends with the adjusted balance. 


Power 
Networking’s 
Records and 
Bank Statement 


= Describe and 
illustrate the 


use of a bank 
reconciliation in 
controlling cash. 
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The adjusted balance from bank and company sections must be equal. The format 
of the bank reconciliation is shown below. 


Cash balance according to bank 
Add: Debits to cash not on bank statement 


(deposits in transit, etc.) SXX 
Deduct: Credits to cash not on bank statement 
(outstanding checks, etc.) _XX _ XXX 
Adjusted balance XX 


Must 
Cash balance according to company be 
Add: Unrecorded bank credits (notes collected equal. 


by bank) 


Deduct: Unrecorded bank debits (NSF checks, 
service charges, etc.) 
Adjusted balance 


A bank reconciliation is prepared using the following steps: 


Bank Section of Reconciliation 


Step 1. Enter the Cash balance according to bank from the ending cash bal- 

ance according to the bank statement. 

Step 2. Add deposits not recorded by the bank. 

Identify deposits not recorded by the bank by comparing each de- 
posit listed on the bank statement with unrecorded deposits appear- 
ing in the preceding period’s reconciliation and with the current 
period’s deposits. 

Examples: Deposits in transit at the end of the period. 

Step 3. Deduct outstanding checks that have not been paid by the bank. 
Identify outstanding checks by comparing paid checks with outstand- 
ing checks appearing on the preceding period’s reconciliation and 
with recorded checks. 

Examples: Outstanding checks at the end of the period. 


Step 4. Determine the Adjusted balance by adding Step 2 and deducting Step 3. 


Company Section of Reconciliation 


Step 5. Enter the Cash balance according to company from the ending cash 
balance in the ledger. 

Step 6. Add credit memos that have not been recorded. 
Identify the bank credit memos that have not been recorded by 
comparing the bank statement credit memos to entries in the journal. 
Examples: A note receivable and interest that the bank has collected 
for the company. 

Step 7. Deduct debit memos that have not been recorded. 
Identify the bank debit memos that have not been recorded by 
comparing the bank statement debit memos to entries in the journal. 
Examples: Customers’ not sufficient funds (NSF) checks; bank ser- 
vice charges. 

Step 8. Determine the Adjusted balance by adding Step 6 and deducting Step 7. 


Step 9. Verify that the adjusted balances determined in Steps 4 and 8 are 
equal. 
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The adjusted balances in the bank and company sections of the reconciliation 
must be equal. If the balances are not equal, an item has been overlooked and must 
be found. 

Sometimes, the adjusted balances are not equal because either the company or 
the bank has made an error. In such cases, the error is often discovered by compar- 
ing the amount of each item (deposit and check) on the bank statement with that 
in the company’s records. 

Any bank or company errors discovered should be added or deducted from the 
bank or company section of the reconciliation depending on the nature of the error. 
For example, assume that the bank incorrectly recorded a company check for $50 
as $500. This bank error of $450 ($500 — $50) would be added to the bank balance 
in the bank section of the reconciliation. In addition, the bank would be notified of 
the error so that it could be corrected. On the other hand, assume that the company 
recorded a deposit of $1,200 as $2,100. This company error of $900 ($2,100 — $1,200) 
would be deducted from the cash balance in the company section of the bank rec- 
onciliation. The company would later correct the error using a journal entry. 

To illustrate, the bank statement for Power Networking in Exhibit 5 on page 369 
is used. This bank statement shows a balance of $3,359.78 as of July 31. The cash 
balance in Power Networking’s ledger on the same date is $2,549.99. Using the 
preceding steps, the following reconciling items were identified: 


Step 2. Deposit of July 31, not recorded on bank statement: $816.20 
Step 3. Outstanding checks: 


Check No. 812 $1,061.00 
Check No. 878 435.39 
Check No. 883 48.60 
Total $1,544.99 


Step 6. Note receivable of $400 plus interest of $8 collected by bank not recorded in the journal as indicated 
by a credit memo of $408. 

Step 7. Check from customer (Thomas Ivey) for $300 returned by bank because of insufficient funds (NSF) as 
indicated by a debit memo of $300.00. 
Bank service charges of $18, not recorded in the journal as indicated by a debit memo of $18.00. 


In addition, an error of $9 was discovered. This error occurred when Check No. 879 
for $732.26 to Taylor Co., on account, was recorded in the company’s journal as $723.26. 

The bank reconciliation, based on the Exhibit 5 bank statement and the preceding 
reconciling items, is shown in Exhibit 7. 

The company’s records do not need to be updated for any items in the bank 
section of the reconciliation. This section begins with the cash balance according to 
the bank statement. However, the bank should be notified of any errors that need 
to be corrected. 

The company’s records do need to be updated for any items in the company 
section of the bank reconciliation. The company’s records are updated using journal 
entries. For example, journal entries should be made for any unrecorded bank memos 


and any company errors. 
The journal entries for Power Networking, based on the bank reconciliation shown 


in Exhibit 7, are as follows: 


sil tM i MRSS BSAA aa 
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July |31| Cash 408 
Notes Receivable 400 
Interest Revenue 8 
31] Accounts Receivable—Thomas Ivey 300 
Miscellaneous Expense 18 
| Accounts Payable—Taylor Co. 9 
Be 


Cash 
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Power Networking 
Bank Reconciliation 


July 31, 2011 
Step 1 ==) Cash balance according to bank statement. ........--..- ee eee eee eee es $3,359.78 
Step2 —> Add deposit of July 31, not recorded by bank. ........-...... ees eeeees __ 816.20 
$4,175.98 
Step3 —> Deduct outstanding checks: 

NOG STDs oaiwcctsce csetunain ahemcs estate wepovoamio yore ietepatanetose blo vefentt oe laiaket tae pyaatatsies tafe $1,061.00 

NOUS78i5. a.e mca OE ROS OOO OU COOT RE Oe BC OR Cp ae OED 5 ty: 435.39 
Nos Bae eos Bea oie i cee arr cpio em 48.60 _1,544.99 
step, > Adjusted) balanGece sre sccj cites iocr ea erkntere snes nico tel ser rai eee ear $2,630.99 
Step5 —> Cash balance according to Power Networking...........+.seeeeeeee eens $2,549.99 
Step 6 =——3> = Add note and interest collected lai Vplots Wt) CARMAN tine a eAORioc Te HGH aS ETC 408.00 
: $2,957.99 

Step7 —> Deduct; Check returned because of insufficient funds..................- $ 300.00 

BarikeS@nviGe CARGO eiessrcee cies eon aie tarars uc che ahs|nteleiehete rouse gn eieus toleaansiexe 18.00 
EGron inirecOrdiMngiGheGk: NOGS7 9) acts teenciar<:ctejainte joie Joreilarctaiietaleveboresa 9.00 327.00 
Step8 —p> Agjustad balance: why. ce waracae odie telco cia racials ator eravenere ay nani ale ae eam $2,630.99 


After the preceding journal entries are recorded and posted, the cash account will 
have a debit balance of $2,630.99. This cash balance agrees with the adjusted balance 
shown on the bank reconciliation. This is the amount of cash on July 31 and is the 
amount that is reported on Power Networking’s July 31 balance sheet. 

Businesses may reconcile their bank accounts in a slightly different format from 
that shown in Exhibit 7. Regardless, the objective is to control cash by reconciling 
the company’s records with the bank statement. In doing so, any errors or misuse 
of cash may be detected. 

To enhance internal control, the bank reconciliation should be prepared by an 
employee who does not take part in or record cash transactions. Otherwise, mistakes 
may occur, and it is more likely that cash will be stolen or misapplied. For example, 
an employee who handles cash and also reconciles the bank statement could steal a 
cash deposit, omit the deposit from the accounts, and omit it from the reconciliation. 

Bank reconciliations are also an important part of computerized systems where 
deposits and checks are stored in electronic files and records. Some systems use 
computer software to determine the difference between the bank statement and com- 
pany cash balances. The software then adjusts for deposits in transit and outstanding 
checks. Any remaining differences are reported for further analysis. 


Example Exercise 8-3 


The following data were gathered to use in reconciling the bank account of Photo Op: 


$14,500 


13,875 


Deposit in transit 
NSF check 


a. What is the adjusted balance on the bank reconciliation? 
b. Journalize any necessary entries for Photo Op based on the bank reconciliation. 


(continued) 
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: $13,000, as shown below. 
Bank section of reconciliation: $14,500 + $3,750 — $5,250 = $1 3,000 
Company section of reconciliation: $13,875 — $75 — $800 = $13,000 


Integrity, Objectivity, and Ethics in Business 


eae 


BANK ERROR IN YOUR FAVOR 


You may sometime have a bank error in your favor, such as quickly discover most errors and make automatic adjust- 
a misposted deposit. Such errors are not a case of “found ments. Even so, you have a legal responsibility to report the 


money,” as in the Monopoly® game. Bank control systems error and return the money to the bank. 


Special-Purpose Cash Funds Desciestne 


accounting for 
special-purpose cash 


A company often has to pay small amounts for such items as postage, office supplies, — 
unas. 


or minor repairs. Although small, such payments may occur often enough to total a 
significant amount. Thus, it is desirable to control such payments. However, writing 
a check for each small payment is not practical. Instead, a special cash fund, called 
a petty cash fund, is used. 

A petty cash fund is established by estimating the amount of payments needed 
from the fund during a period, such as a week or a month. A check is then written 
and cashed for this amount. The money obtained from cashing the check is then 
given to an employee, called the petty cash custodian. The petty cash custodian 
disburses monies from the fund as needed. For control purposes, the company may 
place restrictions on the maximum amount and the types of payments that can be 
made from the fund. Each time money is paid from petty cash, the custodian records 
the details on a petty cash receipts form. 

The petty cash fund is normally replenished at periodic intervals, when it is de- 
pleted, or reaches a minimum amount. When a petty cash fund is replenished, the 
accounts debited are determined by summarizing the petty cash receipts. A check is 
then written for this amount, payable to Petty Cash. 

To illustrate, assume that a petty cash fund of $500 is established on August 1. 
The entry to record this transaction is as follows: 


Aug. | 1 | Petty Cash © 500 


Cash 500 


The only time Petty Cash is debited is when the fund is initially established, as 
shown in the preceding entry, or when the fund is being increased. The only time 
Petty Cash is credited is when the fund is being decreased. 
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At the end of August, the petty cash receipts indicate expenditures for the fol- 
lowing items: 


Office supplies $380 
Postage (debit Office Supplies) 22 
Store supplies 35 
Miscellaneous administrative expense 8) 

Total $467 


The entry to replenish the petty cash fund on August 31 is as follows: 


Naw alia ea ii iN iia ia eS OSU lt EB Gi eS a EE CA RCRD ET RA ai 


; 

Aug. |31| Office Supplies 402 

Store Supplies 5 
Miscellaneous Administrative Expense 30 

Cash 467 
] 


sar anesrstenenenoeapem mene alt Ac eon ESE ORC TEE Re EO EE REE SONCIRETII O TS OEE LE NN ND EEE TO CER ETL ON LLC NTE 


Petty Cash is not debited when the fund is replenished. Instead, the accounts af- 
fected by the petty cash disbursements are debited, as shown in the preceding entry. 
Replenishing the petty cash fund restores the fund to its original amount of $500. 

Companies often use other cash funds for special needs, such as payroll or travel 
expenses. Such funds are called special-purpose funds. For example, each salesper- 
son might be given $1,000 for travel-related expenses. Periodically, each salesperson 
submits an expense report, and the fund is replenished. Special-purpose funds are 
established and controlled in a manner similar to that of the petty cash fund. 


Example Exercise 8-4 


Prepare journal entries for each of the following: 
a. Issued a check to establish a petty cash fund of $500. 


b. The amount of cash in the petty cash fund is $120. Issued a check to replenish the fund, based on the following 


summary of petty cash receipts: office supplies, $300 and miscellaneous administrative expense, $75. Record any 
missing funds in the cash short and over account. 


) 500 
| CSET) Win ei ares Sint EEL Cre inca ea le DUE deol oneal haa Senne Ee nema a te ie ae 500 
| De OMMIGEISUD DESH ccc ar meen eerie ica eaune eciaalale Crerallatgrd eer walcty) atc eee aetna eerste nema 300 
| Miscellaneous) Administrative,EXPeMnmse:s. vicusrascuscars ass conwss a aewaeievcuaenccn os 75 
CashiShor-and! Oveter oan o Nae ners u ment nae weauccan eh ete. ac. aaycts taal tance serene ates 5 
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Practice Exercises: PE 8-4A, PE8-4B 


Describe and ~=« Financial Statement Reporting of Cash 


illustrate the 


reporting of cash and Cash i sally Hetedaeth oe Lab eer 2 
Aone ash 1s normally listed as the first asset in the Current Assets section of the balance 


FR er sheet. Most companies present only a single cash amount on the balance sheet by 
combining all their bank and cash fund accounts. 

A company may temporarily have excess cash. In such cases, the company nor- 

mally invests in highly liquid investments in order to earn interest. These investments 

are called cash equivalents.* Examples of cash equivalents include U.S. Treasury bills, 


8 To be classified a cash equivalent, according to FASB Statement No. 95, the investment is expected to be converted to cash 
within 90 days. 
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notes issued by major corporations (referred to as commercial paper), and money 
market funds. In such cases, companies usually report Cash and cash equivalents as 
one amount on the balance sheet. 


The balance sheet presentation for cash for Mornin’ Joe is shown below. 


SG REO ee sus 
Satie AAAS iA CRO aaa 


LARSEN AMD ERMA EEG ap IES 


Mornin’ Joe 
Balance Sheet 


December 31, 2012 


— — ‘Assets 
Current assets: . : 
Cash apd cashequivelents ........... $235,000 


b 
E 
‘ 
= 


Banks may require that companies maintain minimum cash balances in their 
bank accounts. Such a balance is called a compensating balance. This is often 
required by the bank as part of a loan agreement or line of credit. A line of credit 
is a preapproved amount the bank is willing to lend to a customer upon request. 
Compensating balance requirements are normally disclosed in notes to the financial 
statements. 


Financial Analysis and Interpretation: 
Ratio of Cash to Monthly Cash Expenses 


For startup companies or companies in financial distress, cash is critical for survival. 
In their first few years, startup companies often report losses and negative net cash 
flows from operations. Moreover, companies in financial distress can also report 
losses and negative cash flows from operations. In such cases, the ratio of cash to 
monthly cash expenses is useful for assessing how long a company can continue 
to operate without: 


1. Additional financing, or 
2. Generating positive cash flows from operations 


The ratio of cash to monthly cash expenses is computed as follows: 


Cash as of Year-End 


Ratio of Cash to Monthly Cash Expenses = 
Monthly Cash Expenses 


The cash, including any cash equivalents, is taken from the balance sheet as of 
year-end. The monthly cash expenses, sometimes called cash burn, ate estimated 
from the operating activities section of the statement of cash flows as follows: 

Negative Cash Flow from Operations 


Monthly Cash Expenses = FF 


To illustrate, Evergreen Solar, Inc. manufactures solar products including solar panels 
that convert sunlight into electricity. The following data Gn thousands) were taken 


from the financial statements of Evergreen Solar: 


For Years Ending December 31 


2009 2008 2007 2006 
Cash and cash equivalents at year-end $112,368 $100,888 $ 70,428 $ 6,828 
(37,094) (65,881) (11,996) (10,328) 


Cash flow from operations 


Describe and 
illustrate the 


use of the ratio of 

cash to monthly cash 
expenses to assess the 
ability of a company to 
continue in business. 
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Based on the preceding data, the monthly cash expenses and ratio of cash to 
monthly expenses are computed below. 


For Years Ending December 31 


2009 2008 2007 2006 

Monthly cash expenses: 

$37,094 4 12 ti. a Petco sa seles eevee psec $3,091 

S65, C8172 Goat. aden caaadiereneneeet gee ais $5,490 

SESS Oea Der canst etter cere eats $1,000 

SHOR Pci Perse enee mies Sun cocma as onoer $861 
Ratio of cash to monthly cash expenses: 

STZ S68 $3091 cae .n groan enoeoncecetes bi 36.4 months 

SHOO;S88E5S5;490 ye ee rerresite katteccin ester 18.4 months 

S7O}A28 Sil OOO merry. maa agsteee erm eres 70.4 months 

$682 8S BOiltua aaa neheoe a ee EE 7.9 months 


The preceding computations indicate that Evergreen Solar had only 7.9 months of 
cash available as of December 31, 2006. During 2007, Evergreen raised additional cash 
of approximately $175 million by issuing stock. This enabled Evergreen to continue 
to operate in 2007 and resulted in Evergreen having 70.4 months of cash available 
as of December 31, 2007. 

During 2008, Evergreen’s monthly cash expenses (cash burn) increased to 
$5,490 from $1,000 in 2007. Evergreen also raised additional cash of approximately 
$490 million while investing approximately $350 million in plant and equipment. 
The result is that as of December 31, 2008, Evergreen had 18.4 months of cash with 
which to continue to operate. 

During 2009, Evergreen decreased its monthly cash expenses from $5,490 in 2008 
to $3,091. In addition, Evergreen raised additional cash of $105 million by issuing 
stock and obtaining a loan. As a result, at the end of 2009 Evergreen had 36.4 months 
of cash with which to continue to operate. In the long-term, however, Evergreen will 
need to generate positive cash flows from operations to survive. 


Example Exercise 8-5 = 


Financial data for Chapman Company are as follows: 


For Year Ending 
December 31, 2012 


Cash on December 31, 2012 $ 102,000 
Cash flow from operations (144,000) 


a. Compute the ratio of cash to monthly cash expenses. 
b. Interpret the results computed in (a). 


) 
| 


Follow My Example 8-5 


Negative Cash Flow from Operations $144,000 
a. Monthly Cash Expenses = re) = ———— = $12,000 per month 
12 
Ratio of Cash to Cash as of Year-End $102,000 
= = 8.5 months 


b. The preceding computations indicate that Chapman Company has 8.5 months of cash remaining as of December 
31, 2012. To continue operations beyond 8.5 months, Chapman Company will need to generate positive cash flows 


/ 
| nA aay Peace wa wera re Raat So SE 
Monthly Cash Expenses — Monthly Cash Expenses $12,000 per month 
/ 
| 
| from operations or raise additional financing from its owners or by issuing debt. 


Ber Pe Sre Sener ace renee res ae ale sesame Te 8 ohm aki aA eree etsy e atey Aes) Sime s-aicac Bisel g lav alg every! #\6\8) s\ a's) aaa Kite di\p Sexmye) eine lb: bio) > alain tntatel Miata eleleiotmin is) a/nvel t's tele) «Pale aca eieeeeer tate Spe wiv sia )e) s\/ale:d/osa'sisqaieis\aisimipinyole ta rackl 
or . 
wae eee ewes see 


Practice Exercises: PE 8-5A, PE 8-5B | 


LOnNeCtiOn 


MICROSOFT CORPORATION 


Microsoft Corporation develops, manufactures, licenses, 
and supports software products for computing devices. 
Microsoft software products include computer operating 
systems, such as Windows®, and application software, such 
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as Microsoft Word® and Excel®. Microsoft is actively involved 
in the video game market through its Xbox® and is also in- 
volved in online products and services. 

Microsoft is known for its strong cash position. Micro- 
soft’s June 30, 2009, balance sheet reported over $31 billion 
of cash and short-term investments, as shown below. 


Balance Sheet 
June 30, 2009 
(In millions) 


Current assets: 


Assets 


Gastianciecuivaleitse a mice oyna $ 6,076 
SHOMELEKM INVESTIMENSE secniiaeenugeic bevy or sence ace memes Gee eas 25,371 
Total cash and short-term investments.............0.0e0eeee $31,447 


The cash and cash equivalents of $6,076 million are further described in the notes to the financial statements, as 
shown below. 


Cash and equivalents: 


(GENS Minato oe 5 gaa as aes mia AM ably Coat csrae aa RRR CRA ER $2,064 
GERI ALSO ASR rcyeee cegrerte weeete i oz aan ine attecan samen creeds 900 
GorMMerclah Pap eheeunr weer hinsacias sacoseas one ne ae ee Na cibicecas 400 
U.S. government and agency securities .......... 0. cece ee eee 2,369 
ENEMGATESIOMGS OOS the men ceca yatetu yates Goss spoereia sl Sarstarlalaine sx elena 275 
MIUIGHD Al SCCUTMUES <aerrcrsepcrs sal-teceecmctneaara ey cmsyate Hae dae ___ 68 

Totalcashrandrequivalents:. .3c.<1 hsicsasse anise: -cseetarenas $6,076 


Describe the Sarbanes-Oxley Act of 2002 and its impact on internal controls and financial reporting. 


Key Points 
report on the effectiveness of the internal controls. 


Sarbanes-Oxley requires companies to maintain strong and effective internal controls and to 


Learning Outcomes 
* Describe why Congress passed Sarbanes-Oxley. 
* Describe the purpose of Sarbanes-Oxley. 


* Define internal control. 


Practice 
Exercises 


Example 
Exercises 
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Describe and illustrate the objectives and elements of internal control. 


Key Points The objectives of internal control are to provide reasonable assurance that (1) assets are safe- 
guarded and used for business purposes, (2) business information is accurate, and (3) laws and regulations 


are complied with. The elements of internal control are the control environment, risk assessment, control 
procedures, monitoring, and information and communication. 


Learning Outcomes Example Practice 
Exercises Exercises 
* List the objectives of internal control. 
¢ List the elements of internal control. 
¢ Describe each element of internal control and factors influencing EE8-1 PE8-1A, 8-1B 
each element. 


EE Describe and illustrate the application of internal controls to cash. 


. 


Key Points A cash register is a control for protecting cash received in over-the-counter sales. A remittance 
advice is a control for cash received through the mail. Separating the duties of handling cash and recording 


cash is also a control. A voucher system is a control system for cash payments. Many companies use elec- 
tronic funds transfers for cash receipts and cash payments. 


Learning Outcomes Example Practice 


P ; p Exercises Exercises 
* Describe and give examples of controls for cash received from cash 
sales, cash received in the mail, and cash received by EFT. 


* Describe and give examples of controls for cash payments made us- 
| ing a voucher system and cash payments made by EFT. 


Key Points 


Describe the nature of a bank account and its use in controlling cash. 


Bank accounts control cash by reducing the amount of cash on hand and facilitating the transfer 
of cash between businesses and locations. In addition, the bank statement allows a business to reconcile the 
cash transactions recorded in the accounting records to those recorded by the bank. 


Learning Outcomes 


Example Practice 
Exercises Exercises 
* Describe how the use of bank accounts helps control cash. 
* Describe a bank statement and provide examples of items that appear EE8-2 PE8-2A, 8-2B 
on a bank statement as debit and credit memos. 


SL 


Ss Describe and illustrate the use of a bank reconciliation in controlling cash. 


Key Points A bank reconciliation is prepared using nine steps as summarized on page 372. The items in the 
company section of a bank reconciliation must be journalized on the company’s records. 


~ 3 Re 
Learning Outcomes Example Practice ; ; 
ie Exerci 7 % 
¢ Describe a bank reconciliation. eS Exercls#s ; 
¢ Prepare a bank reconciliation. ' 
Pp EE8-3 PE8-3A, 8-3B : 
¢ Journalize any necessary entries on the cc any’s rec ; base a 
J y necessary e company’s records based on EE8-3 PE8-3A, 8-3B : 
the bank reconciliation. q 
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Describe the accounting for special-purpose cash funds. 
Key Points Special-purpose cash funds, such as a petty cash fund or travel funds, are used by businesses 
to meet specific needs. Each fund is established by cashing a check for the amount of cash needed. At 
periodic intervals, the fund is replenished and the disbursements recorded. 


Learning Outcomes Example Practice 
, : F Exercises Exercises 
* Describe the use of special-purpose cash funds. 
* Journalize the entry to establish a petty cash fund. EE8-4 PE8-4A, 8-4B 
* Journalize the entry to replenish a petty cash fund. EE8-4 PE8-4A, 8-4B 


va 
7 Describe and illustrate the reporting of cash and cash equivalents in the financial statements. 


Key Points Cash is listed as the first asset in the Current assets section of the balance sheet. Companies 
that have invested excess cash in highly liquid investments usually report Cash and cash equivalents on 
the balance sheet. 


Learning Outcomes Example Practice 


, Exercises Exercises 
* Describe the reporting of cash and cash equivalents in the financial 


statements. 


* Illustrate the reporting of cash and cash equivalents in the financial 
statements. 


"3 Describe and illustrate the use of the ratio of cash to monthly cash expenses to assess the ability of a 
company to continue in business. 


Key Points The ratio of cash to monthly cash expenses is useful for assessing how long a company can 
continue to operate without (1) additional financing or (2) generating positive cash flows from operations. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Describe the use of the ratio of cash to monthly cash expenses. 


* Compute the ratio of cash to monthly cash expenses. EE8-5 PE 8-5A, 8-5B 


Key Terms 

bank reconciliation (371) control environment (361) ratio of cash to monthly 

bank statement (368) electronic funds transfer (EFT) (367) cash expenses (377) 

cash (365) elements of internal control (360) ee Act of 2002 (358) 
cash equivalents (376) employee fraud (360) special-purpose funds (376) 

cash short and over account (366) internal control (358) voucher (368) 


compensating balance (377) petty cash fund (375) your sys oe 


, 
: 
L 
: 
i 
| 
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illustrative Problem 


The bank statement for Urethane Company for June 30, 2011, indicates a balance of 
$9,143.11. All cash receipts are deposited each evening in a night depository, after bank- 
ing hours. The accounting records indicate the following summary data for cash receipts 
and payments for June: 


Cash balance as of June 1 S$ 3,943.50 
Total cash receipts for June 28,971.60 
Total amount of checks issued in June 28,388.85 


Comparing the bank statement and the accompanying canceled checks and memos with 
the records reveals the following reconciling items: 


a. The bank had collected for Urethane Company $1,030 on a note left for collection. 
The face amount of the note was $1,000. : 


b. A deposit of $1,852.21, representing receipts of June 30, had been made too late to 
appear on the bank statement. 


c. Checks outstanding totaled $5,265.27. 
d. A check drawn for $139 had been incorrectly charged by the bank as $157. 


e. A check for $30 returned with the statement had been recorded in the company’s 
records as $240. The check was for the payment of an obligation to Avery Equipment 
Company for the purchase of office supplies on account. 


f. Bank service charges for June amounted to $18.20. 


Instructions 


1. Prepare a bank reconciliation for June. 


2. Journalize the entries that should be made by Urethane Company. 


Solution 
1. 


Urethane Company 
Bank Reconciliation 
June 30, 2011 


$ 9,143.11 


$1,852.21 
Bank error in charging check as $157 


instead of $139 18.00 1,870.21 


$11,013.32 


Deduct: Outstanding checks 5,265.27 


Adjusted balance 


$ 5,748.05 


Cash balance according to company’s records 
Add: Proceeds of note collected by bank, 
including $30 interest 
Error in recording check 


$ 4,526.25* 


$1,030.00 
210.00 1,240.00 
$ 5,766.25 
18.20 
$ 5,748.05 


Deduct: Bank service charges 
Adjusted balance 


*$3,943.50 + $28,971.60 - $28,388.85 
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SEERA ISG SS A U RA RSS OY NSSE G IUGR RNa IO 


June | 30] Cash 
Notes Receivable 
Interest Revenue 


Accounts Payable—Avery Equipment Company 


30] Miscellaneous Administrative Expense 


Cash 


UROL EERE SS SSE ATEN AUS N EEE EDS DDI SODAS EARNS DOMED ERE GE SNE eT: 


1,240.00 
1,000.00 
30.00 
210.00 

18.20 
18.20 


(a) Name and describe the five elements of internal 
control. (b) Is any one element of internal control 
more important than another? 


Why should the employee who handles cash re- 
ceipts not have the responsibility for maintaining 
the accounts receivable records? Explain. 


. The ticket seller at a movie theater doubles as a 


ticket taker for a few minutes each day while the 
ticket taker is on a break. Which control proce- 
dure of a business’s system of internal control is 
violated in this situation? 


Why should the responsibility for maintaining the 
accounting records be separated from the respon- 
sibility for operations? Explain. 


Assume that Peggy Gyger, accounts payable clerk 
for Patmen Inc., stole $193,750 by paying fictitious 
invoices for goods that were never received. The 
clerk set up accounts in the names of the ficti- 
tious companies and cashed the checks at a local 
bank. Describe a control procedure that would 
have prevented or detected the fraud. 


10. 


Before a voucher for the purchase of merchandise 
is approved for payment, supporting documents 
should be compared to verify the accuracy of the 
liability. Give an example of supporting docu- 
ments for the purchase of merchandise. 


The balance of Cash is likely to differ from the 
bank statement balance. What two factors are 
likely to be responsible for the difference? 


What is the purpose of preparing a bank reconcili- 
ation? 


Smyrna Inc. has a petty cash fund of $900. (a) 
Since the petty cash fund is only $900, should 
Smyrna Inc. implement controls over petty cash? 
(b) What controls, if any, could be used for the 
petty cash fund? 


(a) How are cash equivalents reported in the fi- 
nancial statements? (b) What are some examples 
of cash equivalents? 
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Practice Exercises 


Learning 
Objectives 
OBJ. 2 


OBJ. 2 


OBJ. 4 


OBJ.4 


Example 
Exercises 


EE 8-1 365 


EE 8-1 p. 365 


EE 8-2 p.3/0 


EE 8-2 p.3/0 


PE 8-1A_ Internal control elements 


Identify each of the following as relating to (a) the control environment, (b) control pro- 
cedures, or (c) information and communication. 


1. Separating related operations 
2. Report of internal auditors 


3. Management’s philosophy and operating style 


PE 8-1B_ Internal control elements 


Identify each of the following as relating to (a) the control environment, (b) control 
procedures, or (c) monitoring. 


1. Personnel policies 
2. Safeguarding inventory in a locked warehouse 


3. Hiring of external auditors to review the adequacy of controls 


PE 8-2A_ Items on company’s bank statement 

The following items may appear on a bank statement: 

1. EFT payment 

2. Note collected for company 

3. Bank correction of an error from recording a $7,200 deposit as $2,700 
4. Service charge 


Using the format shown below, indicate whether each item would appear as a debit or 
credit memo on the bank statement and whether the item would increase or decrease 
the balance of the company’s account. 


Appears on the 
Bank Statement as Increases or Decreases the 
a Debit or Credit Balance of the Company’s 
Item No. Memo Bank Account 


PE 8-2B_ Items on company’s bank statement 
The following items may appear on a bank statement: 


1. NSF check 
2. Bank correction of an error from posting another customer’s check to the company’s 
account 


3. Loan proceeds 
4. EFT deposit 
Using the format shown below, indicate whether each item would appear as a debit or 


credit memo on the bank statement and whether the item would increase or decrease 
the balance of the company’s account. 


Appears on the 
Bank Statement as Increases or Decreases the 
a Debit or Credit Balance of the Company’s 


Item No. Memo Bank Account 
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Learning Example 
Objectives Exercises 


OBJ.5 EE8-3 p.374 PE8-3A Bank reconciliation 


The following data were gathered to use in reconciling the bank account of Azalea Company: 


Balance per bank $25,500 
Balance per company records 27,475 
Bank service charges 75 
Deposit in transit 7,500 
NSF check 3,400 
Outstanding checks 9,000 


a. What is the adjusted balance on the bank reconciliation? 


b. Journalize any necessary entries for Azalea Company based on the bank reconciliation. 


OBJ.5 EE8-3 »374 PE8-3B_ Bank reconciliation 
The following data were gathered to use in reconciling the bank account of Bradford Company: 


Balance per bank $17,400 
Balance per company records 5,765 
Bank service charges 125 
Deposit in transit 3,000 
Note collected by bank with $360 interest 9,360 
Outstanding checks 5,400 


a. What is the adjusted balance on the bank reconciliation? 


b. Journalize any necessary entries for Bradford Company based on the bank reconciliation. 


OBJ.6 EE8-4 p37 PES8-4A Petty cash fund 
Prepare journal entries for each of the following: 
a. Issued a check to establish a petty cash fund of $800. 


b. The amount of cash in the petty cash fund is $225. Issued a check to replenish the 
fund, based on the following summary of petty cash receipts: repair expense, $450 
and miscellaneous selling expense, $75. Record any missing funds in the cash short 
and over account. 


OBJ.6 EE8-4 »376 PE8-4B Petty cash fund 
Prepare journal entries for each of the following: 
a. Issued a check to establish a petty cash fund of $750. 


b. The amount of cash in the petty cash fund is $325. Issued a check to replenish the fund, 
based on the following summary of petty cash receipts: store supplies, $300 and miscella- 
neous selling expense, $100. Record any missing funds in the cash short and over account. 


OBJ.8 EE8-5 » 378 PE8-5A_ Ratio of cash to monthly cash expenses 


(FAT) Financial data for Hauser Company are shown below. 


For Year Ending 
December 31, 2012 


Cash on December 31, 2012 $ 58,800 
Cash flow from operations (72,000) 


a. Compute the ratio of cash to monthly cash expenses. 


b. Interpret the results computed in (). 


OBJ.8  EE8-5 »3/8 PE8-5B_ Ratio of cash to monthly cash expenses 
Financial data for Preston Company are shown below. 


[F AT) For Year Ending 


December 31, 2012 
Cash on December 31, 2012 $ 184,800 
Cash flow from operations (158,400) 


a. Compute the ratio of cash to monthly cash expenses. 


b. Interpret the results computed in (a). 
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OBJ. 1 EX 8-1 Sarbanes-Oxley internal control report 


Using Wikpedia (www.wikpedia.com), look up the entry for Sarbanes-Oxley Act. Look 
over the table of contents and find the section that describes Section 404. 


mmm What does Section 404 require of management’s internal control report? 


OBJ. 2,3 EX 8-2. Internal controls 


Joan Whalen has recently been hired as the manager of Jittery Coffee Shop. Jittery Cof- 
fee Shop is a national chain of franchised coffee shops. During her first month as store 
manager, Joan encountered the following internal control situations: 


a. Since only one employee uses the cash register, that employee is responsible for count- 
ing the cash at the end of the shift and verifying that the cash in the drawer matches 
the amount of cash sales recorded by the cash register. Joan expects each cashier to 
balance the drawer to the penny every time—no exceptions. 


b. Joan caught an employee putting a case of 400 single-serving tea bags in her car. Not 
wanting to create a scene, Joan smiled and said, “I don’t think you’re putting those 
tea bags on the right shelf. Don’t they belong inside the coffee shop?” The employee 
returned the tea bags to the stockroom. 


c. Jittery Coffee Shop has one cash register. Prior to Joan’s joining the coffee shop, each 
employee working on a shift would take a customer order, accept payment, and then 
prepare the order. Joan made one employee on each shift responsible for taking orders 
and accepting the customer’s payment. Other employees prepare the orders. 


—£ State whether you agree or disagree with Joan’s method of handling each situ- 
ation and explain your answer. 


OBJ. 2,3 EX 8-3 Internal controls 


Meridian Clothing is a retail store specializing in women’s clothing. The store has established 
a liberal return policy for the holiday season in order to encourage gift purchases. Any item 
purchased during November and December may be returned through January 31, with a re- 
ceipt, for cash or exchange. If the customer does not have a receipt, cash will still be refunded 
for any item under $50. If the item is more than $50, a check is mailed to the customer. 


Whenever an item is returned, a store clerk completes a return slip, which the customer 
signs. The return slip is placed in a special box. The store manager visits the return counter 
approximately once every two hours to authorize the return slips. Clerks are instructed to 
place the returned merchandise on the proper rack on the selling floor as soon as possible. 


This year, returns at Meridian Clothing have reached an all-time high. There are a 
large number of returns under $50 without receipts. 


a, iio How can sales clerks employed at Meridian Clothing use the store’s return 
policy to steal money from the cash register? 


b, «aie NY/at internal control weaknesses do you see in the return policy that make 
cash thefts easier? 


c iii NX OUIC issuing a store credit in place of a cash refund for all merchandise 
returned without a receipt reduce the possibility of theft? List some advantages and 
disadvantages of issuing a store credit in place of a cash refund. 


d</#£/£ Assume that Meridian Clothing is committed to the current policy of issuing 
cash refunds without a receipt. What changes could be made in the store’s procedures 
regarding customer refunds in order to improve internal control? 


OBJ. 2,3 EX 8-4 Internal controls for bank lending 


Evergreen Bank provides loans to businesses in the community through its Commercial 
Lending Department. Small loans (less than $250,000) may be approved by an individual 
loan officer, while larger loans (greater than $250,000) must be approved by a board of 
loan officers. Once a loan is approved, the funds are made available to the loan appli- 
cant under agreed-upon terms. The president of Evergreen Bank has instituted a policy 


OBJ. 2,3 


OBJ. 2,3 


OBJ. 2,3 


OBJ. 2,3 
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whereby he has the individual authority to approve loans up to $10,000,000. The president 
believes that this policy will allow flexibility to approve loans to valued clients much 
quicker than under the previous policy. 


“uma As an internal auditor of Evergreen Bank, how would you respond to this change 
in policy? 


EX 8-5 Internal controls 


One of the largest losses in history from unauthorized securities trading involved a se- 
curities trader for the French bank, Societe Generale. The trader was able to circumvent 
internal controls and create over $7 billion in trading losses in six months. The trader 
apparently escaped detection by using knowledge of the bank’s internal control systems 
learned from a previous back-office monitoring job. Much of this monitoring involved the 
use of software to monitor trades. In addition, traders were usually kept to tight trading 
limits. Apparently, these controls failed in this case. 


mum “hat general weaknesses in Societe Generale’s internal controls contributed to 
the occurrence and size of the losses? 


EX 8-6 Internal controls 


An employee of JHT Holdings, Inc., a trucking company, was responsible for resolving 
roadway accident claims under $25,000. The employee created fake accident claims and 
wrote settlement checks of between $5,000 and $25,000 to friends or acquaintances act- 
ing as phony “victims.” One friend recruited subordinates at his place of work to cash 
some of the checks. Beyond this, the JHT employee also recruited lawyers, who he 
paid to represent both the trucking company and the fake victims in the bogus accident 
settlements. When the lawyers cashed the checks, they allegedly split the money with 
the corrupt JHT employee. This fraud went undetected for two years. 


am, \Nhy would it take so long to discover such a fraud? 


EX 8-7 Internal controls 

Frog Sound Co. discovered a fraud whereby one of its front office administrative employ- 
ees used company funds to purchase goods, such as computers, digital cameras, compact 
disk players, and other electronic items for her own use. The fraud was discovered when 
employees noticed an increase in delivery frequency from vendors and the use of unusual 
vendors. After some investigation, it was discovered that the employee would alter the 
description or change the quantity on an invoice in order to explain the cost on the bill. 


<am—, What general internal control weaknesses contributed to this fraud? 


EX 8-8 Financial statement fraud 

A former chairman, CFO, and controller of Donnkenny, Inc., an apparel company that makes 
sportswear for Pierre Cardin and Victoria Jones, pleaded guilty to financial statement 
fraud. These managers used false journal entries to record fictitious sales, hid inventory 
in public warehouses so that it could be recorded as “sold,” and required sales orders to 
be backdated so that the sale could be moved back to an earlier period. The combined 
effect of these actions caused $25 million out of $40 million in quarterly sales to be phony. 


a. iii “hy might control procedures listed in this chapter be insufficient in stopping 
this type of fraud? 
b. —<iccZ- How could this type of fraud be stopped? 


EX 8-9 Internal control of cash receipts 

The procedures used for over-the-counter receipts are as follows. At the close of each 
day’s business, the sales clerks count the cash in their respective cash drawers, after which 
they determine the amount recorded by the cash register and prepare the memo cash 
form, noting any discrepancies. An employee from the cashier’s office counts the cash, 
compares the total with the memo, and takes the cash to the cashier’s office. 


q. aaa Indicate the weak link in internal control. 


b. suai How can the weakness be corrected? 
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OBJ. 2,3 


OBJ. 2,3 


OBJ. 2,3 


OBJ.2,3 


OBJ.2,3 
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EX 8-10 Internal control of cash receipts 

Mel Lane works at the drive-through window of Bison Burgers. Occasionally, when a 
drive-through customer orders, Mel fills the order and pockets the customer’s money. He 
does not ring up the order on the cash register. 

amma \dentify the internal control weaknesses that exist at Bison Burgers, and discuss 
what can be done to prevent this theft. 


EX 8-11 Internal control of cash receipts 

The mailroom employees send all remittances and remittance advices to the cashier. The 
cashier deposits the cash in the bank and forwards the remittance advices and duplicate 
deposit slips to the Accounting Department. 


a. =i Tr dicate the weak link in internal control in the handling of cash receipts. 


b. willie Toy can the weakness be corrected? 


EX 8-12 Entry for cash sales; cash short 


The actual cash received from cash sales was $27,943, and the amount indicated by the cash 
register total was $28,000. Journalize the entry to record the cash receipts and cash sales. 


EX 8-13 Entry for cash sales; cash over 


The actual cash received from cash sales was $13,590, and the amount indicated by the cash 
register total was $13,540. Journalize the entry to record the cash receipts and cash sales. 


EX 8-14 Internal control of cash payments 


Signs-A-Rama Co. is a small merchandising company with a manual accounting system. 
An investigation revealed that in spite of a sufficient bank balance, a significant amount 
of available cash discounts had been lost because of failure to make timely payments. In 
addition, it was discovered that the invoices for several purchases had been paid twice. 
“mm Outline procedures for the payment of vendors’ invoices, so that the possibili- 


ties of losing available cash discounts and of paying an invoice a second time will be 
minimized. 


EX 8-15 Internal control of cash payments 


Digit Tech Company, a communications equipment manufacturer, recently fell victim to a 
fraud scheme developed by one of its employees. To understand the scheme, it is neces- 
sary to review Digit Tech’s procedures for the purchase of services. 

The purchasing agent is responsible for ordering services (such as repairs to a pho- 
tocopy machine or office cleaning) after receiving a service requisition from an autho- 
rized manager. However, since no tangible goods are delivered, a receiving report is not 
prepared. When the Accounting Department receives an invoice billing Digit Tech for a 
service call, the accounts payable clerk calls the manager who requested the service in 
order to verify that it was performed. 

The fraud scheme involves Loretta Trent, the manager of plant and facilities. Loretta 
arranged for her uncle’s company, Laser Systems, to be placed on Digit Tech’s approved 
vendor list. Loretta did not disclose the family relationship. 

On several occasions, Loretta would submit a requisition for services to be provided 
by Laser Systems. However, the service requested was really not needed, and it was 
never performed. Laser Systems would bill Digit Tech for the service and then split the 
cash payment with Loretta. 


“a-,-€ ''xplain what changes should be made to Digit Tech’s procedures for ordering 
and paying for services in order to prevent such occurrences in the future. 


OBJ.5 


OBJ.5 


OBJ.5 


V Adjusted balance: 


$16,000 


OBJ.5 


OBJ.5 


OBJ.5 


Vv Adjusted balance: 


$14,000 
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EX 8-16 Bank reconciliation 


Identify each of the following reconciling items as: (a) an addition to the cash balance 
according to the bank statement, (b) a deduction from the cash balance according to the 
bank statement, (c) an addition to the cash balance according to the company’s records, 
or (d) a deduction from the cash balance according to the company’s records. (None of 
the transactions reported by bank debit and credit memos have been recorded by the 
company.) 


1. Bank service charges, $120. 


2. Check of a customer returned by bank to company because of insufficient funds, 
$4,200. 


Check for $240 incorrectly recorded by the company as $420. 
Check for $1,000 incorrectly charged by bank as $10,000. 
Deposit in transit, $24,950. 

Outstanding checks, $18,100. 

Note collected by bank, $15,600. 


Sa 


EX 8-17. Entries based on bank reconciliation 


Which of the reconciling items listed in Exercise 8-16 require an entry in the company’s 
accounts? 


EX 8-18 Bank reconciliation 
The following data were accumulated for use in reconciling the bank account of Maple- 
wood Co. for July: 


1. Cash balance according to the company’s records at July 31, $15,600. 

2. Cash balance according to the bank statement at July 31, $16,230. 

3. Checks outstanding, $3,180. 

4, Deposit in transit, not recorded by bank, $2,950. 

5. A check for $270 in payment of an account was erroneously recorded in the check 
register as $720. 

6. Bank debit memo for service charges, $50. 

a. Prepare a bank reconciliation, using the format shown in Exhibit 7. 


b. If the balance sheet were prepared for Maplewood Co. on July 31, what amount should 
be reported for cash? 
c. Must a bank reconciliation always balance (reconcile)? 


EX 8-19 Entries for bank reconciliation 
Using the data presented in Exercise 8-18, journalize the entry or entries that should be 
made by the company. 


EX 8-20 Entries for note collected by bank 

Accompanying a bank statement for O’Fallon Company is a credit memo for $21,200, rep- 
resenting the principal ($20,000) and interest ($1,200) on a note that had been collected 
by the bank. The company had been notified by the bank at the time of the collection, 
but had made no entries. Journalize the entry that should be made by the company to 
bring the accounting records up to date. 


EX 8-21 Bank reconciliation 
An accounting clerk for Muskegon Co. prepared the following bank reconciliation: 
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Muskegon Co. 
Bank Reconciliation 
May 31, 2012 
Cash balance according to company’s records ..........- eee seen renee $ 5,110 
Add Outstandingichecksites hese sete eance: eatin tte es $2,500 
Error by Muskegon Co. in recording Check 
NO.'22119'as SSiOlinstead Of S1.S0 as eeitaet taal noslaaaeryentoet. 630 
Note for $8,000 collected by bank, including interest............ 8,320 11,450 
$16,560 
Deduct: Depositin tramsitiom MAY 3.1) vicioo ccs etarereceiele easter $5,200 
Bank SCrvice:GhanGeS- nents wie sie merle a. stein aero 60 5,260 
Cash balance according to bank statement...............+eeseeeeee $11,300 


a. From the data in the above bank reconciliation, prepare a new bank reconciliation for 
Muskegon Co., using the format shown in the illustrative problem. 


b. If a balance sheet were prepared for Muskegon Co. on May 31, 2012, what amount 
should be reported for cash? 


OBJ.5 EX 8-22 Bank reconciliation 


Y Corrected adjusted Identify the errors in the following bank reconciliation: 
balance: $13,000 


Alma Co. 
Bank Reconciliation 
For the Month Ended November 30, 2012 
Cash balance according to bank statement..................0 eee eee $12,090 
Add outstanding checks: 
No: SI SAR REAR LIE DEM. lat Lana ae ate rae aeithcetotedanet ates Mars aeerere erate $ 850 
OG Oliyaie tate cxscaxe avers, 016) ainle  giaiete wueteve wig, eee eeeatalcle Speen araial oem Reet 615 
Ce IR SECA SS CITCRR ec Pacis FiO te CLA OR oir: GUS bn apr Aree ioe ¢ 850 
iS felehaS Ge de Mae Eee re ee Soe Ras Bee ee OU ope nee oes tor - 19h 3,090 
$15,180 
Deduct deposit of November 30, not recorded by bank .............. 4,000 
Adjusted! balancer. ccc ean cect ore cere cl ee ce Cree ees $11,180 
Cash balance according to company’s records..............eeeeee cece $ 4,430 
Add: Proceeds of note collected by bank: 
Principall:. cz s::.: danas s, kates btele aise nena thas Ghee coro rs. oe $5,000 
We MCE eG rc O ME Sonera sags onan Comers 200 $5,200 
S@NVICEIEhAlG eS. ..csck cae. eauater as tore ccleaner ea hates 30 5,230 
$ 9,660 
Deduct: Check returned because of insufficient funds................ $1,100 
Error in recording November 23 deposit of $6,100 as $1,600.. 4,500 5,600 
Adjustedibalan€ese. niacin eae Sah eo ee a ee er ae $ 4,060 
OBJ. 2,3,5 EX 8-23 Using bank reconciliation to determine cash receipts stolen 


Lasting Impressions Co. records all cash receipts on the basis of its cash register tapes. 
Lasting Impressions Co. discovered during April 2012 that one of its sales clerks had 
stolen an undetermined amount of cash receipts when she took the daily deposits to the 
bank. The following data have been gathered for April: 


Cash in bank according to the general ledger $ 8,900 
Cash according to the April 30, 2012, bank statement 20,500 
Outstanding checks as of April 30, 2012 6,800 
Bank service charge for April 100 
Note receivable, including interest collected by bank in April 10,400 


No deposits were in transit on April 30. 


a. Determine the amount of cash receipts stolen by the sales clerk. 


b, ali What accounting controls would have prevented or detected this theft? 


OBJ.6 


OBJ.8 
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EX 8-24 Petty cash fund entries 
Journalize the entries to record the following: 
a. Check No. 6300 is issued to establish a petty cash fund of $1,200. 


b. The amount of cash in the petty cash fund is now $200. Check No. 6527 is issued 
to replenish the fund, based on the following summary of petty cash receipts: office 
supplies, $650; miscellaneous selling expense, $230; miscellaneous administrative ex- 
pense, $90. (Since the amount of the check to replenish the fund plus the balance 
in the fund do not equal $1,200, record the discrepancy in the cash short and over 
account.) 


EX 8-25 Variation in cash flows 


Mattel, Inc., designs, manufactures, and markets toy products worldwide. Mattel’s toys 
include Barbie™ fashion dolls and accessories, Hot Wheels™, and Fisher-Price brands. 
For a recent year, Mattel reported the following net cash flows from operating activities 
(in thousands): 


First quarter ending March 31 $ (214,807) 
Second quarter ending June 30 (135,003) 
Third quarter ending September 30 31,003 
Fourth quarter December 31 1,102,915 


“mmm Explain why Mattel reported negative net cash flows from operating activities 
during the first two quarters, a small positive net cash flow in the third quarter, and a 
large positive cash flow for the fourth quarter with overall net positive cash flow for 
the year. 


EX 8-26 Cash to monthly cash expenses ratio 


During 2012, Pierport Inc. has monthly cash expenses of $400,000. On December 31, 
2012, the cash balance is $3,600,000. 


a. Compute the ratio of cash to monthly cash expenses. 
b —=ii/-z£, Based on (a), what are the implications for Pierport Inc.? 


EX 8-27. Cash to monthly cash expenses ratio 


Delta Air Lines, one of the world’s largest airlines, provides passenger and cargo services 
throughout the United States and the world. Delta reported the following financial data 
(in millions) for the year ended December 31, 2008: 


Net cash flows from operating activities $(1,7 07) 
Cash and cash equivalents, December 31, 2008 4,255 


a. Determine the monthly cash expenses. Round to one decimal place. 
b. Determine the ratio of cash to monthly cash expenses. Round to one decimal place. 


c —<£- Based on your analysis, do you believe that Delta will remain in business? 


EX 8-28 Cash to monthly cash expenses ratio 

Allos Therapeutics, Inc., is a biopharmaceutical company that develops drugs for the treat- 
ment of cancer. Allos Therapeutics reported the following financial data (in thousands) 
for the years ending December 31, 2008, 2007, and 2006. 


For Years Ending December 31 


2008 2007 2006 
Cash and cash equivalents $ 30,696 $ 16,103 $ 10,437 


Net cash flows from operations (42,850) (30,823) (25,147) 
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a. 


b. 


Determine the monthly cash expenses for 2008, 2007, and 2006. Round to one decimal 
place. 

Determine the ratio of cash to monthly cash expenses as of December 31, 2008, 2007, 
and 2006. Round to one decimal place. 

aussie Based on (a) and (b), comment on Allos Therapeutics’ ratio of cash to monthly 
operating expenses for 2008, 2007, and 2006. 


OBJ. 2,3 PR 8-1A_ Evaluating internal control of cash 
The following procedures were recently installed by Pine Creek Company: 


a. 


b. 


Along with petty cash expense receipts for postage, office supplies, etc., several post- 
dated employee checks are in the petty cash fund. 

After necessary approvals have been obtained for the payment of a voucher, the trea- 
surer signs and mails the check. The treasurer then stamps the voucher and supporting 
documentation as paid and returns the voucher and supporting documentation to the 
accounts payable clerk for filing. 

At the end of each day, all cash receipts are placed in the bank’s night depository. 
The accounts payable clerk prepares a voucher for each disbursement. The voucher 
along with the supporting documentation is forwarded to the treasurer’s office for 
approval. 

At the end of each day, an accounting clerk compares the duplicate copy of the daily 
cash deposit slip with the deposit receipt obtained from the bank. 


The bank reconciliation is prepared by the cashier, who works under the supervision 
of the treasurer. 


All mail is opened by the mail clerk, who forwards all cash remittances to the cashier. 
The cashier prepares a listing of the cash receipts and forwards a copy of the list to 
the accounts receivable clerk for recording in the accounts. 


At the end of the day, cash register clerks are required to use their own funds to make 
up any cash shortages in their registers. 


Instructions 


—-Tndicate whether each of the procedures of internal control over cash represents 
(1) a strength or (2) a weakness. For each weakness, indicate why it exists. 


OBJ. 3,6 PR 8-2A_ Transactions for petty cash, cash short and over 


— Picasso Restoration Company completed the following selected transactions during 
F August 2012: 


Aug. 1. Established a petty cash fund of $750. 


10. The cash sales for the day, according to the cash register records, totaled 
$9,780. The actual cash received from cash sales was $9,800. 


31. Petty cash on hand was $240. Replenished the petty cash fund for the follow- 
ing disbursements, each evidenced by a petty cash receipt: 


Aug. 3. Store supplies, $251. 
7. Express charges on merchandise sold, $60 (Delivery Expense). 
9. Office supplies, $20. 
13. Office supplies, $30. 
19. Postage stamps, $11 (Office Supplies). 


21. Repair to office file cabinet lock, $40 (Miscellaneous Administrative 
Expense). 


OBJ.5 


¥ 1. Adjusted 
balance: $11,400 


OBJ.5 


Y 1. Adjusted 
balance: $23,750 
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Aug. 22. Postage due on special delivery letter, $18 (Miscellaneous Adminis- 
trative Expense). 


24. Express charges on merchandise sold, $50 (Delivery Expense). 
30. Office supplies, $15. 


31. The cash sales for the day, according to the cash register records, totaled 
$11,200. The actual cash received from cash sales was $11,130. 


31. Decreased the petty cash fund by $100. 


Instructions 
Journalize the transactions. 


PR 8-3A_ Bank reconciliation and entries 

The cash account for Online Medical Co. at June 30, 2012, indicated a balance of $9,375. 

The bank statement indicated a balance of $10,760 on June 30, 2012. Comparing the bank 

statement and the accompanying canceled checks and memos with the records revealed 

the following reconciling items: 

a. Checks outstanding totaled $3,900. 

b. A deposit of $4,000, representing receipts of June 30, had been made too late to ap- 
pear on the bank statement. 

c. The bank had collected $2,100 on a note left for collection. The face of the note was 
$2,000. 


d. A check for $550 returned with the statement had been incorrectly recorded by Online 
Medical Co. as $500. The check was for the payment of an obligation to Hirsch Co. 
for the purchase on account. 


e. A check drawn for $60 had been erroneously charged by the bank as $600. 


f. Bank service charges for June amounted to $25. 


Instructions 
1. Prepare a bank reconciliation. 


2. Journalize the necessary entries. The accounts have not been closed. 


3. If a balance sheet were prepared for Online Medical Co. on June 30, 2012, what 
amount should be reported as cash? 


PR 8-4A_ Bank reconciliation and entries 

The cash account for Bravo Bike Co. at May 1, 2012, indicated a balance of $15,085. 
During May, the total cash deposited was $75,100 and checks written totaled $69,750. 
The bank statement indicated a balance of $25,460 on May 31. Comparing the bank state- 
ment, the canceled checks, and the accompanying memos with the records revealed the 


following reconciling items: 

a. Checks outstanding totaled $11,360. 

b. A deposit of $9,200, representing receipts of May 31, had been made too late to ap- 
pear on the bank statement. 

c. The bank had collected for Bravo Bike Co. $4,725 on a note left for collection. The 
face of the note was $4,500. 

d. A check for $490 returned with the statement had been incorrectly charged by the 
bank as $940. 

e. A check for $410 returned with the statement had been recorded by Bravo Bike Co. 

as $140. The check was for the payment of an obligation to Portage Co. on account. 

Bank service charges for July amounted to $40. 

’ check for $1,100 from Elkhart Co. was returned by the bank because of insufficient 

funds. 
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OBJ.5 


¥ 1. Adjusted 
balance: $13,900.50 


Instructions 
1. Prepare a bank reconciliation as of May 31. 
2. Journalize the necessary entries. The accounts have not been closed. 


3. If a balance sheet were prepared for Bravo Bike Co. on May 31, 2012, what amount 
should be reported as cash? 


PR8-5A_ Bank reconciliation and entries 

Oneida Furniture Company deposits all cash receipts each Wednesday and Friday in a 
night depository, after banking hours. The data required to reconcile the bank statement 
as of June 30 have been taken from various documents and records and are reproduced 
as follows. The sources of the data are printed in capital letters. All checks were written 
for payments on account. 


CASH ACCOUNT: 

Balance as of June 1 $9,317.40 
CASH RECEIPTS FOR MONTH OF JUNE $9,524.16 
DUPLICATE DEPOSIT TICKETS: 


Date and amount of each deposit in June: 


Date Amount Date Amount Date Amount 
June 1 $1,080.50 June 10 S$ 896.61 June 22 $ 897.34 
3 854.17 5) 882.95 24 942.71 
8 845.00 17 1,607.64 30 1,517.24 
CHECKS WRITTEN: 


Number and amount of each check issued in June: 


Check No. Amount Check No. Amount Check No. Amount 
740 S28 7250 747 Void 754 $ 449.75 
741 495.15 748 $450.90 755 27275 
742 501.90 749 640.13 756 113.95 
743 671.30 750 276.77 Th 407.95 
744 560.88 751 299.37 758 259.60 
745 (e225 752 537.01 759 901.50 
746 298.66 753 380.95 760 486.39 
Total amount of checks issued in June $8,359.66 


BANK RECONCILIATION FOR PRECEDING MONTH: 


Oneida Furniture Company 


Bank Reconciliation 
May 31, 20— 
Cash balance according to bank statement....................0.000- $ 9,447.20 
Add deposit for May 31, not recorded by bank..................0000- 690.25 
$10,137.45 
Deduct outstanding checks: 

ORY CH netoe Aha Aeon ea PEM AEPMO OTE TO Ook cc lo OU non Ameloe tick $162.15 

L3G 5s sce tacaass alerts co alae ove ates uedaied gs © tiles ace aR EY a A 345.95 

D380 spray ag shas SE ayes trrenn, SOLS R ER aes RE REE EEE 251.40 
VS rarer Pe erin ECR NON oti er ae heh iS MiG ed 6 vis a ow make le 60.55 820.05 
Adjustedibalameee occ... «nv naealetene scliuunel ghee tae eae $ 9,317.40 
Cash balance according to company’s records..............s...00e.. § 9,352.50 
De Guct Service GMalG OSi9 cs.acccsuaaseysencars sitet ote ees 35.10 


Adjusted balancessh. iin ter innee tee: cuttin: taney eae ae $ 9,317.40 
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JUNE BANK STATEMENT: 


MEMBER FDIC PAGE 1 


AMERICAN NATIONAL BANK ACCOUNT NUMBER 
OF CHICAGO 


FROM 6/01/20- TO 6/30/20- 
CHICAGO, IL 60603 (312)441-1239 BALANCE 


9,447.20 
9 DEPOSITS 8,691.77 


20 WITHDRAWALS 8,014.57 


ONEIDA FURNIT 
PRE COME ANY 4 OTHER DEBITS 


AND CREDITS 3,570.00CR 
NEW BALANCE 13,494.60 


x ——— CHECKS AND OTHER DEBITS — — — « -— DEPOSITS — — « — DATE — « —-—- BALANCE-— + 


No.731 162.15 No.736 545.95 690.25 6/01 9,629.55 
No.739 60.55 No.740 257.50 1,080.50 6/02 10,411.80 
No.741 495.15 No.742 501.90 854.17 6/04 10,268.92 
No.743 671.30 No.744 506.88 840.50 6/09 9,951.24 
No.745 117.25 No.746 298.66 MS 3,500.00 6/09 13,015.33 
No.748 450.90 No.749 640.13 MS 210.00 6/09 12,134.30 
No.750 276.77 No.751 299.57 896.61 6/11 18,454.77 
No.752 537.01 No.753 380.95 882.95 6/16 128,419.76 
No. 754 449.75 No.755 878.75 1,606.74 6/18 13,504.00 
No.757 407.95 No.759 901.50 897.54 6/23 12,891.89 
942.71 6/85 13,854.60 

NSF 3500.00 6/28 13,554.60 

SC 40.00 6/30 13,494.60 


EC — ERROR CORRECTION OD — OVERDRAFT 
MS — MISCELLANEOUS PS — PAYMENT STOPPED 
NSF — NOT SUFFICIENT FUNDS SC — SERVICE CHARGE 


THE RECONCILEMENT OF THIS STATEMENT WITH YOUR RECORDS IS ESSENTIAL. 
ANY ERROR OR EXCEPTION SHOULD BE REPORTED IMMEDIATELY. 


Instructions 


ik, 


Prepare a bank reconciliation as of June 30. If errors in recording deposits or checks 
are discovered, assume that the errors were made by the company. Assume that all 
deposits are from cash sales. All checks are written to satisfy accounts payable. 


Journalize the necessary entries. The accounts have not been closed. 
What is the amount of Cash that should appear on the balance sheet as of June 30? 


- Assume that a canceled check for $270 has been incorrectly recorded by the 
bank as $720. Briefly explain how the error would be included in a bank reconcilia- 
tion and how it should be corrected. 


Problems Series B 


OBJ. 2,3 PR8-1B___ Evaluate internal control of cash 
The following procedures were recently installed by The Blind Shop: 


a. 


At the end of a shift, each cashier counts the cash in his or her cash register, unlocks 
the cash register record, and compares the amount of cash with the amount on the 
record to determine cash shortages and overages. 

Checks received through the mail are given daily to the accounts receivable clerk for 
recording collections on account and for depositing in the bank. 

Each cashier is assigned a separate cash register drawer to which no other cashier has access. 
Vouchers and all supporting documents are perforated with a PAID designation after 
being paid by the treasurer. 
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OBJ. 3,6 


hy 
2 
& 


OBJ.5 


¥ 1. Adjusted 
balance: $27,000 


GENERAL 
*« LEDGERS* 


e. All sales are rung up on the cash register, and a receipt is given to the customer. All 
sales are recorded on a record locked inside the cash register. 


f. Disbursements are made from the petty cash fund only after a petty cash receipt has 
been completed and signed by the payee. 


g. The bank reconciliation is prepared by the cashier. 


Instructions 


mmm [dicate whether each of the procedures of internal control over cash represents 
(1) a strength or (2) a weakness. For each weakness, indicate why it exists. 


PR 8-2B_ Transactions for petty cash, cash short and over 
Cedar Springs Company completed the following selected transactions during November 2012: 
Nov. 1. Established a petty cash fund of $850. 


12. The cash sales for the day, according to the cash register records, totaled 
$16,100. The actual cash received from cash sales was $16,175. 


30. Petty cash on hand was $70. Replenished the petty cash fund for the follow- 
ing disbursements, each evidenced by a petty cash receipt: 


Nov. 2. Store supplies, $100. 


10. Express charges on merchandise purchased, $260 (Merchandise 
Inventory). 


14. Office supplies, $125. 

15. Office supplies, $80. 

18. Postage stamps, $70 (Office Supplies). 

20. Repair to. fax, $35 (Miscellaneous Administrative Expense). 

21. Repair to office door lock, $15 (Miscellaneous Administrative Expense). 


22. Postage due on special delivery letter, $40 (Miscellaneous Adminis- 
trative Expense). 


28. Express charges on merchandise purchased, $40 (Merchandise Inventory). 


30. The cash sales for the day, according to the cash register records, totaled 
$19,415. The actual cash received from cash sales was $19,350. 


30. Increased the petty cash fund by $150. 


Instructions 
Journalize the transactions. 


PR 8-3B Bank reconciliation and entries 


The cash account for Ambulance Systems at February 29, 2012, indicated a balance of 
$20,580. The bank statement indicated a balance of $24,750 on February 29, 2012. Com- 
paring the bank statement and the accompanying canceled checks and memos with the 
records reveals the following reconciling items: 


a. Checks outstanding totaled $9,300. 


b. A deposit of $12,000, representing receipts of February 29, had been made too late 
to appear on the bank statement. 


c. The bank had collected $6,240 on a note left for collection. The face of the note was $6,000. 


d. A check for $140 returned with the statement had been incorrectly recorded by 
Ambulance Systems as $410. The check was for the payment of an obligation to Holland 
Co. for the purchase of office supplies on account. 


e. A check drawn for $725 had been incorrectly charged by the bank as $275. 
f. Bank service charges for February amounted to $90. 

Instructions 

1. Prepare a bank reconciliation. 

2. Journalize the necessary entries. The accounts have not been closed. 


3. If a balance sheet were prepared for Ambulance Systems on February 29, 2012, what 
amount should be reported as cash? 


OBJ.5 


VY 1. Adjusted 
balance: $30,175 


OBJ.5 


V 1. Adjusted 
balance: $11,200.00 
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PR 8-4B Bank reconciliation and entries 


The cash account for South Bay Sports Co. on April 1, 2012, indicated a balance of 
$35,025. During April, the total cash deposited was $83,150, and checks written totaled 
$90,000. The bank statement indicated a balance of $34,345 on April 30, 2012. Comparing 
the bank statement, the canceled checks, and the accompanying memos with the records 
revealed the following reconciling items: 


a. Checks outstanding totaled $7,700. 


b. A deposit of $3,800, representing receipts of April 30, had been made too late to ap- 
pear on the bank statement. 


c. A check for $960 had been incorrectly charged by the bank as $690. 


d. A check for $150 returned with the statement had been recorded by South Bay Sports 
Co. as $1,500. The check was for the payment of an obligation to Jones Co. on account. 


e. The bank had collected for South Bay Sports Co. $2,600 on a note left for collection. 
The face of the note was $2,500. 


f. Bank service charges for June amounted to $50. 
g. A check for $1,900 from Valley Schools Academy was returned by the bank because 
of insufficient funds. 


Instructions 
1. Prepare a bank reconciliation as of April 30. 


2. Journalize the necessary entries. The accounts have not been closed. 


3. If a balance sheet were prepared for South Bay Sports Co. on April 30, 2012, what 
amount should be reported as cash? 


PR 8-5B_ Bank reconciliation and entries 

La Casa Interiors deposits all cash receipts each Wednesday and Friday in a night depository, 
after banking hours. The data required to reconcile the bank statement as of July 31 have 
been taken from various documents and records and are reproduced as follows. The sources 
of the data are printed in capital letters. All checks were written for payments on account. 


BANK RECONCILIATION FOR PRECEDING MONTH (DATED JUNE 30): 


Gash balance according to bank statement. 02.2.5. ..22 0s. sae S$ 9,422.80 
Add deposit of June 30, not recorded by bank...........-0.eesee eee 780.80 
$10,203.60 

Deduct outstanding checks: 

NERS ON ian -aeretonae a cre ooo meen eee ert oe 6 Doc Olamonae cher an Oc $310.10 

PL eee esvsiavaea ve oncerenare ante cesetertene Ieee raaiie tots orien eyottistetat arses Meseyprtentrerereyenns 85.50 

IN Gynt Dara erasers ei/epvieye cane cnohem emer kaa ONO enereiinnel sacar azousitenawewel sueleyenerayatisi sie 92.50 

INIOF (GHG it no atte te ©. dio 8 OAR GeninDIat O95 mao. H1c10 0.0 CID Geer om Olio gir ars O OIC ae 137.50 625.60 
Adjusted DalaNGes..... cite eerste aero Pee neces sc oeetagesvetnenery $ 9,578.00 
Cash balance according to company’s records............+.-e sees eee $ 9,605.70 
GCUGH SERVICE CINARG CS ccc oie sose es oie oreereiare elena eee) isis fc oktisivteln lovelies 27.70 
Adjusted balance. ..........ccecee cere ence eee eee eee e eect eee ens $ 9,578.00 
CASH ACCOUNT: 

Balance as of July 1 § 9,578.00 
CHECKS WRITTEN: 

Number and amount of each check issued in July: 
Check No. Amount Check No. Amount Check No. Amount 
614 $243.50 621 $309.50 628 § 837.70 
615 350.10 622 Void 629 329.90 
616 279.90 623 Void 630 882.80 
617 395.50 624 707.01 631 1,081.56 
618 435.40 625 185.63 632 325.40 
619 320.10 626 550.03 633 310.08 
620 238.87 627 318.73 634 241.71 


Total amount of checks issued in July $8,343.42 
CASH RECEIPTS FOR MONTH OF JULY 6,247.12 


398 Chapter 8 Sarbanes-Oxley, Internal Control, and Cash 


DUPLICATE DEPOSIT TICKETS: 
Date and amount of each deposit in July: 
Date Amount Date Amount Date Amount 
July 2 $569.50 July 12 $580.70 July 23 $731.45 
5 701.80 16 600.10 26 601.50 
9 812.94 9 701.26 31 947.87 
JULY BANK STATEMENT: 


eee 


PAGE 1 


MEMBER FDIC 


AMERICAN NATIONAL BANK 
OF DETROIT FROM 7/01/20- TO 7/31/20- 


ACCOUNT NUMBER 


Deere 
Soe: 


DETROIT, MI 48201-2500 — (313)933-8547 BALANCE 9,422.80 
9 DEPOSITS 6,086.35 


20 WITHDRAWALS 8,237.41 


LA CASA INTERIORS 4 OTHER DEBITS 


AND CREDITS 3,685.00CR 
NEW BALANCE 10,956.74 


*— DEPOSITS — « — DATE — « - BALANCE + 


310.10 No.612 92.50 780.80 07/01 9,801.00 
85.50 No.614 243.50 569.50 07/03 10,041.50 
350.10 No.616 279.90 701.80 07/06 10,113.30 
395.50 No.618 435.40 819.24 O7/11 10,101.64 
320.10 No.620 238.87 580.70 07/13 10,123.37 
309.50 No.624 707.01 MS 4,000.00 07/14 13,106.86 
158.63 No.626 550.03 MS 160.00 07/14 12,558.20 
318.73 No.629 329.90 600.10 O7/17 12,509.67 
882.80 No.631 1,081.56 NSF 450.00 07/20 10,095.31 
837.70 No.633 310.08 701.26 07/21 9,648.79 
731.45 07/24 10,580.24 

601.50 07/28 10,981.74 

sc 25.00 07/31 10,956.74 


EC — ERROR CORRECTION OD — OVERDRAFT 
MS — MISCELLANEOUS PS — PAYMENT STOPPED 
NSF — NOT SUFFICIENT FUNDS SC — SERVICE CHARGE 
* OK OK 
THE RECONCILEMENT OF THIS STATEMENT WITH YOUR RECORDS IS ESSENTIAL. 
ANY ERROR OR EXCEPTION SHOULD BE REPORTED IMMEDIATELY. 


Instructions 


1. Prepare a bank reconciliation as of July 31. If errors in recording deposits or checks 
are discovered, assume that the errors were made by the company. Assume that all 
deposits are from cash sales. All checks are written to satisfy accounts payable. 


2. Journalize the necessary entries. The accounts have not been closed. 
3. What is the amount of Cash that should appear on the balance sheet as of July 31? 


4. iim Assume that a canceled check for $325 has been incorrectly recorded by the 


bank as $3,250. Briefly explain how the error would be included in a bank reconcili- 
ation and how it should be corrected. 


Cases & Projects 
a __ 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


son/Tetra Images/Jupiter Images 


he sale and purchase of merchandise involves the exchange 
of goods for cash. However, the point at which cash actually 


changes hands varies with the transaction. Consider transactions 
by _a worldwide leader in the design, development, 
manufacture, and distribution of premium sunglasses, goggles, 
prescription eyewear, apparel, footwear, and accessories. Not 
only does the company sell its products through three different 
company-owned retail chains, but it also has approximately 10,000 
independent distributors. 

If you were to buy a pair of sunglasses at an Oakley Vault, 
which is one of the company’s retail outlet stores, you would have 
to pay cash or use a credit card to pay for the glasses before you 


C 


left the store. However, Oakley allows its distributors to purchase 
sunglasses “on account.” These sales on account are recorded as 
receivables due from the distributors. 

As an individual, you also might build up a trusted financial 
history with a local company or department store that would allow 
you to purchase merchandise on account. Like Oakley's distribu- 
tors, your purchase on account would be recorded as an account 
receivable. Such credit transactions facilitate sales and are a sig- 
nificant current asset for many businesses. 

This chapter describes common classifications of receivables, 
illustrates how to account for uncollectible receivables, and dem- 
onstrates the reporting of receivables on the balance sheet. 


CHAPTER 


Learning Objectives 


"After studying this chapter, should be able to: Example Exercises 


Describe the common classes of receivables. 
Classification of Receivables 

Accounts Receivable 

Notes Receivable 

Other Receivables 


Describe the accounting for uncollectible receivables. 
Uncollectible Receivables 


Describe the direct write-off method of accounting for 
uncollectible receivables. 
Direct Write-Off Method for Uncollectible Accounts 


Describe the allowance method of accounting for uncollectible receivables. 
Allowance Method for Uncollectible Accounts 

Write-Offs to the Allowance Account 

Estimating Uncollectibles 


CaS ee 


Compare the direct write-off and allowance methods of 
accounting for uncollectible accounts. 
Comparing Direct Write-Off and Allowance Methods 


Describe the accounting for notes receivable. 
Notes Receivable 
Characteristics of Notes Receivable 
Accounting for Notes Receivable 


Describe the reporting of receivables on the balance sheet. 
Reporting Receivables on the Balance Sheet 


Describe and illustrate the use of accounts receivable turnover and 

number of days’ sales in receivables to evaluate a company’s efficiency 

in collecting its receivables. 

Financial Analysis and Interpretation: Accounts Receivable Turnover EE 9-6 


and Number of Days’ Sales in Receivables 
At a Glance Page 417 
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pescribethe Classification of Receivables 


1 common 


classes of receivables. ; : 
The receivables that result from sales on account are normally accounts receivable 


or notes receivable. The term receivables includes all money claims against other 
entities, including people, companies, and other organizations. Receivables are usu- 
ally a significant portion of the total current assets. 


Accounts Receivable 


The most common transaction creating a receivable is selling merchandise or services 
on account (on credit). The receivable is recorded as a debit to Accounts Receivable. 
Such accounts receivable are normally collected within a short period, such as 30 
or 60 days. They are classified on the balance sheet as a current asset. 

An annual report of La-Z- 


Boy Incorporated reported Notes Receivable 


that receivables made up 
over 46% of La-Z-Boy’s 


papaiet sa Notes receivable are amounts that customers owe for which a formal, written in- 


strument of credit has been issued. If notes receivable are expected to be collected 
within a year, they are classified on the balance sheet as a current asset. 

Notes are often used for credit periods of more than 60 days. For example, an au- 
tomobile dealer may require a down payment at the time of sale and accept a note or 
a series of notes for the remainder. Such notes usually provide for monthly payments. 

Notes may also be used to settle a customer’s account receivable. Notes and ac- 
counts receivable that result from sales transactions are sometimes called trade receiv- 
ables. \n this chapter, all notes and accounts receivable are from sales transactions. 
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Other Receivables 


Other receivables include interest receivable, taxes receivable, and receivables from 
officers or employees. Other receivables are normally reported separately on the bal- 
ance sheet. If they are expected to be collected within one year, they are classified 
as current assets. If collection is expected beyond one year, they are classified as 
noncurrent assets and reported under the caption Investments. 


Uncollectible Receivables pesapiabe 


accounting for 


In prior chapters, the accounting for sales of merchandise or services on account (on gncolect ble tee euler: 
credit) was described and illustrated. A major issue that has not yet been discussed 
is that some customers will not pay their accounts. That is, some accounts receivable 
will be uncollectible. 

Companies may shift the risk of uncollectible receivables to other companies. For 
example, some retailers do not accept sales on account, but will only accept cash or 
credit cards. Such policies shift the risk to the credit card companies. 

Companies may also sell their receivables. This is often the case when a company 
issues its own credit card. For example, Macy's and JCPenney issue their own credit cards. 
Selling receivables is called factoring the receivables. The buyer of the receivables is called 
a factor. An advantage of factoring is that the company selling its receivables immediately 
receives cash for operating and other needs. Also, depending on the factoring agreement, 
some of the risk of uncollectible accounts is shifted to the factor. 

Regardless of how careful a company is in granting credit, some credit sales will be 
uncollectible. The operating expense recorded from uncollectible receivables is called 
bad debt expense, uncollectible accounts expense, or doubtful accounts expense. 

There is no general rule for when an account becomes uncollectible. Some indica- 
tions that an account may be uncollectible include the following: 


1. The receivable is past due. 


2. The customer does not respond to the company’s attempts to collect. 
3. The customer files for bankruptcy. 
4. The customer closes its business. 


5. The company cannot locate the customer. Adams, Stevens & Bradley, 
Ltd. is a collection agency 


If a customer doesn’t pay, a company may turn the account over to a collection _ that operates ona 
agency. After the collection agency attempts to collect payment, any remaining bal- contingency basis. That 


; . is, its fees are based on 
i nt is considered worthless. aaa 
ance in the account is ie Sec 


The two methods of accounting for uncollectible receivables are as follows: 


1. The direct write-off method records bad debt expense only when an account is 
determined to be worthless. 

2. The allowance method records bad debt expense by estimating uncollectible accounts 
at the end of the accounting period. 


The direct write-off method is often used by small companies and companies 
with few receivables.! Generally accepted accounting principles (GAAP), however, 
require companies with a large amount of receivables to use the allowance method. 
As a result, most well-known companies such as General Electric, Pepsi, Intel, and FedEx 
use the allowance method. 


Direct Write-Off Method = peelindtne 


direct write-off 


for Uncollectible Accounts roethod OREO 


for uncollectible 
receivables. 


Under the direct write-off method, Bad Debt Expense is not recorded until the cus- 
tomer’s account is determined to be worthless. At that time, the customer’s account 


receivable is written off. 


1 The direct write-off method is also required for federal income tax purposes. 
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To illustrate, assume that a $4,200 account receivable from D. L. Ross has been 
determined to be uncollectible. The entry to write off the account is as follows: 


si FO I aaa eam 


May |10| Bad Debt Expense 4,200 
2 Accounts Receivable—D. L. Ross 4,200 


LSE ELEC SPEER SEES OPES TS ETS LS I EST INTE TE IE STF IE PLO 


29S EERIE SSE IE EN PEL I SEIN IT LTT TOE EOE LIT EL SFE TET 


An account receivable that has been written off may be collected later. In such 
cases, the account is reinstated by an entry that reverses the write-off entry. The cash 
received in payment is then recorded as a receipt on account. 

To illustrate, assume that the D. L. Ross account of $4,200 written off on May 10 
is later collected on November 21. The reinstatement and receipt of cash is recorded 
as follows: 


iS SaaS a a iat ss 


Nov. |21] Accounts Receivable—D. L. Ross 4,200 
Bad Debt Expense 


i aS saat 


21] Cash 4,200 
Accounts Receivable—D. L. Ross 


RE EOE ERO RE EEE ETE ORR EE RN TO ERAN POI EOE ESET DM PTET 


The direct write-off method is used by businesses that sell most of their goods 
or services for cash or through the acceptance of MasterCard or VISA, which are re- 
corded as cash sales. In such cases, receivables are a small part of the current assets 
and any bad debt expense is small. Examples of such businesses are a restaurant, a 
convenience store, and a small retail store. 


Example Exercise 9-1 | 


Journalize the following transactions using the direct write-off method of accounting for uncollectible receivables: 


July 9. Received $1,200 from Jay Burke and wrote off the remainder owed of $3,900 as uncollectible. 
Oct. 11. Reinstated the account of Jay Burke and received $3,900 cash in full payment. 


Follow My Example 9-1 


July 9 CASEY Ya aea oyu arises SDI 8 widen BiG ae Tale ala ace ai ae Seance ae aaa 1,200 

BadiBieiot: EXPems eae cars de spans a enya arenes ey aetreRt cre 3,900 
Accounts Receivable—Jay Burke .............0.eceeeeeueees 5,100 

Ochi Accounts Receivable—Jay Burke. ...........0ccc cece cece ee eeees 3,900 
Bad Dept Bxpensencc van te. Wert ys. ns vale ewciaat ahaa 3,900 

11 aS icc epost atcatcias aitocle WERNER RW ETD Ssh Cnr ane 3,900 
/ Accounts Receivable—Jay Burke .............ccccvevesecuee 3,900 

. Practice Exercises: PE9-1A,PE9-1B_ | 


Describe the 
allowance 


method of accounting 
for uncollectible 
receivables. 


Allowance Method for Uncollectible Accounts 


The allowance method estimates the uncollectible accounts receivable at the end of 
the accounting period. Based on this estimate, Bad Debt Expense is recorded by an 
adjusting entry. 

To illustrate, assume that ExTone Company began operations August 1. As of the 
end of its accounting period on December 31, 2011, ExTone has an accounts receiv- 
able balance of $200,000. This balance includes some past due accounts. Based on 
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industry averages, ExTone estimates that $30,000 of the December 31 accounts receiv- 
able will be uncollectible. However, on December 31, ExTone doesn’t know which 
customer accounts will be uncollectible. Thus, specific customer accounts cannot 
be decreased or credited. Instead, a contra asset account, Allowance for Doubtful 
Accounts, is credited for the estimated bad debts. 


Using the $30,000 estimate, the following adjusting entry is made on December 31: 


Lea iS aS A i lb a NOUS aaa 


= 


2011 j 

Dec. |31] Bad Debt Expense 30,000 

Allowance for Doubtful Accounts 30,000 
Uncollectible accounts estimate. 


The preceding adjusting entry affects the income statement and balance sheet. 
On the income statement, the $30,000 of Bad Debt Expense will be matched 
against the related revenues of the period. On the balance sheet, the value of the 
receivables is reduced to the amount that is expected to be collected or realized. 
This amount, $170,000 ($200,000 — $30,000), is called the net realizable value of 
the receivables. 

After the preceding adjusting entry is recorded, Accounts Receivable still has a 
debit balance of $200,000. This balance is the total amount owed by customers on 
account on December 31 as supported by the accounts receivable subsidiary ledger. 
The accounts receivable contra account, Allowance for Doubtful Accounts, has a 
credit balance of $30,000. 


Integrity, Objectivity, and Ethics in Business 


SELLER BEWARE 


Note: 

The adjusting entry 
reduces receivables 

to their net realizable 
value and matches the 
uncollectible expense 
with revenues. 


A company in financial distress will still try to purchase _ trade creditors have low priority for cash payments in the 
goods and services on account. In these cases, rather than event of bankruptcy. To help suppliers, third-party services 
“buyer beware,’ it is more like “seller beware.” Sellers must specialize in evaluating court actions and payment deci- 
be careful in advancing credit to such companies, because _ sions of financially distressed companies. 


Write-Offs to the Allowance Account 


When a customer’s account is identified as uncollectible, it is written off against the 
allowance account. This requires the company to remove the specific accounts receiv- 
able and an equal amount from the allowance account. 

To illustrate, on January 21, 2012, John Parker’s account of $6,000 with ExTone 


Company is written off as follows: 


ioc SRS a iat N SARIN 


| Jan. |21] Allowance for Doubtful Accounts 6,000 
Accounts Receivable—John Parker 6,000 


At the end of a period, Allowance for Doubtful Accounts will normally have a 
balance. This is because Allowance for Doubtful Accounts is based on an estimate. 
As a result, the total write-offs to the allowance account during the period will rarely 
equal the balance of the account at the beginning of the period. The allowance ac- 
count will have a credit balance at the end of the period if the write-offs during the 
period are less than the beginning balance. It will have a debit balance if the write- 


offs exceed the beginning balance. 
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Adjusting entry 
fills the bucket 


To illustrate, assume that during 2012 ExTone Company writes off $26;750 of 
uncollectible accounts, including the $6,000 account of John Parker recorded on 
January 21. Allowance for Doubtful Accounts will have a credit balance of $3,250 
($30,000 — $26,750), as shown below. 


ALLOWANCE FOR DOUBTFUL ACCOUNTS 


Balance 


Total accounts Jan. 21 6,000 
written off $26,750 Feb. 2 3,900 


Dec. 31 Unadjusted balance 3,250 


If ExTone Company had written off $32,100 in accounts receivable during 2012, 
Allowance for Doubtful Accounts would have a debit balance of $2,100, as shown below. 


ALLOWANCE FOR DOUBTFUL ACCOUNTS 


Balance 


30,000 
Total accounts Jan. 21 6,000 
written off $32,100 Feb. 2 3,900 


Dec. 31 Unadjusted balance 2,100 


The allowance account balances (credit balance of $3,250 and debit balance of 
$2,100) in the preceding illustrations are before the end-of-period adjusting entry. 
After the end-of-period adjusting entry is recorded, Allowance for Doubtful Accounts 
should always have a credit balance. 

An account receivable that has been written off against the allowance account 
may be collected later. Like the direct write-off method, the account is reinstated 
by an entry that reverses the write-off entry. The cash received in payment is then 
recorded as a receipt on account. 

To illustrate, assume that Nancy Smith’s account of $5,000 which was written off 


on April 2 is collected later on June 10. ExTone Company records the reinstatement 
and the collection as follows: 


siesta Sidi ha 


June |10] Accounts Receivable—Nancy Smith 5,000 
Allowance for Doubtful Accounts 5,000 
10] Cash 5,000 


Accounts Receivable—Nancy Smith 5,000 
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Example Exercise 9-2 ra 


Journalize the following transactions using the allowance method of accounting for uncollectible receivables. 


July 9. Received $1,200 from Jay Burke and wrote off the remainder owed of $3,900 as uncollectible. 
Oct. 11. Reinstated the account of Jay Burke and received $3,900 cash in full payment. 


Follow My Example 9-2 


July 9 eee en ee a ee ee 1,200 

Allowance for Doubtful Accounts... o.oo 3,900 
Accounts Receivable—Jay Burke 0.00.02. ee 5,100 

Oct. 11 Accounts ReceiVable—Jay Burkes. ...5 0. a 3,900 
Allowance for Doubtful Accounts... 00.0000 or fea. 3,900 

11 GaSe eer ee a Ni ny ater 3,900 
Accounts Receivable—Jay Burke ............. cece cece eee ns 3,900 


Practice Exercises: PE 9-2A, PE 9-2B 


Estimating Uncollectibles 


The allowance method requires an estimate of uncollectible accounts at the end of 
the period. This estimate is normally based on past experience, industry averages, 
and forecasts of the future. 

The two methods used to estimate uncollectible accounts are as follows: 


1. Percent of sales method. 
2. Analysis of receivables method. 


Percent of Sales Method Since accounts receivable are created by credit 
sales, uncollectible accounts can be estimated as a percent of credit sales. If the 
portion of credit sales to sales is relatively constant, the percent may be applied to 
total sales or net sales. 


Onnecuon 


ALLOWANCE PERCENTAGES HCA’s higher percent of allowance for doubtful accounts 
to total accounts receivable is due in part because Medi- 

ACROSS COMPANIES care reimbursements are often less than the amounts billed 
patients. 


The percent of the allowance for doubtful accounts to 
total accounts receivable will vary across companies and 
industries. For example, the following percentages were 


computed from recent annual reports: 
Percent of Allowance for 


Doubtful Accounts to Total 
Accounts Receivable 


Company Industry 

Apple Inc. Computer/technology products 1.5% 

Deere & Company Farm machinery & equipment Ar, 

Delta Air Lines Transportation services 2.8 

HCA Inc. Health services 59.0 
4.8 


Sears Retail 
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To illustrate, assume the following data for ExTone Company on December 31, 
2012, before any adjustments: 


Balance of Accounts Receivable $ 240,000 
Balance of Allowance for Doubtful Accounts 3,250 (Cr.) 
Total credit sales 3,000,000 
Bad debt as a percent of credit sales Ya% 


Bad Debt Expense of $22,500 is estimated as follows: 
Bad Debt Expense = Credit Sales x Bad Debt as a Percent of Credit Sales 
Bad Debt Expense = $3,000,000 x 34% = $22,500 


The adjusting entry for uncollectible accounts on December 31, 2012, is as follows: 


Dec. |31] Bad Debt Expense 22,500 
Allowance for Doubtful Accounts 


Uncollectible accounts estimate 
($3,000,000 x 34% = $22,500). 


After the adjusting entry is posted to the ledger, Bad Debt Expense will have an 
adjusted balance of $22,500. Allowance for Doubtful Accounts will have an adjusted 
balance of $25,750 ($3,250 + $22,500). Both T accounts are shown below. 


BAD DEBT EXPENSE 


Adjusting entry 
Dec. 31 Adjusted balance 22,500 


ALLOWANCE FOR DOUBTFUL ACCOUNTS 


Jan. 1 Balance 30,000 


Total accounts Jan. 21 6,000 
written off $26,750 Feb. 2 3,900 


Dec.31 Unadjusted balance 3,250 
Dec.31 Adjusting entry 22,500 
Dec.31 Adjusted balance 25,750 


Under the percent of sales method, the amount of the adjusting entry is the amount 
estimated for Bad Debt Expense. This estimate is credited to whatever the unadjusted 
Note: balance is for Allowance for Doubtful Accounts. 
The estimate based on To illustrate, assume that in the preceding example the unadjusted balance of Al- 
ieee. lowance for Doubtful Accounts on December 31, 2012, had been a $2,100 debit bal- 
for Doubtful Accounts. 2Ce instead of a $3,250 credit balance. The adjustment would still have been $22,500. 
However, the December 31, 2012, ending adjusted balance of Allowance for Doubtful 
Accounts would have been $20,400 ($22,500 — $2,100). 


Example Exercise 9-3 


_ At the end of the current year, Accounts Receivable has a balance of $800,000; Allowance for Doubtful Accounts has a 
_ credit balance of $7,500; and net sales for the year total $3,500,000. Bad debt expense is estimated at 12 of 1% of net sales 
Determine (a) the amount of the adjusting entry for uncollectible accounts; (b) the adjusted balances of Accounts 
Receivable, Allowance for Doubtful Accounts, and Bad Debt Expense; and (c) the net realizable value of accounts receivable. 


Follow My Example 9-3 


$17,500 ($3,500,000 x 0.005) 
Adjusted Balance 
$800,000 
: 25,000 
Bad Debt Expense . 17,500 
$775,000 ($800,000 — $25,000) 


Practice e Exercises: PE 9-3A, PE 9-3B 
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Analysis of Receivables Method The analysis of receivables method is based on 
the assumption that the longer an account receivable is outstanding, the less likely that it 
will be collected. The analysis of receivables method is applied as follows: 
Step 1. The due date of each account receivable is determined. 
Step 2. The number of days each account is past due is determined. This is the number 
of days between the due date of the account and the date of the analysis. 


Step 3. Each account is placed in an aged class according to its days past due. Typical 
aged classes include the following: 


Not past due 
1-30 days past due 
31-60 days past due 
61-90 days past due 
91-180 days past due 
181-365 days past due 
Over 365 days past due 
Step 4. The totals for each aged class are determined. 


Step 5. The total for each aged class is multiplied by an estimated percentage of un- 
collectible accounts for that class. 


Step 6. The estimated total of uncollectible accounts is determined as the sum of the 
uncollectible accounts for each aged class. 


The preceding steps are summarized in an aging schedule, and this overall process 
is called aging the receivables. 

To illustrate, assume that ExTone Company uses the analysis of receivables method 
instead of the percent of sales method. ExTone prepared an aging schedule for its 
accounts receivable of $240,000 as of December 31, 2012, as shown in Exhibit 1. 


Days Past Due 


Steps 1-3 


instep remy ds tenant tsieimaninsabnatrtiee tart URE ee yaleelecr a tas is es Ne Le reysensioeocrinm 


425,000 | 64,000 


14,000 _ 
a 


2%| 5% 80% | 


26,490 2,500 


Assume that ExTone Company sold merchandise to Saxon Woods Co. on August 
29 with terms 2/10, n/30. Thus, the due date (Step 1) of Saxon Woods’ account is 
September 28, as shown below. 


Credit terms, net 30 days 
Less: Aug. 29 to Aug. 31 _2 days 
Days in September 28 days 
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Note: 

The estimate based 

on receivables is 
compared to the 
balance in the 
allowance account to 
determine the amount 
of the adjusting entry. 


As of December 31, Saxon Woods’ account is 94 days past due (Step 2), as shown below. 


Number of days past due in September 2 days (30 — 28) 
Number of days past due in October 31 days 
Number of days past due in November 30 days 
Number of days past due in December 31 days 
Total number of days past due 94 days 


Exhibit 1 shows that the $600 account receivable for Saxon Woods Co. was placed 
in the 91-180 days past due class (Step 3). 

The total for each of the aged classes is determined (Step 4). Exhibit 1 shows that 
$125,000 of the accounts receivable are not past due, while $64,000 are 1-30 days past 
due. ExTone Company applies a different estimated percentage of uncollectible accounts 
to the totals of each of the aged classes (Step 5). As shown in Exhibit 1, the percent is 2% 
for accounts not past due, while the percent is 80% for accounts over 365 days past due. 

The sum of the estimated uncollectible accounts for each aged class (Step 6) is the 
estimated uncollectible accounts on December 31, 2012. This is the desired adjusted 
balance for Allowance for Doubtful Accounts. For ExTone Company, this amount is 
$26,490, as shown in Exhibit 1. 

Comparing the estimate of $26,490 with the unadjusted balance of the allowance ac- 
count determines the amount of the adjustment for Bad Debt Expense. For ExTone, the 
unadjusted balance of the allowance account is a credit balance of $3,250. The amount to be 
added to this balance is therefore $23,240 ($26,490 — $3,250). The adjusting entry is as follows: 


RB CUS i A USAR AR IIR DIAS RON SAGES IR CASE SDB ETE EE NIC NOTE EE TET CN Se 


Dec. |31] Bad Debt Expense 23,240 
Allowance for Doubtful Accounts 23,240 
Uncollectible accounts estimate 
($26,490 — $3,250). 


siete Sides Renan 


“ronan mie enmanenenonncanen’gnennwnnsangtenorenngnt henna STN EIEN OPO Sonera srereamnnrnremnsereagamnet 


After the preceding adjusting entry is posted to the ledger, Bad Debt Expense 
will have an adjusted balance of $23,240. Allowance for Doubtful Accounts will have 
an adjusted balance of $26,490, and the net realizable value of the receivables is 
$213,510 ($240,000 — $26,490). Both T accounts are shown below. 


BAD DEBT EXPENSE 
Dec. 31 Adjusting entry 23,240 < 
Dec. 31 Adjusted balance 23,240 


ALLOWANCE FOR DOUBTFUL ACCOUNTS 


Dec. 31 Unadjusted balance 3,250 
Dec. 31. Adjusting entry 23,240 
Dec. 31 Adjusted balance 26,490 


Under the analysis of receivable method, the amount of the adjusting entry is 
the amount that will yield an adjusted balance for Allowance for Doubtful Accounts 
equal to that estimated by the aging schedule. 

To illustrate, if the unadjusted balance of the allowance account had been a debit bal- 
ance of $2,100, the amount of the adjustment would have been $28,590 ($26,490 + $2,100). 
In this case, Bad Debt Expense would have an adjusted balance of $28,590. However, 
the adjusted balance of Allowance for Doubtful Accounts would still have been $26,490. 
After the adjusting entry is posted, both T accounts are shown below. 


BAD DEBT EXPENSE 
Dec. 31 Adjusting entry 28,590 < 
Dec. 31 Adjusted balance 28,590 ak 
ALLOWANCE FOR DOUBTFUL ACCOUNTS 
Dec. 31 Unadjusted balance 2,100 
Dec. 31 Adjusting entry 28,590 


Dec. 31 Adjusted balance 26,490 
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excel The agi i por P 
cress aging of receivables schedule from Exhibit 7 can be developed using spreadsheet software as follows: 


ays Past Due 


i 
i 
| 
| 
i 
| 
i 


| | 
Total a. ——p> | =SUM(B3:B21)|_ =SUM(C3:C21) | 


Percent uncollectible | 
Estimate of i 
uncollectible accounts =SUM(C24:124 


el 1,500 181-365 Over 365 
T. Barr 6,100) : | | | 
Brock Co. 4,700: 4700 | 3,500 2,600 | 
j Saxon Woods Co. | 600 z | 


' 
=F22"F23 | =G22"G23_ | =H22*H23—_—_—|=122*123 


a Sas ee Ps | 


A spreadsheet 


C. 
uses the asterisk 
Develop the formulas by the following steps: symbol (*) for 
Enter a formula in B22 to sum the “Balance” column, =SUM(B3:B21). multiplication. 


Copy the formula from B22 to C22:122 so that the sum formula applies to all Days Past Due categories. 

Enter a formula in C24 to multiply the sum in C22 by the percent uncollectible in C23, =C22*C23. 

Copy the formula from C24 to D24:124 so that the multiplication formula applies to all Days Past Due categories. 
. Enter a formula in B24 to sum the total estimated uncollectible for each period, =SUM(C24:124). 


Trylt Go to the hands-on Excel Tutor for this example! 


ee 


Example Exercise 9-4 va 


At the end of the current year, Accounts Receivable has a balance of $800,000; Allowance for Doubtful Accounts has a 
credit balance of $7,500; and net sales for the year total $3,500,000. Using the aging method, the balance of Allowance 
_ for Doubtful Accounts is estimated as $30,000. 

Determine (a) the amount of the adjusting entry for uncollectible accounts; (lb) the adjusted balances of Accounts 
Receivable, Allowance for Doubtful Accounts, and Bad Debt Expense; and (c) the net realizable value of accounts receivable. 


Follow My Example 9-4 


a. $22,500 ($30,000 — $7,500) 
; Adjusted Balance 


_b. Accounts Receivable ........ Fes hee ha etre Cette hci megane te AC Ma ee $800,000 
Milawance for DOUOTTUN ACCOUNTS. -. savas eon caste e io ecabe ateees wee ees 30,000 


BIT EVIICIISE a od cisco e Hie 5 Vieiayares arab. u 1 aoe bleisialgjale bya miale'nio ae msi nimi oe gras 988 sy 22,500 
c. $770,000 ($800,000 — $30,000) 


ME MATEI NET APTA stag a tid aie oar ere ae daa iw ial a a) et erara se eT eT a1 o\'aLain Pe" 0 'a'6 a puetiiie ena palsTaiesils\n oie /iaiel ever ¥.ie 0) e218) 0110 \a\erwlelieiensvaneier svelia/ae({el}e/eiieisys\(h/e(oa:iei7er¥\alisqe,ye/ eve cn/iaies ai give ree e/s.<) ete nlnualey stvenel e184: oeieNebeioae: yialighsae ete wyyeness Sve te yeas = 


Practice Exercises: PE9-4A,PE9-4B | 


Comparing Estimation Methods Both the percent of sales and analysis of receiv- 
ables methods estimate uncollectible accounts. However, each method has a slightly differ- 
ent focus and financial statement emphasis. 

Under the percent of sales method, Bad Debt Expense is the focus of the estimation 
process. The percent of sales method places more emphasis on matching revenues 
and expenses and, thus, emphasizes the income statement. That is, the amount of 
the adjusting entry is based on the estimate of Bad Debt Expense for the period. 
Allowance for Doubtful Accounts is then credited for this amount. 

Under the analysis of receivables method, Allowance for Doubtful Accounts is 
the focus of the estimation process. The analysis of receivables method places more 
emphasis on the net realizable value of the receivables and, thus, emphasizes the 
balance sheet. That is, the »mount of the adjusting entry is the amount that will yield 
an adjusted balance for Allowance for Doubtful Accounts equal to that estimated by 
the aging schedule. Bad Debt Expense is then debited for this amount. 

Exhibit 2 summarizes these differences between the percent of sales and the analy- 
sis of receivables methods. Exhibit 2 also shows the results of the ExTone Company 
illustration for the percent of sales and analysis of receivables methods. The amounts 
shown in Exhibit 2 assume an unadjusted credit balance of $3,250 for Allowance for 
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rend enue: Ce 


Difference 
Between 
Estimation 
Methods 


= Compare the 
direct write-off 


and allowance methods 
of accounting for 
uncollectible accounts. 


ee 
2 


Pare ee 


PERCENT OF SALES METHOD 
Estimate emphasizes income statement 
(Bad Debt Expense adjustment) 
Bad Debt Expense Allowance for Doubtful Accounts 

Dec. 31 Adj. entry 22,500 Dec. 31 Unadj. bal. 3,250 
Dec. 31 Adj.entry 22,500 
Dec. 31 Adj. bal. 25,750 

Allowance for Doubtful Accounts balance 

derived from Bad Debts Expense estimate 


ANALYSIS OF RECEIVABLES METHOD 
Estimate emphasizes balance sheet 
(Allowance for Doubtful Accounts balance) 


Bad Debt Expense Allowance for Doubtful Accounts 
Dec. 31 Adj. entry 23,240 Dec. 31 Unadj. bal. 3,250 
Dec. 31 Adj. entry 23,240 
Dec. 31 Adj. bal. 26,490 


= 


Bad Debt Expense adjustment (balance) derived 
from Allowance for Doubtful Accounts estimate 


seen OE EL OSES YR A NEP OO EN LE TE IT TN EE TL FETE AL NN EEL OTE TEI LETS 


Doubtful Accounts. While the methods normally yield different amounts for any one 
period, over several periods the amounts should be similar. 


Comparing Direct Write-Off 
and Allowance Methods 


Journal entries for the direct write-off and allowance methods are illustrated and 
compared in this section. As a basis for illustration, the following transactions, taken 
from the records of Hobbs Co. for the year ending December 31, 2011, are used: 


Mar. 1. Wrote off account of C. York, $3,650. 
Apr. 12. Received $2,250 as partial payment on the $5,500 account of Cary Bradshaw. Wrote off the 
remaining balance as uncollectible. 
June 22. Received the $3,650 from C. York, which had been written off on March 1. Reinstated the account 
and recorded the cash receipt. 
Sept. 7. Wrote off the following accounts as uncollectible (record as one journal entry): 
Jason Bigg $1,100 Stanford Noonan $1,360 
Steve Bradey 2,220 Aiden Wyman 990 
Samantha Neeley Tp 
Dec. 31. Hobbs Company uses the percent of credit sales method of estimating uncollectible expenses. 
Based on past history and industry averages, 1.25% of credit sales are expected to be uncollect- 
ible. Hobbs recorded $3,400,000 of credit sales during 2011. 


Exhibit 3 illustrates the journal entries for Hobbs Company using the direct write- 
off and allowance methods. Using the direct write-off method, there is no adjusting 
entry on December 31 for uncollectible accounts. In contrast, the allowance method 
records an adjusting entry for estimated uncollectible accounts of $42,500. 


The primary differences between the direct write-off and allowance methods are 
summarized below. 


Direct Write-Off Method Allowance Method 
Bad debt expense When the specific customer Using estimate based on 
is recorded accounts are determined to be (1) a percent of sales or 
uncollectible. (2) an analysis of receivables. 
Allowance account No allowance account is used. The allowance account is used. 
Primary users Small companies and companies Large companies and those with a 


with few receivables. large amount of receivables. 
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Comparing Direct Write | Al nce Methods 


Se eee 


ON. emma ER ONO OC NO 


Direct Write-Off Method Allowance Method | 

2011 | 
i 

Mar. 1 Bad Debt Expense 3,650 Allowance for Doubtful Accounts 3,650 | 
Accounts Receivable—C. York 3,650 Accounts Receivable—C. York 3,650 : 

Apr. 12 Cash 2,250 Cash 2,250 ; 
Bad Debt Expense 3,250 Allowance for Doubtful Accounts 3,250 I 

Accounts Receivable—Cary Bradshaw 5,500 Accounts Receivable—Cary Bradshaw 5,500 | 

June | 22 Accounts Receivable—C. York 3,650 Accounts Receivable—C. York 3,650 I 
Bad Debt Expense 3,650 Allowance for Doubtful Accounts 3,650 

22 Cash 3,650 Cash 3,650 
Accounts Receivable—C. York 3,650 Accounts Receivable—C. York 3,650 | 

| 

Sept. if Bad Debt Expense 6,445 Allowance for Doubtful Accounts 6,445 | 
Accounts Receivable—Jason Bigg 1,100 Accounts Receivable—Jason Bigg 1,100 . 

Accounts Receivable—Steve Bradey 2,220 Accounts Receivable—Steve Bradey 2,220 i 

Accounts Receivable—Samantha Accounts Receivable—Samantha 

Neeley HAS Neeley US) 

Accounts Receivable—Stanford Accounts Receivable—Stanford : 

Noonan 1,360 Noonan 1,360 | 

Accounts Receivable—Aiden Wyman 990 Accounts Receivable—Aiden Wyman 990 

Dec. | 31 No Entry Bad Debt Expense 42,500 | 
Allowance for Doubtful Accounts 42,500 ' 

Uncollectible accounts estimate | 

($3,400,000 x 0.0125 = $42,500). 


Notes Receivable Beech 


accounting for 


: ee} notes receivable. 
A note has some advantages over an account receivable. By signing a note, the 


debtor recognizes the debt and agrees to pay it according to its terms. Thus, a note 
is a stronger legal claim. 


Characteristics of Notes Receivable 


A promissory note is a written promise to pay the face amount, usually with inter- 
est, on demand or at a date in the future.” Characteristics of a promissory note are 
as follows: 


1. The maker is the party making the promise to pay. 

2. The payee is the party to whom the note is payable. 

3. The face amount is the amount for which the note is written on its face. 

4. The issuance date is the date a note is issued. 

5. The due date or maturity date is the date the note is to be paid. 

6. The term of a note is the amount of time between the issuance and due dates. 

7. The interest rate is that rate of interest that must be paid on the face amount for the 
term of the note. 


Exhibit 4 illustrates a promissory note. The maker of the note is Selig Company, 
and the payee is Pearland Company. The face value of the note is $2,000, and the 


2 You may see references to noninterest-bearing notes. Such notes are not widely used and carry an assumed or implicit interest rate. 
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EXHIBIT 4 __ Promissory Note PT etre 


Issuance 


Term Payee Date 


§ 2,000.00 |. Fresno, California March 16 29 1! 


pute aie AFTER DATE _“©___=s PROMISETO PAYTO 


THE ORDER OF _ Pearland Company 


Two thousand 00/100 i : DOLLARS 
: Interest 
VALUE RECEIVED WITH INTEREST AT _1°* Rate 


No. 24 _ pug June 14, 2011 : ; HB. Lane a @ 


TREASURER, SELIG COMPANY 


Due Date 


© 


issuance date is March 16, 2011. The term of the note is 90 days, which results in a 
due date of June 14, 2011, as shown below. 


Days in March 31 days 
Minus issuance date of note 16 
Days remaining in March 15 days 
Add days in April 30 
Add days in May 31 
Add days in June (due date of June 14) 14 
Term of note 90 days 


Due Date of 90-Day Note 


Mar. 16 Total of 90 days June 14 


In Exhibit 4, the term of the note is 90 days and has an interest rate of 10%. 
The interest on a note is computed as follows: 


Interest = Face Amount x Interest Rate x (Term/360 days) 


The interest rate is stated on an annual (yearly) basis, while the term is expressed 
as days. Thus, the interest on the note in Exhibit 4 is computed as follows: 


Interest = $2,000 x 10% x (90/360) = $50 


To simplify, 360 days per year will be used. In practice, companies such as banks 
and mortgage companies use the exact number of days in a year, 365. 

The maturity value is the amount that must be paid at the due date of the note, 
which is the sum of the face amount and the interest. The maturity value of the note 
in Exhibit 4 is $2,050 ($2,000 + $50). 
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excel The interest on a note can be computed usin i 
g a simple spreadsheet formula shown 
SUCCESS _ as follows: 


a. 
Interest rate 10% "== b. 
Term 90 idays === c. 
Output td 
interest =B3B4(B5360) | 
Also, although the 
parentheses are 
There are three inputs to enter as follows: not required, it is 
Enter the face amount in cell B3 (in this example, 2,000). Secs pogramming 
Enter the interest rate in cell B4 (in this example, 10%). practice. 


Enter the term in cell B5 (in this example, 90, expressed in days). 
The output is a formula entered in B8 that determines the 
interest, =B3*B4*(B5/360). 


ao of 


Trylt Go to the hands-on Excel Tutor for this example! 


Accounting for Notes Receivable 


A promissory note may be received by a company from a customer to replace an ac- 
count receivable. In such cases, the promissory note is recorded as a note receivable.’ 

To illustrate, assume that a company accepts a 30-day, 12% note dated November 
21, 2012, in settlement of the account of W. A. Bunn Co., which is past due and has 
a balance of $6,000. The company records the receipt of the note as follows: 


i 
Nov. |21] Notes Receivable—W. A. Bunn Co. 6,000 / 
Accounts Receivable—W. A. Bunn Co. 6,000 


& 
f 


At the due date, the company records the receipt of $6,060 ($6,000 face amount 
plus $60 interest) as follows: 


Nip BALDNESS LLL ALAA AB AMEA A AALLAERR ERED LLL LEB DID RAE ELE AED D ADR WME AESLE MACE AE DE TES: 


| Dec. [21] Cash | 6,060 
| Notes Receivable—W. A. Bunn Co. 6,000 
Interest Revenue 60 


[$6,060 = $6,000 + ($6,000 x 12% x 30/360)]. 


sepetecaneersmnarne oaneponcncapor et TN a a 


If the maker of a note fails to pay the note on the due date, the note is a 
dishonored note receivable. A company that holds a dishonored note transfers the 
face amount of the note plus any interest due back to an accounts receivable account. 
For example, assume that the $6,000, 30-day, 12% note received from W. A. Bunn 
Co. and recorded on November 21 is dishonored. The company holding the note 
transfers the note and interest back to the customer’s account as follows: 


Pe OT TO CT 


: Dec. |21| Accounts Receivable—W. A. Bunn Go; 6,060 
Notes Receivable—W. A. Bunn Co. 6,000 
Interest Revenue 60 


-csepeseetetcemeresceeerereterceneatnmezete ts 


cee me eS ETE SO I TE TT 


3 The accounting for notes payable is described and illustrated in Chapter 14. 
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The company has earned the interest of $60, even though the note is dishonored. 
If the account receivable is uncollectible, the company will write off $6,060 against 
Allowance for Doubtful Accounts. 

A company receiving a note should record an adjusting entry for any accrued in- 
terest at the end of the period. For example, assume that Crawford Company issues a 
$4,000, 90-day, 12% note dated December 1, 2012, to settle its account receivable. If 
the accounting period ends on December 31, the company receiving the note would 
record the following entries: 


2012 


Dec. | 1 | Notes Receivable—Crawford Company 4,000 
Accounts Receivable—Crawford Company 4,000 

31] Interest Receivable 40 
Interest Revenue : 40 


Accrued interest 
($4,000 x 12% x 30/360). 


2013 


Mar. | 1 | Cash 4,120 
Notes Receivable—Crawford Company 4,000 
Interest Receivable 40 
Interest Revenue 80 


Total interest of $120 
($4,000 x 12% x 90/360). 


The interest revenue account is closed at the end of each accounting period. The 
amount of interest revenue is normally reported in the Other Income section of the 
income statement. 


Example Exercise 9-5 rea 


Same Day Surgery Center received a 120-day, 6% note for $40,000, dated March 14 from a patient on account. 


a. Determine the due date of the note. 
b. Determine the maturity value of the note. 
c. Journalize the entry to record the receipt of the payment of the note at maturity. 


Follow My Example 9-5 


a. The due date of the note is July 12, determined as follows: 


March 17 days (31 — 14) 
April 30 days 
May 31 days 
June 30 days 
July _12 days 
Total 120 days 
b. $40,800 [$40,000 + ($40,000 x 6% x 120/360)] 
ee Mur ye TDs CaS ING saci aaa eve aes et ce ce ee nO oo tg 40,800 
Notes :Receivableveuce re saunacuntatudstoe inet cee ae Rater 40,000 
HILETESEROVEMUG 5: ccs, sacra soe sineuracie Sone xceraleauaaareea tee ates 800 


SS meh OBS ALO Rie. e) eS .a.eim bib etm aiRie wie) Oe ere Gre. sine, ee. aim (oie ¥i m8 /ale ce) el sin) 6 vel allele e);minj anal ehallsiptacwunianaretatarclaiabonerene 


Practice Exercises: PE 9-5A, PE 9-5B 


pescrbethe Reporting Receivables on the Balance Sheet 


reporting of 
receivables on the 
balance sheet. 


All receivables that are expected to be realized in cash within a year are reported in 
the Current assets section of the balance sheet. Current assets are normally reported 
in the order of their liquidity, beginning with cash and cash equivalents. 
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The balance sheet presentation for receivables for Mornin’ Joe is shown below. 


Mornin’ Joe 
Balance Sheet 
December 31, 2012 


In Mornin’ Joe’s financial statements, the allowance for doubtful accounts is sub- 
tracted from accounts receivable. Some companies report receivables at their net 
realizable value with a note showing the amount of the allowance. 

Other disclosures related to receivables are reported either on the face of the 
financial statements or in the financial statement notes. Such disclosures include the 
market (fair) value of the receivables. In addition, if unusual credit risks exist within 
the receivables, the nature of the risks are disclosed. For example, if the majority 
of the receivables are due from one customer or are due from customers located in 
one area of the country or one industry, these facts are disclosed.‘ 


Financial Analysis and Interpretation: 
Accounts Receivable Turnover and 
Number of Days’ Sales in Receivables 


Two financial measures that are especially useful in evaluating efficiency in collecting receiv- 
ables are (1) the accounts receivable turnover and (2) the number of days’ sales in receivables. 
The accounts receivable turnover measures how frequently during the year the 
accounts receivable are being converted to cash. For example, with credit terms of 
n/30, the accounts receivable should turn over about 12 times per year. 
The accounts receivable turnover is computed as follows: 


Net Sales 


Accounts Receivable Turnover = ; 
Average Accounts Receivable 


The average accounts receivable can be determined by using monthly data or by 
simply adding the beginning and ending accounts receivable balances and dividing by 
two. For example, using the following financial data Gin millions) for FedEx, the 2009 
and 2008 accounts receivable turnover is computed as 8.1 as shown below. 

2009 2008 
RU errs Tie ete nei rade foc ee vce du orate wen nunsestee dai aineeiigees $35,497 $37,953 
Accounts receivable: 


BecIiG/ OF VERE Foe. sec ca sinsn cree ows cer cre wtenereecseesacernensees 4,903 4,478 

Be ea ae arta een drial a Fing ve cess aticee sn eatessardeaicese cess 3,902 4,903 
Average accounts receivable: 

Ce AO ree arg stra 08 elo eiricinse nls iin e's 210i4 wield a camel e orn di vlonidinslne evo aes 4,403 

(SAGO SATO) Dees a tron ec gen oe wie sc ctinie see oh wnat Sais ssisiaisisieweie vie es 4,691 
Accounts receivable turnover: 

aC TCM AUS Vleet ee tisk pinta. ako en on Fane ee Base A GENT nn en es 8.1 

Sei EYICT Ge aoe ene hah Cee ene ee eee oo 8.1 


4 FASB Accounting Standards Codification, Section 210-10-50. 
5 If known, credit sales can be used in the numerator. However, because credit sales are not norma 
most analysts use net sales in the numerator. 


lly disclosed to external users, 


Describe and 
illustrate the 


use of accounts 
receivable turnover and 
number of days’ sales in 
receivables to evaluate a 
company’s efficiency in 
collecting its receivables. 
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The number of days’ sales in receivables is an estimate of the length of time 
the accounts receivable have been outstanding. With credit terms of n/30, the num- 
ber of days’ sales in receivables should be about 30 days. It is computed as follows: 


Average Accounts Receivable 


Number of Days’ Sales in Receivables = ; 
Average Daily Sales 


Average daily sales are determined by dividing net sales by 365 days. For example, 
using the preceding data for FedEx, the number of days’ sales in receivables is 45.3 


and 45.1 for 2009 and 2008, as shown below. 


2009 2008 
Average daily sales: 
$3 5/497 SOS: criccayeicvace severe on sratskecnte eunteuajarevalels ave Cyatargelrsie osteteeke sili sia eee /8) 
SISVAC 61/516 hon Se Maoob ae omaG DOCS Ce ROAD Deco Nonny como acm uid cance 104.0 
Number of days’ sales in receivables: 
SAA03/ 973: Ne hers «ors cpa ose eect oycterats era ors yateat sane Eee pe aera OL errr 45.3 
SHOOT TORO: set cane cele cee ec oe heme th caesar setaareiate elerstee nese ae erat eee 45.1 


Example Exercise 9-6 


Financial statement data for years ending December 31 for Osterman Company are as follows: 


2012 2011 
Netsalesoiicccen psa cw ets ca uns cali Seer ae eers $4,284,000 $3,040,000 
Accounts receivable: 
BEQIAMING ORVEdE, «cnc cee one ka cette net 550,000 400,000 
ENG OT Year ae tos iid eee Be ea es 640,000 550,000 


a. Determine accounts receivable turnover for 2012 and 2011. 
Determine the number of days’ sales in receivables for 2012 and 2011. 


c. Does the change in accounts receivable turnover and the number of days’ sales in receivable from 2011 to 2012 
indicate a favorable or an unfavorable trend? 


Follow My Example 9-6 
a. Accounts receivable turnover: 
2012 2011 
Average accounts receivable: 
4 
| ($550/000'+ $640;000)/25 ico Ge aes ees $595,000 
(S400, 000% S550, O00) 2 sei e sc scuk ure seetiae $475,000 
| Accounts receivable turnover: 
| $4,284 OOD/S SOS 000s. ooh donc eucodease nate 7.2 
$3,040, 000/S47 5000s amy Give che eee: 6.4 
i 
__b. Number of days’ sales in receivables: 
i 2012 2011 
; Average daily sales: 
i 54,284, 000/305. GaVSinr ccna caide a nalie eee S11,737 
' $3,040, 000/365 day Sis qe meena tesa eee $8,329 
/ Number of days’ sales in receivables: 
SBOE OOS TH 770 cae oe es eee 50.7 days 
S475. CO0/S 8, S20 aries owt cin ieee een a 57.0 days 


; : : 
_¢. The increase in the accounts receivable turnover from 6.4 to 7.2 and the decrease in the number of days’ sales in 
) receivables from 57.0 days to 50.7 days indicate favorable trends in the efficiency of collecting accounts receivable. 


P98) 8 6) w)/9) 9) 8ilehe) 9 li8)| sire) 8) @si\w\'a) @i'e!\si\eh/mi ele wim 6’ ¥eilp) e| an allel(ehal wei wibiaviebalereilale! eet ated a shardioneneee 


Practice Exercises: PE 9-6A, PE 9-6B 


ee 
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The number of days’ sales in receivables confirms that FedEx’s efficiency in collect- 
ing accounts receivable has remained the same during 2009 and 2008. Generally, the 
efficiency in collecting accounts receivable has improved when the accounts receivable 
turnover increases or the number of days’ sales in receivables decreases. 


DELTA AIR LINES 


Delta Air Lines is a major air carrier that services cities 
throughout the United States and the world. In its opera- 
tions, Delta generates accounts receivable as reported in the 
following note to its financial statements: 


Our accounts receivable are generated largely from the sale 


Programs to participating airlines and nonairline businesses 
such as credit card companies, hotels, and car rental agencies. 
We believe the credit risk associated with these receivables is 
minimal and that the allowance for uncollectible accounts that 
we have provided is appropriate. 


In its December 31, 2008, balance sheet, Delta re- 
ported the following accounts receivable (in millions): 


ie eS : 
of passenger airline tickets and cargo transportation services. Dac ai, bee ait 


The majority of these 2009 3008 
sales are processed 
through major credit Current Assets: 
card companies, re- 
sulting in accounts Accounts receivable, net of an 
receivable... allowance for uncollectible accounts of 
We also have $47 at December 31, 2009 and $42 at 
receivables from the December 31, 2008 $1,353 $1,513 


sale of mileage cred- 
its under our Sky- 
Miles and WorldPerks 


© AP Photo/Ric Feld 


ae Describe the common classes of receivables. 


Key Points Receivables includes all money claims against other entities. Receivables are normally classified 
as accounts receivable, notes receivable, or other receivables. 


Practice 
Exercises 


Example 


Learning Outcomes 
Exercises 


¢ Define the term receivables. 


° List some common classifications of receivables. 


Describe the accounting for uncollectible receivables. 


Key Points The operating expense recorded from uncollectible receivables is called bad debt expense. The two 
methods of accounting for uncollectible receivables are the direct write-off method and the allowance method. 


= 


Practice 
Exercises 


Example 


ning Outcomes 
eee Exercises 


* Describe how a company may shift the risk of uncollectible 
receivables to othes companies. 


e List factors that indicate an account receivable is uncollectible 


* Describe two methods of accounting for uncollectible accounts receivable. 
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Describe the direct write-off method of accounting for uncollectible receivables. 


| Key Points Under the direct write-off method, the entry to write off an account debits Bad Debt Expense 
and credits Accounts Receivable. Neither an allowance account nor an adjusting entry is needed at the end 
| of the period. 
L ina Out Example Practice 
| ea ent Exercises Exercises 
| © Prepare journal entries to write off an account using the direct EE9-1 PE9-1A, 9-1B 
write-off method. 
| * Prepare journal entries for the reinstatement and collection of EE9-1 PE9-1A, 9-1B 
| an account previously written off. 

—— 
‘ 


"_ Describe the allowance method of accounting for uncollectible receivables. 


Key Points Under the allowance method, an adjusting entry is made for uncollectible accounts. When an _ 
account is determined to be uncollectible, it is written off against the allowance account. The allowance ac- 
count normally has a credit balance after the adjusting entry has been posted and is a contra asset account. 

The estimate of uncollectibles may be based on a percent of sales or an analysis of receivables. Exhibit 2 
compares and contrasts these two methods.. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Prepare journal entries to write off an account using the allowance EE9-2 PE9-2A, 9-2B 


method. 


¢ Prepare journal entries for the reinstatement and collection of an EE9-2 PE9-2A, 9-2B 
account previously written off. 


* Determine the adjustment, bad debt expense, and net realizable value EE9-3 PE9-3A, 9-3B 
of accounts receivable using the percent of sales method. 


* Determine the adjustment, bad debt expense, and net realizable value EE9-4 PE9-4A, 9-4B 
of accounts receivable using the analysis of receivables method. 


* Compare the direct write-off and allowance methods of accounting for uncollectible accounts. 


Key Points Exhibit 3 illustrates the differences between the direct write-off and allowance methods of ac- 
counting for uncollectible accounts. 


Learning Outcomes Example Practice 


ie ae Exercises Exercises 
* Describe the differences in accounting for uncollectible accounts 


under the direct write-off and allowance methods, 


* Record journal entries using the direct write-off and allowance 
methods. 
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eae Describe the accounting for notes receivable. 


Key Points A note received to settle an account receivable is recorded as a debit to Notes Receivable and a 
credit to Accounts Receivable. When a note is paid at maturity, Cash is debited, Notes Receivable is credited, 
and Interest Revenue is credited. If the maker of a note fails to pay, the dishonored note is recorded by 
debiting an accounts receivable account for the amount due from the maker of the note. 


See ANTENNTEN 


Learning Outcomes Example Practice 

* Describe the characteristics of a note receivable. pes ered 

* Determine the due date and maturity value of a note receivable. EE9-5 PE9-5A, 9-5B 

¢ Prepare journal entries for the receipt of the payment of a note EE9-5 PE9-5A, 9-5B 
receivable. 


¢ Prepare a journal entry for the dishonored note receivable. 


4 


az 
7 Describe the reporting of receivables on the balance sheet. 


Key Points All receivables that are expected to be realized in cash within a year are reported in the Current 
Assets section of the balance sheet. In addition to the allowance for doubtful accounts, additional receivable 
| disclosures include the market (fair) value and unusual credit risks. 


Learning Outcomes Example Practice 


: ? ‘ ; Exercises Exercises 
* Describe how receivables are reported in the Current Assets section of 


the balance sheet. 


| * Describe disclosures related to receivables that should be reported in | 
1 the financial statements. 


2. Describe and illustrate the use of accounts receivable turnover and number of days’ sales in receivables 
to evaluate a company’s efficiency in collecting its receivables. 


Key Points Two financial measures that are especially useful in evaluating efficiency in collecting receiv- 
ables are (1) the accounts receivable turnover and (2) the number of days’ sales in receivables. Generally, 
the efficiency in collecting accounts receivable has improved when the accounts receivable turnover in- 
creases or there is a decrease in the number of days’ sales in receivables. 


Learning Outcomes Example Practice 
Exercises Exercises 


* Describe two measures of the efficiency of managing receivables. 


* Compute and interpret the accounts receivable turnover and number EE9-6 PE9-6A, 9-6B 
of days’ sales in receivables. 
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Key Terms 

accounts receivable (400) allowance method (401) net realizable value (403) 

accounts receivable turnover (415) bad debt expense (401) notes receivable (400) 

aging the receivables (407) direct write-off method (401) number of days’ sales in 

Allowance for Doubtful dishonored note receivable (413) receivables (416) 
Accounts (403) maturity value (412) receivables (400) 


Illustrative Problem 


Ditzler Company, a construction supply company, uses the allowance method of accounting 
for uncollectible accounts receivable. Selected transactions completed by Ditzler Company 
are as follows: 


Feb. 1. Sold merchandise on account to Ames Co., $8,000. The cost of the merchan- 
dise sold was $4,500. 
Mar. 15. Accepted a 60-day, 12% note for $8,000 from Ames Co. on account. 
Apr. 9. Wrote off a $2,500 account from Dorset Co. as uncollectible. 
21. Loaned $7,500 cash to Jill Klein, receiving a 90-day, 14% note. 


May 14. Received the interest due from Ames Co. and a new 90-day, 14% note as a 
renewal of the loan. (Record both the debit and the credit to the notes receiv- 
able account.) 


June 13. Reinstated the account of Dorset Co., written off on April 9, and received 
$2,500 in full payment. 


July 20. Jill Klein dishonored her note. 
Aug. 12. Received from Ames Co. the amount due on its note of May 14. 


19. Received from Jill Klein the amount owed on the dishonored note, plus inter- 
est for 30 days at 15%, computed on the maturity value of the note. 


Dec. 16. Accepted a 60-day, 12% note for $12,000 from Global Company on account. 
31. It is estimated that 3% of the credit sales of $1,375,000 for the year ended 
December 31 will be uncollectible. 


Instructions 


1. Journalize the transactions. 


2. Journalize the adjusting entry to record the accrued interest on December 31 on the 
Global Company note. 
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Solution 
ile 
) Feb. 1 Accounts Receivable—Ames Co. 8,000.00 
Sales 8,000.00 
| 1 | Cost of Merchandise Sold 4,500.00 
: Merchandise Inventory 4,500.00 
Mar. 15 Notes Receivable—Ames Co. 8,000.00 
Accounts Receivable—Ames Co. 8,000.00 
Apr. 9 | Allowance for Doubtful Accounts 2,500.00 
Accounts Receivable—Dorset Co. 2,500.00 
21 Notes Receivable—Jill Klein 7,500.00 
Cash 7,500.00 
May | 14 | Notes Receivable—Ames Co. 8,000.00 
Cash 160.00 
Notes Receivable—Ames Co. 8,000.00 
Interest Revenue 160.00 
June | 13 Accounts Receivable—Dorset Co. 2,500.00 
Allowance for Doubtful Accounts 2,500.00 
13 Cash 2,500.00 
Accounts Receivable—Dorset Co. 2,500.00 
July 20 | Accounts Receivable—4Jill Klein 7,762.50 
Notes Receivable—Jill Klein 7,500.00 
Interest Revenue 262.50 
Aug. | 12 | Cash 8,280.00 : 
Notes Receivable—Ames Co. 8,000.00 | 
Interest Revenue 280.00 | 
19 | Cash 7,859.53 
Accounts Receivable—Jill Klein 7,762.50 
Interest Revenue 97.03 L 
($7,762.50 x 15% x 30/360). : 
Dec. | 16 | Notes Receivable—Global Company 12,000.00 ; 
Accounts Receivable—Global Company 12,000.00 
31 Bad Debt Expense 41,250.00 . 
Allowance for Doubtful Accounts 41,250.00 ] 
Uncollectible accounts estimate i 
($1,375,000 x 3%). 


Dec. 3) lInterest Receivable 


Interest Revenue 
Accrued interest 
($12,000 x 12% x 15/360). 
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Discussion Questions 


What are the three classifications of receivables? 


Elite Hardware is a small hardware store in the 
rural township of Rexburg that rarely extends 
credit to its customers in the form of an account 
receivable. The few customers that are allowed to 
carry accounts receivable are long-time residents 
of Rexburg and have a history of doing business 
at Elite Hardware. What method of accounting for 
uncollectible receivables should Elite Hardware 
use? Why? 


What kind of an account (asset, liability, etc.) is 
Allowance for Doubtful Accounts, and is its normal 
balance a debit or a credit? 


After the accounts are adjusted and closed at the 
end of the fiscal year, Accounts Receivable has 
a balance of $471,200 and Allowance for Doubt- 
ful Accounts has a balance of $27,500. Describe 
how the accounts receivable and the allowance 
for doubtful accounts are reported on the balance 
sheet. 


A firm has consistently adjusted its allowance ac- 
count at the end of the fiscal year by adding a fixed 
percent of the period’s net sales on account. After 
seven years, the balance in Allowance for Doubtful 


10. 


Accounts has become very large in relationship 
to the balance in Accounts Receivable. Give two 
possible explanations. 


Which of the two methods of estimating uncol- 
lectibles provides for the most accurate estimate of 
the current net realizable value of the receivables? 


Calypso Company issued a note receivable to 
Kearny Company. (a) Who is the payee? (b) What 
is the title of the account used by Kearny Company 
in recording the note? 


If a note provides for payment of principal of 
$150,000 and interest at the rate of 4%, will the 
interest amount to $6,000? Explain. 


The maker of a $60,000, 5%, 90-day note receiv- 
able failed to pay the note on the due date of 
April 30. What accounts should be debited and 
credited by the payee to record the dishonored 
note receivable? 


The note receivable dishonored in Discussion 
Question 9 is paid on May 30 by the maker, plus 
interest for 30 days, 8%. What entry should be 
made to record the receipt of the payment? 
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Practice Exercises 


Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ. 4 


OBJ.4 


OBJ.4 


Example 
Exercises 


EE 9-1 p. 402 


EE 9-1 p. 402 


EE9-2 p.405 


EE 9-2 p.405 


EE9-3 p. 406 


EE9-3 p.406 


PE9-1A Direct write-off method 


Journalize the following transactions using the direct write-off method of accounting for 
uncollectible receivables: 


Jan. 17. Received $250 from Jan Kearns and wrote off the remainder owed of $750 as 
uncollectible. 


Apr. 6. Reinstated the account of Jan Kearns and received $750 cash in full payment. 


PE9-1B Direct write-off method 


Journalize the following transactions using the direct write-off method of accounting for 
uncollectible receivables: 


July 7. Received $500 from Betty Williams and wrote off the remainder owed of 
$2,000 as uncollectible. 


Nov. 13. Reinstated the account of Betty Williams and received $2,000 cash in full payment. 


PE9-2A Allowance method 
Journalize the following transactions using the allowance method of accounting for un- 
collectible receivables: 


Jan. 17. Received $250 from Ian Kearns and wrote off the remainder owed of $750 as 
uncollectible. 


Apr. 6. Reinstated the account of Ian Kearns and received $750 cash in full payment. 


PE9-2B Allowance method 
Journalize the following transactions using the allowance method of accounting for un- 
collectible receivables: 


July 7. Received $500 from Betty Williams and wrote off the remainder owed of 
$2,000 as uncollectible. 


Nov. 13. Reinstated the account of Betty Williams and received $2,000 cash in full payment. 


PE9-3A Percent of sales method 
At the end of the current year, Accounts Receivable has a balance of $325,000; Allowance 
for Doubtful Accounts has a credit balance of $3,900; and net sales for the year total 
$4,500,000. Bad debt expense is estimated at % of 1% of net sales. 

Determine (a) the amount of the adjusting entry for uncollectible accounts; (b) the 
adjusted balances of Accounts Receivable, Allowance for Doubtful Accounts, and Bad 
Debt Expense; and (c) the net realizable value of accounts receivable. 


PE 9-3B Percent of sales method 
At the end of the current year, Accounts Receivable has a balance of $2,500,000; Allow- 
ance for Doubtful Accounts has a debit balance of $9,000; and net sales for the year total 
$32,000,000. Bad debt expense is estimated at 4 of 1% of net sales. 

Determine (a) the amount of the adjusting entry for uncollectible accounts; (b) the 
adjusted balances of Accounts Receivable, Allowance for Doubtful Accounts, and Bad 
Debt Expense; and (c) the net realizable value of accounts receivable. 
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Learning Example 
Objectives Exercises 


OBJ.4 ——EE9-4 409 


OBJ.4 —- EE9-4 409 


OBJ.6 EE9-5_p 4/4 


OBJ.6 EE9-5 p.414 


OBJ.8 EE 9-6 p.4/6 


OBJ.8  EE9-6 14/6 


PE9-4A Analysis of receivables method 

At the end of the current year, Accounts Receivable has a balance of $325,000; Allowance for 

Doubtful Accounts has a credit balance of $3,900; and net sales for the year total $4,500,000. Us- 

ing the aging method, the balance of Allowance for Doubtful Accounts is estimated as $25,000. 
Determine (a) the amount of the adjusting entry for uncollectible accounts; (b) the 

adjusted balances of Accounts Receivable, Allowance for Doubtful Accounts, and Bad 

Debt Expense; and (c) the net realizable value of accounts receivable. 


PE9-4B Analysis of receivables method 

At the end of the current year, Accounts Receivable has a balance of $2,500,000; Allowance for 

Doubtful Accounts has a debit balance of $9,000; and net sales for the year total $32,000,000. Us- 

ing the aging method, the balance of Allowance for Doubtful Accounts is estimated as $76,000. 
Determine (a) the amount of the adjusting entry for uncollectible accounts; (b) the 

adjusted balances of Accounts Receivable, Allowance for Doubtful Accounts, and Bad 

Debt Expense; and (c) the net realizable value of accounts receivable. 


PE9-5A_ Note receivable 


Vista Supply Company received a 30-day, 4% note for $90,000, dated September 8 from 
a customer on account. 


a. Determine the due date of the note. 
b. Determine the maturity value of the note. 
c. Journalize the entry to record the receipt of the payment of the note at maturity. 


PE9-5B Note receivable 


Gorilla Supply Company received a 120-day, 5% note for $150,000, dated March 27 from 
a customer On account. 


a. Determine the due date of the note. 
b. Determine the maturity value of the note. 


c. Journalize the entry to record the receipt of the payment of the note at maturity. 


PE9-6A Accounts receivable turnover and number of days’ sales in receivables 
Financial statement data for years ending December 31 for Blum Company are shown below. 


2012 2011 
Net sales $2,430,000 $1,920,000 
Accounts receivable: 
Beginning of year 180,000 120,000 
End of year 225,000 180,000 


a. Determine the accounts receivable turnover for 2012 and 2011. 


b. Determine the number of days’ sales in receivables for 2012 and 2011. Round to one 
decimal place. 


c. Does the change in accounts receivable turnover and the number of days’ sales in 
receivables from 2011 to 2012 indicate a favorable or an unfavorable trend? 


PE9-6B Accounts receivable turnover and number of days’ sales in receivables 
Financial statement data for years ending December 31 for Sherick Company are shown below. 


2012 2011 
Net sales $4,514,000 $4,200,000 
Accounts receivable: 
Beginning of year 280,000 320,000 
End of year 330,000 280,000 


a. Determine the accounts receivable turnover for 2012 and 2011. 


b. Determine the number of days’ sales in receivables for 2012 and 2011. Round to one 


decimal place. 


c. Does the change in accounts receivable turnover and the number of days’ sales in 
receivables from 2011 to 2012 indicate a favorable or an unfavorable trend? 


OBJ. 1 


OBJ.2 
V a. 20.9% 


OBJ.3 


OBJ.4 


OBJ. 3,4 


OBJ. 4 
V a. $80,000 


V b. $82,000 
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EX 9-1 Classifications of receivables 


Boeing is one of the world’s major aerospace firms, with operations involving commercial 
aircraft, military aircraft, missiles, satellite systems, and information and battle management 
systems. As of December 31, 2009, Boeing had $3,090 million of receivables involving 
U.S. government contracts and $1,206 million of receivables involving commercial aircraft 
customers, such as Delta Air Lines and United Airlines. 


Should Boeing report these receivables separately in the financial statements, or 
combine them into one overall accounts receivable amount? Explain. 


EX 9-2 Nature of uncollectible accounts 


The MGM Mirage owns and operates casinos including the MGM Grand and the Bellagio 
in Las Vegas, Nevada. As of December 31, 2009, The MGM Mirage reported accounts and 
notes receivable of $465,580,000 and allowance for doubtful accounts of $97,106,000. 
Johnson & Johnson manufactures and sells a wide range of health care products including 
Band-Aids and Tylenol. As of December 31, 2009, Johnson & Johnson reported accounts 
receivable of $9,979,000,000 and allowance for doubtful accounts of $333,000,000. 


a. Compute the percentage of the allowance for doubtful accounts to the accounts and notes 
receivable as of December 31, 2009, for The MGM Mirage. Round to one decimal place. 
b. Compute the percentage of the allowance for doubtful accounts to the accounts receiv- 
able as of December 31, 2009, for Johnson & Johnson. Round to one decimal place. 


c. <a Discuss possible reasons for the difference in the two ratios computed in (a) 
and (b). 


EX 9-3 Entries for uncollectible accounts, using direct write-off method 


Journalize the following transactions in the accounts of Cecena Medical Co., a medical equip- 
ment company that uses the direct write-off method of accounting for uncollectible receivables: 


Feb. 13. Sold merchandise on account to Dr. Ben Katz, $120,000. The cost of the mer- 
chandise sold was $72,000. 


May 4. Received $90,000 from Dr. Ben Katz and wrote off the remainder owed on the 
sale of February 13 as uncollectible. 


Nov. 19. Reinstated the account of Dr. Ben Katz that had been written off on May 4 
and received $30,000 cash in full payment. 


EX 9-4 Entries for uncollectible receivables, using allowance method 


Journalize the following transactions in the accounts of Metromark Company, a restaurant 
supply company that uses the allowance method of accounting for uncollectible receivables: 


Feb. 11. Sold merchandise on account to Dakota Co., $29,000. The cost of the mer- 
chandise sold was $17,400. 


Apr. 15. Received $7,500 from Dakota Co. and wrote off the remainder owed on the 
sale of February 11 as uncollectible. 


Sept. 3. Reinstated the account of Dakota Co. that had been written off on April 15 
and received $21,500 cash in full payment. 


EX 9-5 Entries to write off accounts receivable 

Acropolis Company, a computer consulting firm, has decided to write off the $12,950 balance 
of an account owed by a customer, Aaron Guzman. Journalize the entry to record the write-off, 
assuming that (a) the direct write-off method is used and (b) the allowance method is used. 


EX 9-6 Providing for doubtful accounts 

At the end of the current year, the accounts receivable account has a debit balance of 
$1,275,000 and net sales for the year total $16,000,000. Determine the amount of the 
adjusting entry to provide for doubtful accounts under each of the following assumptions: 
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OBJ. 4 


V Alpha Auto, 
77 days 


OBJ.4 
V $68,130 


a. The allowance account before adjustment has a debit balance of $5,000. Bad debt 
expense is estimated at % of 1% of net sales. 

b. The allowance account before adjustment has a debit balance of $5,000. An aging of 
the accounts in the customer ledger indicates estimated doubtful accounts of $77,000. 

c. The allowance account before adjustment has a credit balance of $7,500. Bad debt 
expense is estimated at “ of 1% of net sales. 


d. The allowance account before adjustment has a credit balance of $7,500. An aging of 
the accounts in the customer ledger indicates estimated doubtful accounts of $43,500. 


EX 9-7 Number of days past due 

Honest Abe’s Auto Supply distributes new and used automobile parts to local dealers 
throughout the Northeast. Honest Abe’s credit terms are n/30. As of the end of business 
on July 31, the following accounts receivable were past due: 


Account Due Date Amount 
Alpha Auto May 15 $ 9,000 
Best Auto July 8 3,000 
Downtown Repair March 18 7,500 
Lucky's Auto Repair June 1 5,000 
Pit Stop Auto June 3 750 
Sally's April 12 13,000 
Trident Auto May 31 1,500 
Washburn Repair & Tow March 2 1,500 


Determine the number of days each account is past due. 


EX 9-8 Aging of receivables schedule 


The accounts receivable clerk for Quigley Industries prepared the following partially 
completed aging of receivables schedule as of the end of business on November 30: 


ee Se ail) Not (erie 
Ea ee Fo pasties © | | Over | 
3 Customer _ a Balance Due 1-30 31-60 61-90 90 
[-4| Able Brothers inc. | ~ 3,000; 300[ | | | 
La 5 Accent Capea: eae 500-} ria trerigt4500le: ‘ ; 7 
ee eee Be eee | eee ee 
21 Zumpano Company _ 5,000 | | 5,000 | | 

\22 Subtotals 830,000 500,000 | 180,000) 80,000! 45,000) 25,000 


The following accounts were unintentionally omitted from the aging schedule and not 
included in the subtotals above: 


Customer Balance Due Date 
Beltran Industries $12,000 July 10 
Doodle Company 8,000 September 20 
La Corp Inc. 17,000 October 17 
VIP Sales Company 10,000 November 4 
We-Go Company 23,000 December 21 


a. Determine the number of days past due for each of the preceding accounts. 


b. Complete the aging-of-receivables schedule by adding the omitted accounts to the 
bottom of the schedule and updating the totals. 


EX 9-9 Estimating allowance for doubtful accounts 


Quigley Industries has a past history of uncollectible accounts, as shown below. Estimate 
the allowance for doubtful accounts, based on the aging of receivables schedule you 


completed in Exercise 9-8. 


OBJ.4 


OBJ.4 


OBJ. 4 


OBJ.5 
¥ c. $14,900 higher 
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Percent 
Age Class Uncollectible 
Not past due 1% 
1-30 days past due 4 
31-60 days past due 1S 
61-90 days past due 35 
Over 90 days past due 60 


EX 9-10 Adjustment for uncollectible accounts 


Using data in Exercise 9-9, assume that the allowance for doubtful accounts for Quigley 
Industries has a credit balance of $14,280 before adjustment on November 30. Journalize 
the adjusting entry for uncollectible accounts as of November 30. 


EX 9-11 


Imperial Bikes Co. is a wholesaler of motorcycle supplies. An aging of the company’s 
accounts receivable on December 31, 2012, and a historical analysis of the percentage of 
uncollectible accounts in each age category are as follows: 


Estimating doubtful accounts 


Percent 
Age Interval Balance Uncollectible 
Not past due $600,000 “U% 
1-30 days past due 120,000 2 
31-60 days past due 60,000 3 
61-90 days past due 45,000 10 
91-180 days past due 26,000 40 
Over 180 days past due 24,000 75 

$875,000 


Estimate what the proper balance of the allowance for doubtful accounts should be 
as of December 31, 2012. 


EX 9-12 Entry for uncollectible accounts 


Using the data in Exercise 9-11, assume that the allowance for doubtful accounts for 
Imperial Bikes Co. had a debit balance of $1,400 as of December 31, 2012. 
Journalize the adjusting entry for uncollectible accounts as of December 31, 2012. 


EX 9-13 Entries for bad debt expense under the direct write-off and allowance methods 
The following selected transactions were taken from the records of Aprilla Company for 
the first year of its operations ending December 31, 2012: 

Jan. 27. Wrote off account of C. Knoll, $6,000. 


Feb. 17. Received $1,000 as partial payment on the $3,000 account of Joni Lester. 
Wrote off the remaining balance as uncollectible. 


Received $6,000 from C. Knoll, which had been written off on January 27. 
Reinstated the account and recorded the cash receipt. 


Mar. 3. 


Dec. 31. Wrote off the following accounts as uncollectible (record as one journal entry): 
Jason Short $4,500 
Kim Snider 1,500 
Sue Pascall 1,100 
Tracy Lane 3,500 
Randy Pape 500 


31. If necessary, record the year-end adjusting entry for uncollectible accounts. 
a. Journalize the transactions for 2012 under the direct write-off method. 


b Journalize the transactions for 2012 under the allowance method. Aprilla Company 
uses the percent of credit sales method of estimating uncollectible accounts expense. 
Based on past history and industry averages, 194% of credit sales are expected to be 
uncollectible. Aprilla Company recorded $1,600,000 of credit sales during 2012. 


c -<—zm£- How much higher (ower) would Aprilla Company’s net income have been 
under the direct write-off method than under the allowance method? 
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OBJ.5 
¥ c. $200 higher 


OBJ.5 


OBJ.5 


VW b. $19,500 credit 
balance 


OBJ.5 
V c. $16,000 higher 


EX 9-14 Entries for bad debt expense under the direct write-off and allowance methods 
The following selected transactions were taken from the records of Silhouette Company 
for the year ending December 31, 2012: 

Mar. 4. Wrote off account of Myron Rimando, $7,500. 


May 19. Received $2,000 as partial payment on the $10,000 account of Shirley Mason. 
Wrote off the remaining balance as uncollectible. 


Aug. 7. Received the $7,500 from Myron Rimando, which had been written off on 
March 4. Reinstated the account and recorded the cash receipt. 


Dec. 31. Wrote off the following accounts as uncollectible (record as one journal entry): 


Brandon Peele $ 5,000 
Clyde Stringer 9,000 
Ned Berry 13,000 
Mary Adams 2,000 
Gina Bowers 4,500 


Dec. 31. If necessary, record the year-end adjusting entry for uncollectible accounts. 
a. Journalize the transactions for 2012 under the direct write-off method. 


b. Journalize the transactions for 2012 under the allowance method, assuming that the allow- 
ance account had a beginning balance of $45,000 on January 1, 2012, and the company 
uses the analysis of receivables method. Silhouette Company prepared the following aging 
schedule for its accounts receivable: 


Aging Class (Number Receivables Balance —_ Estimated Percent of 
of Days Past Due) on December 31 Uncollectible Accounts 
0-30 days $300,000 1% 
31-60 days 80,000 4 
61-90 days 20,000 15 
91-120 days 10,000 40 
More than 120 days 40,000 80 
Total receivables $450,000 


c ida Tow much higher dower) would Silhouette’s 2012 net income have been 
under the direct write-off method than under the allowance method? 


EX 9-15 Effect of doubtful accounts on net income 


During its first year of operations, Filippi’s Plumbing Supply Co. had net sales of $4,800,000, 
wrote off $65,000 of accounts as uncollectible using the direct write-off method, and re- 
ported net income of $375,000. Determine what the net income would have been if the 
allowance method had been used, and the company estimated that 1%% of net sales 
would be uncollectible. 


EX 9-16 Effect of doubtful accounts on net income 


Using the data in Exercise 9-15, assume that during the second year of operations Filippi’s 
Plumbing Supply Co. had net sales of $5,500,000, wrote off $70,000 of accounts as uncol- 
lectible using the direct write-off method, and reported net income of $450,000. 


a. Determine what net income would have been in the second year if the allowance 
method (using 112% of net sales) had been used in both the first and second years. 


b. Determine what the balance of the allowance for doubtful accounts would have been 


at the end of the second year if the allowance method had been used in both the first 
and second years. 


EX 9-17 Entries for bad debt expense under the direct write-off and allowance methods 


Spangler Company wrote off the following accounts receivable as uncollectible for the 
first year of its operations ending December 31, 2012: 


Chapter9 Receivables 429 


Customer Amount 
Will Boyette $10,000 
Stan Frey 8,000 
Tammy Imes 5,000 
Shana Wagner 6,000 

Total $29,000 


a. Journalize the write-offs for 2012 under the direct write-off method. 


b. Journalize the write-offs for 2012 under the allowance method. Also, journalize the 
adjusting entry for uncollectible accounts. The company recorded $3,000,000 of credit 
sales during 2012. Based on past history and industry averages, 112% of credit sales 
are expected to be uncollectible. 


c. How much higher (lower) would Spangler Company’s 2012 net income have been 
under the direct write-off method than under the allowance method? 


OBJ.5 EX 9-18 Entries for bad debt expense under the direct write-off and allowance methods 


Magnetics International wrote off the following accounts receivable as uncollectible for 
the year ending December 31, 2012: 


Customer Amount 
Trey Betts $15,500 
Cheryl Carson 9,000 
Irene Harris 29,700 
Renee Putman 3,100 

Total $57,300 


The company prepared the following aging schedule for its accounts receivable on 
December 31, 2012: 


Aging Class (Number Receivables Balance Estimated Percent of 


of Days Past Due) on December 31 Uncollectible Accounts 
0-30 days $600,000 1% 
31-60 days 150,000 2 
61-90 days 75,000 18 
91-120 days 50,000 30 
More than 120 days 60,000 50 
Total receivables $935,000 


a. Journalize the write-offs for 2012 under the direct write-off method. 


b. Journalize the write-offs and the year-end adjusting entry for 2012 under the allowance 
method, assuming that the allowance account had a beginning balance of $55,000 on 
January 1, 2012, and the company uses the analysis of receivables method. 


c. How much higher (lower) would Magnetics International’s 2012 net income have been 
under the allowance method than under the direct write-off method? 


OBJ.6 EX 9-19 Determine due date and interest on notes 
V a. Aug. 13, $600 Determine the due date and the amount of interest due at maturity on the following notes: 


Date of Note Face Amount Interest Rate Term of Note 
a. May 15 $40,000 6% 90 days 
b. March 20 15,000 4 60 days 
(ee May 19 24,000 3 60 days 
d. October | 10,500 8 60 days 
e. August 30 18,000 5 120 days 
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OBJ. 6 EX 9-20 Entries for notes receivable 
v b. $91,350 Oregon Interior Decorators issued a 90-day, 6% note for $90,000, dated April 9, to Corvallis 
Furniture Company on account. 


a. Determine the due date of the note. 
b. Determine the maturity value of the note. 


c. Journalize the entries to record the following: (1) receipt of the note by Corvallis 
Furniture and (2) receipt of payment of the note at maturity. 


OBJ. 6 EX 9-21 Entries for notes receivable 


The series of seven transactions recorded in the following T accounts were related to 
a sale to a customer on account and the receipt of the amount owed. Briefly describe 
each transaction. 


CASH NOTES RECEIVABLE 
(7) 40,602 | (5) 40,000 | (6) 40,000 
ACCOUNTS RECEIVABLE SALES RETURNS AND ALLOWANCES 
(1) 50,000 | (3) 10,000 = (3) 10,000 
(6) 40,400 | (5) 40,000 
(7) 40,400 
MERCHANDISE INVENTORY COST OF MERCHANDISE SOLD 
(4) 6,000 | (2) 30,000 = (2) 30,000 | (4) 6,000 
I 
SALES INTEREST REVENUE 
(1) 50,000 (6) 400 
(7) 202 
OBJ.6 EX 9-22 Entries for notes receivable, including year-end entries 


The following selected transactions were completed by Zip-Up Co., a supplier of zippers 
for clothing: 


2011 


Dec. 10. Received from Point Loma Clothing & Bags Co., on account, a $36,000, 
90-day, 4% note dated December 10. 


31. Recorded an adjusting entry for accrued interest on the note of December 10. 
31. Recorded the closing entry for interest revenue. 

2012 

Mar. 9. Received payment of note and interest from Point Loma Clothing & Bags Co. 


Journalize the transactions. 


OBJ. 6 EX 9-23 Entries for receipt and dishonor of note receivable 
Journalize the following transactions of Frankenstein Productions: 


May 3. Received a $150,000, 120-day, 6% note dated May 3 from Sunrider Co. on 
account. 


Aug. 31. The note is dishonored by Sunrider Co. 


Oct. 30. Received the amount due on the dishonored note plus interest for 60 days at 
9% on the total amount charged to Sunrider Co. on August 31. 


OBJ. 4,6 


OBJ. 7 


OBJ.8 
W a. 2009: 8.6 


OBJ.8 
Ya. 2009: 8.7 


aay 
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EX 9-24 Entries for receipt and dishonor of notes receivable 


Journalize the following transactions in the accounts of Jamba Co., which operates a 
riverboat casino: 


Mar. 1. Received an $80,000, 60-day, 6% note dated March 1 from Tomekia Co. on 
account. 


18. Received a $75,000, 60-day, 8% note dated March 18 from Mystic Co. on 
account. 


Apr. 30. The note dated March 1 from Tomekia Co. is dishonored, and the customer’s 
account is charged for the note, including interest. 


May 17. The note dated March 18 from Mystic Co. is dishonored, and the customer’s 
account is charged for the note, including interest. 


July 29. Cash is received for the amount due on the dishonored note dated March 1 
plus interest for 90 days at 8% on the total amount debited to Tomekia Co. on 
April 30. 


Aug. 23. Wrote off against the allowance account the amount charged to Mystic Co. on 
May 17 for the dishonored note dated March 18. 


EX 9-25 Receivables on the balance sheet 
List any errors you can find in the following partial balance sheet: 


Tulips Company 
Balance Sheet 
December 31, 2012 


Assets 
Current assets: 
Cash $138,000 
Notes receivable $400,000 
Less interest receivable 20,000 380,000 
Accounts receivable $795,000 
Plus allowance for doubtful accounts 14,500 809,500 


EX 9-26 Accounts receivable turnover and days’ sales in receivables 


Polo Ralph Lauren Corporation designs, markets, and distributes a variety of apparel, home 
decor, accessory, and fragrance products. The company’s products include such brands 
as Polo by Ralph Lauren, Ralph Lauren Purple Label, Ralph Lauren, Polo Jeans Co., and 
Chaps. Polo Ralph Lauren reported the following (in thousands): 


For the Period Ending 
March 29, 2009 March 29, 2008 


Dice a en ne rene Os See es eS Le A Pe 
Net sales $5,018,900 $4,880,100 
Accounts receivable 576,700 585,000 


Assume that accounts receivable (in millions) were $511,900 at the beginning of the 2008 
fiscal year. 

a. Compute the accounts receivable turnover for 2009 and 2008. Round to one decimal place. 
b. Compute the days’ sales in receivables for 2009 and 2008. Round to one decimal place. 


c <a What conclusions can be drawn from these analyses regarding Ralph Lauren’s 
efficiency in collecting receivables? 


EY 9-27. Accounts receivable turnover and days’ sales in receivables 

H.J. Heinz Company was founded in 1869 at Sharpsburg, Pennsylvania, by Henry J. Heinz. 
The company manufactures and markets food products throughout the world, including 
ketchup, condiments and sauces, frozen food, pet food, soups, and tuna. For the fiscal 
years 2009 and 2008, H.J. Heinz reported the following (in thousands): 
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OBJ.8 


Year Ending 
April 29,2009 April 30,2008 
Net sales $10,148,082 $10,070,778 
Accounts receivable 1,171,797 1,161,481 


Assume that the accounts receivable (in thousands) were $996,852 at the beginning of 

fiscal year 2008. 

a. Compute the accounts receivable turnover for 2009 and 2008. Round to one decimal 
place. 

b. Compute the days’ sales in receivables at the end of 2009 and 2008. Round to one 
decimal place. 

c. =i Y\7hat conclusions can be drawn from these analyses regarding Heinz’s effi- 
ciency in collecting receivables? 


EX 9-28 Accounts receivable turnover and days’ sales in receivables 


The Limited Brands Inc. sells women’s clothing and personal health care products through 
specialty retail stores including Victoria’s Secret and Bath & Body Works stores. The 
Limited Brands reported the following (in millions): 


For the Period Ending 
Jan. 31,2010 Jan. 31,2009 
Netsaes =~ ©: $6082  Sodg 
Accounts receivable 249 313 
Assume that accounts receivable (in millions) were $355 at the beginning of fiscal year 
2009. 


a. Compute the accounts receivable turnover for 2010 and 2009. Round to one decimal 
place. 


b. Compute the day’s sales in receivables for 2010 and 2009. Round to one decimal place. 


c. What conclusions can be drawn from these analyses regarding The Limited Brands’ 
efficiency in collecting receivables? 


EX 9-29 Accounts receivable turnover 


Use the data in Exercises 9-27 and 9-28 to analyze the accounts receivable turnover ratios 
of H.J. Heinz Company and The Limited Brands Inc. 


a. Compute the average accounts receivable turnover ratio for The Limited Brands Inc. 
and H.J. Heinz Company for the years shown in Exercises 9-27 and 9-28. 


b «iio Does The Limited Brands or H.J. Heinz Company have the higher average 
accounts receivable turnover ratio? 


c «iid? Fx plain the logic underlying your answer in (b). 


Problems Series A 


REDS BPE RA ST A Se i ELE PRETENSES IS RG BS EATS NEO OS IORA SEC elAA SISTERS! 


OBJ. 4 
V 3.$1,140,000 


ees 
“GENERAL 
* LEDGERS* 


PR9-1A_ Entries related to uncollectible accounts 
The following transactions were completed by Axiom Management Company during the 
current fiscal year ended December 31: 


Feb. 17. Received 25% of the $30,000 balance owed by Gillespie Co., a bankrupt busi- 
ness, and wrote off the remainder as uncollectible. 


Apr. 11. Reinstated the account of Colleen Bertram, which had been written off in the 


preceding year as uncollectible. Journalized the receipt of $4,250 cash in full 
payment of Colleen’s account. 


July 6. Wrote off the $9,000 balance owed by Covered Wagon Co., which has no assets. 


OBJ. 4 
V 3.$111,095 


a 
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Nov. 20. Reinstated the account of Dugan Co., which had been written off in the 


preceding year as uncollectible. Journalized the receipt of $5,900 cash in full 
payment of the account. 


Dec. 31. Wrote off the following accounts as uncollectible (compound entry): Kipp 


Co., $3,000; Moore Co., $4,000; Butte Distributors, $8,000; Parker Towers, 
$6,700. 


31. Based on an analysis of the $1,200,000 of accounts receivable, it was estimat- 
ed that $60,000 will be uncollectible. Journalized the adjusting entry. 


Instructions 


1. Record the January 1 credit balance of $40,000 in a T account for Allowance for 
Doubtful Accounts. 


2. Journalize the transactions. Post each entry that affects the following selected T ac- 
counts and determine the new balances: 


Allowance for Doubtful Accounts 
Bad Debt Expense 
3. Determine the expected net realizable value of the accounts receivable as of December 31. 


4. Assuming that instead of basing the provision for uncollectible accounts on an 
analysis of receivables, the adjusting entry on December 31 had been based on an 
estimated expense of *%4 of 1% of the net sales of $7,500,000 for the year, determine 
the following: 


a. Bad debt expense for the year. 
b. Balance in the allowance account after the adjustment of December 31. 


c. Expected net realizable value of the accounts receivable as of December 31. 


PR9-2A_ Aging of receivables; estimating allowance for doubtful accounts 

Angler’s Dream Company supplies flies and fishing gear to sporting goods stores and 
outfitters throughout the western United States. The accounts receivable clerk for Angler’s 
Dream prepared the following partially completed aging of receivables schedule as of the 
end of business on December 31, 2011: 


Seer ee Te Days Past Due 
3. Customer __Balance 61-90 91-120 Over 120 
4, AAA Fishery _|___20,000 | | 


- DEE AD ra ehh ee a 


\ 


\ 


ye 


'30__Z Fish Co. __ 4,000 | | 
'31| Subtotals ————_| 1,060,000 | 500,000 | 315,000' 120,000 40,000; 25,000 | _ 60,000 


The following accounts were unintentionally omitted from the aging schedule: 


Customer Due Date Balance 
Antelope Sports & Flies June 21,2011 $ 3,000 
Big Hole Flies Aug. 30, 2011 6,500 
Charlie’s Fish Co. Sept. 8, 2011 12,000 
Deschutes Sports Oct. 20, 2011 4,000 
Green River Sports Nov. 7,2011 3,500 
Smith River Co. Nov. 28, 2011 1,500 
Wild Trout Company Dec. 5, 2011 5,000 
Wolfe Sports Vane 77202 4,500 
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OBJ.3,4,5 

V 1. Year 4: Balance 
of allowance 
account, end of year, 
$14,950 


Angler’s Dream has a past history of uncollectible accounts by age category, as follows: 


Age Class Percent Uncollectible 
Not past due 1% 

1-30 days past due 4 

31-60 days past due 8 

61-90 days past due 25 

91-120 days past due 45 

Over 120 days past due 80 


Instructions 
1. Determine the number of days past due for each of the preceding accounts. 


2. Complete the aging of receivables schedule by adding the omitted accounts to the 
bottom of the schedule and updating the totals. 

3. Estimate the allowance for doubtful accounts, based on the aging of receivables schedule. 

4. Assume that the allowance for doubtful accounts for Angler’s Dream Company has 
a debit balance of $1,405 before adjustment on December 31, 2011. Journalize the 
adjusting entry for uncollectible accounts. 


5. Assume that the adjusting entry in (4) was inadvertently omitted, how would the omis- 
sion affect the balance sheet and income statement? : 


PR9-3A Compare two methods of accounting for uncollectible receivables 


Tel-Com Company, a telephone service and supply company, has just completed its fourth 
year of operations. The direct write-off method of recording bad debt expense has been used 
during the entire period. Because of substantial increases in sales volume and the amount 
of uncollectible accounts, the company is considering changing to the allowance method. 
Information is requested as to the effect that an annual provision of 34% of sales would have 
had on the amount of bad debt expense reported for each of the past four years. It is also 
considered desirable to know what the balance of Allowance for Doubtful Accounts would 
have been at the end of each year. The following data have been obtained from the accounts: 


Year of Origin of 
Accounts Receivable Written 
Off as Uncollectible 


Uncollectible Accounts 


Year Sales Written off 1st 2nd 3rd 4th 
1st $ 700,000 $2,000 $2,000 

2nd 900,000 3,400 1,800 $1,600 

3rd 1,200,000 6,450 1,000 $7400, 7S1;750 

Ath 2,000,000 9,200 1,260 3,700 $4,240 


Instructions 
1. Assemble the desired data, using the following column headings: 


Bad Debt Expense 
Increase 
Expense Expense (Decrease) Balance of 
Actually Based on in Amount Allowance Account, 
Year Reported Estimate of Expense End of Year 


2. <i Experience during the first four years of operations indicated that the receiv- 
ables were either collected within two years or had to be written off as uncollectible. 
Does the estimate of %4% of sales appear to be reasonably close to the actual experi- 
ence with uncollectible accounts originating during the first two years? Explain. 
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OBJ. 6 PR9-4A Details of notes receivable and related entries 


V 1. Note 2: Due Old Town Co. wholesales bathroom fixtures. During the current fiscal year, Old Town 
date, July 24; Interest Co. received the following notes: 
due at maturity, $90 


Date Face Amount Term Interest Rate 
le Apr. 10 $45,000 60 days 4% 
2, June 24 18,000 30 days 6 
3h, July 1 36,000 120 days 6 
4. Oct. 31 36,000 60 days 9 
SY Nov. 15 54,000 60 days 6 
6. Dec. 27 40,500 30 days 4 


Instructions 


1. Determine for each note (a) the due date and (b) the amount of interest due at ma- 
turity, identifying each note by number. 


2. Journalize the entry to record the dishonor of Note (3) on its due date. 


3. Journalize the adjusting entry to record the accrued interest on Notes (5) and (6) on 
December 31. 


4. Journalize the entries to record the receipt of the amounts due on Notes (5) and (6) 
in January. 


OBJ. 6 PR9-5A_ Notes receivable entries 


The following data relate to notes receivable and interest for Viking Co., a cable manu- 
facturer and supplier. (AIl notes are dated as of the day they are received.) 


June 3. Received a $24,000, 4%, 60-day note on account. 
July 26. Received a $27,000, 5%, 120-day note on account. 
Aug. 2. Received $24,160 on note of June 3. 
Sept. 4. Received a $60,000, 3%, 60-day note on account. 
Nov. 3. Received $60,300 on note of September 4. 
5. Received a $36,000, 7%, 30-day note on account. 

23. Received $27,450 on note of July 26. 

30. Received an $18,000, 5%, 30-day note on account. 
Dec. 5. Received $36,210 on note of November 5. 

30. Received $18,075 on note of November 30. 


Instructions 
Journalize entries to record the transactions. 


OBJ.6 PR 9-6A Sales and notes receivable transactions 

The following were selected from among the transactions completed by Sorento Co. dur- 
or ing the current year. Sorento Co. sells and installs home and business security systems. 
GENERAL 
“+ LEDGER-* 


Jan. 5. Loaned $17,500 cash to Marc Jager, receiving a 90-day, 8% note. 


Feb. 4. Sold merchandise on account to Tedra & Co., $19,000. The cost of the mer- 
chandise sold was $11,000. 


13. Sold merchandise on account to Centennial Co., $30,000. The cost of mer- 
chandise sold was $17,600. 


Mar. 6. Accepted a 60-day, 6% note for $19,000 from Tedra & Co. on account. 
14. Accepted a 60-day, 9% note for $30,000 from Centennial Co. on account. 
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Apr. 5. Received the interest due from Marc Jager and a new 120-day, 9% note asa 
renewal of the loan of January 5. (Record both the debit and the credit to the 


notes receivable account.) 
May 5. Received from Tedra & Co. the amount due on the note of March 6. 
13. Centennial Co. dishonored its note dated March 14. 


July 12. Received from Centennial Co. the amount owed on the dishonored note, plus 
interest for 60 days at 12% computed on the maturity value of the note. 


Aug. 3. Received from Marc Jager the amount due on his note of April 5. 


Sept. 7. Sold merchandise on account to Lock-It Co., $9,000. The cost of the merchan- 
dise sold was $5,000. 


17. Received from Lock-It Co. the amount of the invoice of September 7, less 1% 
discount. 


Instructions 
Journalize the transactions. 


Problems Series B 


OBJ.4 PR9-1B_ Entries related to uncollectible accounts 


V 3. $1,830,000 The following transactions were completed by The Spencer Gallery during the current 
fiscal year ended December 31: 


Mar. 15. Reinstated the account of Brad Atwell, which had been written off in the 
preceding year as uncollectible. Journalized the receipt of $3,750 cash in full 
payment of Brad’s account. 


May 20. Wrote off the $15,000 balance owed by Glory Rigging Co., which is bankrupt. 


Aug. 13. Received 40% of the $18,000 balance owed by Coastal Co., a bankrupt busi- 
ness, and wrote off the remainder as uncollectible. 


/: ‘ i 
GENERAL 
** LEDGER:* 


Sept. 2. Reinstated the account of Lorie Kidd, which had been written off two years 
earlier as uncollectible. Recorded the receipt of $6,500 cash in full payment. 


Dec. 31. Wrote off the following accounts as uncollectible (compound entry): Kimbro 
Co., $9,000; McHale Co., $2,500; Summit Furniture, $7,500; Wes Riggs, $2,000. 


31. Based on an analysis of the $1,880,000 of accounts receivable, it was estimat- 
ed that $50,000 will be uncollectible. Journalized the adjusting entry. 
Instructions 


1. Record the January 1 credit balance of $38,500 in a T account for Allowance for 
Doubtful Accounts. 


2. Journalize the transactions, Post each entry that affects the following T accounts and 
determine the new balances: 


Allowance for Doubtful Accounts 
Bad Debt Expense 


3. Determine the expected net realizable value of the accounts receivable as of December 31. 


4. Assuming that instead of basing the provision for uncollectible accounts on an 
analysis of receivables, the adjusting entry on December 31 had been based on an 
estimated expense of 4% of 1% of the net sales of $9,600,000 for the year, determine 
the following: 


a. Bad debt expense for the year. 
b. Balance in the allowance account after the adjustment of December 31. 


c. Expected net realizable value of the accounts receivable as of December 31. 


OBJ. 4 
V 3.$72,290 


OBJ. 3,4,5 


¥ 1. Year 4: Balance 
of allowance 
account, end of year, 
$13,900 
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PR9-2B Aging of receivables; estimating allowance for doubtful accounts 
Capri Wigs Company supplies wigs and hair care products to beauty salons throughout 
California and the Pacific Northwest. The accounts receivable clerk for Capri Wigs pre- 


pared the following partially completed aging of receivables schedule as of the end of 
business on December 31, 2011: 


LA Be Ee ec a 


an dais Pe Days PEDue = Sl 


| 


aC Ea | Lie | 


a re te ese ll 
Customer 


3 _Balance_ 1-30 31-60 | 61-90 91-120 Over 120 
| 4 Absolute Beauty _15,000 | | | | | 
_ 5 Blonde Wigs | ii oe - 
ce er | | | 

y | —_ = a “{ =a ee a 225 a = 


‘31| Subtotals 700,000 287,000, 10,000, 150,000 40,000, 18,000 25,000, 


The following accounts were unintentionally omitted from the aging schedule: 


Customer Due Date Balance 
Shining Beauty May 28, 2011 $4,000 
Paradise Beauty Store Sept. 7, 2011 7,000 
Amazing Hair Products Oct. 17, 2011 1,000 
Hairy’s Hair Care Oct. 24,2011 1,500 
Golden Images Nov. 23, 2011 1,600 
Oh The Hair Nov. 29, 2011 3,500 
All About Hair Dec. 2, 2011 4,000 
Lasting Images Jan. 5, 2012 9,400 


Capri Wigs has a past history of uncollectible accounts by age category, as follows: 


Percent 
Age Class Uncollectible 
Not past due 2% 
1-30 days past due 5 
31-60 days past due 12 
61-90 days past due 16 
91-120 days past due 40 
Over 120 days past due 75 


Instructions 

1. Determine the number of days past due for each of the preceding accounts. 

2. Complete the aging of receivables schedule by adding the omitted accounts to the 
bottom of the schedule and updating the totals. 

3. Estimate the allowance for doubtful accounts, based on the aging of receivables schedule. 

4. Assume that the allowance for doubtful accounts for Capri Wigs has a credit balance 
of $3,040 before adjustment on December 31, 2011. Journalize the adjustment for 
uncollectible accounts. 

5. Assume that the adjusting entry in (4) was inadvertently omitted, how would the omis- 
sion affect the balance sheet and income statement? 


PR9-3B Compare two methods of accounting for uncollectible receivables 

Cyber Tech Company, which operates a chain of 25 electronics supply stores, has just 
completed its fourth year of operations. The direct write-off method of recording bad 
debt expense has been used during the entire period. Because of substantial increases in 
sales volume and the amount of uncollectible accounts, the firm is considering changing 
to the allowance method. Information is requested as to the effect that an annual provi- 
sion of %% of sales would have had on the amount of bad debt expense reported for 
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each of the past four years. It is also considered desirable to know what the balance of 
Allowance for Doubtful Accounts would have been at the end of each year. The follow- 
ing data have been obtained from the accounts: 


Year of Origin of 
Accounts Receivable Written 
Off as Uncollectible 


Uncollectible Accounts 


Year Sales Written Off 1st 2nd 3rd 4th 
1st $1,400,000 $ 1,300 $1,300 

2nd 2,000,000 3,600 1,500 $2,100 

3rd 3,000,000 13,500 4,000 3,300 $6,200 

Ath 3,600,000 17,700 4,000 6,100 $7,600 


Instructions 
1. Assemble the desired data, using the following column headings: 


Bad Debt Expense 


Increase 
Expense Expense (Decrease) Balance of 
Actually Based on in Amount Allowance Account, 
Year Reported Estimate of Expense End of Year 


2. <i Experience during the first four years of operations indicated that the receiv- 
ables were either collected within two years or had to be written off as uncollectible. 
Does the estimate of 2% of sales appear to be reasonably close to the actual experi- 
ence with uncollectible accounts originating during the first two years? Explain. 


PR9-4B Details of notes receivable and related entries 


Media Ads Co. produces advertising videos. During the last six months of the current 
fiscal year, Media Ads Co. received the following notes: 


Date Face Amount Term Interest Rate 
ile Apr. 3 $15,000 60 days 4% 
2, May 19 57,600 45 days 6 
3s Aug. 7 50,000 90 days 5 
4. Sept. 4 20,000 90 days 6 
Be Nov. 21 27,000 60 days 8 
6. Dec. 16 21,600 60 days 6 


Instructions 


1. Determine for each note (a) the due date and (b) the amount of interest due at ma- 
turity, identifying each note by number. 


2. Journalize the entry to record the dishonor of Note (3) on its due date. 


3. Journalize the adjusting entry to record the accrued interest on Notes (5) and (6) on 
December 31. 


4. Journalize the entries to record the receipt of the amounts due on Notes (5) and (6) 
in January and February. 


PR9-5B_ Notes receivable entries 


The following data relate to notes receivable and interest for El Rayo Co., a financial 
services company. (All notes are dated as of the day they are received.) 


Mar. 1. Received a $90,000, 6%, 60-day note on account. 
25. Received a $10,000, 4%, 90-day note on account. 

. Received $90,900 on note of March 1. 

. Received a $36,000, 7%, 90-day note on account. 

31. Received a $25,000, 6%, 30-day note on account. 
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June 23. Received $10,100 on note of March 25. 
30. Received $25,125 on note of May 31. 

July 1. Received a $28,000, 9%, 30-day note on account. 
31. Received $28,210 on note of July 1. 

Aug. 14. Received $36,630 on note of May 16. 


Instructions 
Journalize the entries to record the transactions. 


PR9-6B Sales and notes receivable transactions 


The following were selected from among the transactions completed during the current 
year by Indigo Co., an appliance wholesale company: 


Jan. 13. Sold merchandise on account to Boylan Co., $32,000. The cost of merchandise 
sold was $19,200. 


Mar. 10. Accepted a 60-day, 6% note for $32,000 from Boylan Co. on account. 
May 9. Received from Boylan Co. the amount due on the note of March 10. 


June 10. Sold merchandise on account to Holen for $18,000. The cost of merchandise 
sold was $10,000. 


15. Loaned $24,000 cash to Angie Jones, receiving a 30-day, 7% note. 


20. Received from Holen the amount due on the invoice of June 10, less 2% dis- 
count. 


July 15. Received the interest due from Angie Jones and a new 60-day, 9% note as a 
renewal of the loan of June 15. (Record both the debit and the credit to the 
notes receivable account.) 


Sept. 13. Received from Angie Jones the amount due on her note of July 15. 


13. Sold merchandise on account to Aztec Co., $40,000. The cost of merchandise 
sold was $25,000. 


Oct. 12. Accepted a 60-day, 6% note for $40,000 from Aztec Co. on account. 
Dec. 11. Aztec Co. dishonored the note dated October 12. 


26. Received from Aztec Co. the amount owed on the dishonored note, plus inter- 
est for 15 days at 12% computed on the maturity value of the note. 


Instructions 
Journalize the transactions. 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


} SA9-1 Aging of receivables schedule 
exce Brandy Company wholesales grocery food products to grocery stores. The accounts re- 
SUCCESS ceivable clerk for Brandy Company prepared the following partially completed aging of 


receivables schedule on December 31, 2011. 
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| Balance | 


150 


| 0 
7 Oakland City Stores; 1,500| —*1,250 50 | 50 
| River Grocery 0 
9 | Whitley, D. 
10 | Total 


Brandy Company has a past history of uncollectible accounts by age category, as follows: 


Age Class Percent Uncollectible 
Not past due 1% 
1-30 days past due 3% 
31-60 days past due 7% 
61-90 days past due 10% 
91-180 days past due 15% 
Over 180 days past due 20% 


Open the Excel file SA9-1_2e. 
Complete the aging of receivables schedule by using spreadsheet software. 


Estimate the allowance for doubtful accounts, based on the aging of receivables schedule. 


a ofS. 


Assume that after additional historical analysis, the accounts receivable clerk revised 
the percent uncollectible as follows: 


Age Class Percent Uncollectible 
Not past due 1% 
1-30 days past due 2% 
31-60 days past due 7% 
61-90 days past due 12% 
91-180 days past due 20% 
Over 180 days past due 40% 


e. Determine the estimate for the allowance for doubtful accounts under the revised 
percent uncollectible assumptions. 


f. When you have completed the receivables aging schedule, perform a “save as,” replacing 
the entire file name with the following: 


SA9-1_2efyour first name initial]_[your last name] 


excel SA9-2 Aging of receivables schedule 
SUCCESS The Lawson Company accounts receivable clerk assembled customer data at year-end as 
follows: 
Accounts Receivable Number of Days 

Customer Name Balance Past Due 
Kress, T. $2,400 Not past due 
Bradley, V. 1,580 14 
Silver, K. 500 123 
Ng, N. 950 75 
Horowitz, S. 670 41 
Stevens, K. 3,100 Not past due 
Wilde, P. 240 68 


Total $9,440 


excel 


SUCCESS 


excel 


SUCCESS 
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A past history of uncollectible accounts was used to develop the following: 


Age Class Percent Uncollectible 
Not past due 3% 
1-30 days past due 8% 
31-60 days past due 14% 
61-90 days past due 20% 
Over 90 days past due 30% 


a. Open the Excel file SA9-2_2e. 


. Prepare an aging of receivables schedule using spreadsheet software. Use the Data-Sort 
command to alphabetize the input data in the customer balance table. 


c. Estimate the allowance for doubtful accounts, based on the aging of receivables schedule. 
. When you have completed the receivables aging schedule, perform a “save as,” replac- 
ing the entire file name with the following: 


SA9-2_2ef[your first name initial]_[your last name] 


SA 9-3 Determine interest on notes 


Determine the amount of interest due at maturity on the following notes: 


Face Amount Interest Rate Term of Note 
a. $24,000 5% 60 days 
b. 94,000 4% 45 days 
Cc. 49,000 6% 90 days 
d. 16,000 7% 36 days 
e. 55,000 6% 30 days 


a. Open the Excel file SA9-3_2e. 


b. When you have determined the interest calculation, perform a “save as,” replacing the 
entire file name with the following: 


SA9-3_ 2efyour first name initial]_[your last name] 


SA 9-4 
Entries for notes receivable, including year-end interest adjustment, is as follows: 


2011 
Dec. 11. Received a $56,000, 45-day, 4.5% noted dated Dec. 11 from Kimberly Co. on 
account. 


31. Recorded an adjusting entry for accrued interest on the note of December 11. 
31. Recorded the closing entry for interest revenue. 

2012 

Jan. 25. Received payment of note and interest from Kimberly Co. 

a. Open the Excel file SA9-4_2e. 


b. Prepare a spreadsheet to determine the accrued interest on December 31, 2011, and 
interest earned on January 25, 2012. 


c. When you have determined the interest calculation, perform a “save as,” replacing the 
entire file name with the following: 


SA9-4_2efyour first name initial]_[your last name] 
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CHAPTER 


Fixed Assets and 
Intangible Assets 


oO you remember purchasing your first car? You probably 

didn’t buy your first car like you would buy a CD. Purchasing 
a new or used car is expensive. In addition, you would drive (use) 
the car for the next 3-5 years or longer. As a result, you might 
spend hours or weeks considering different makes and models, 
safety ratings, warranties, and operating costs before deciding on 
the final purchase. 

Like buying her first car, Lovie Yancey spent a lot of time 
before deciding to open her first restaurant. In 1952, she created 
the biggest, juiciest hamburger that anyone had ever seen. She 
called it a Fatburger. The restaurant initially started as a 24-hour 
operation to cater to the schedules of professional musicians. As 
a fan of popular music and its performers, Yancey played rhythm 
and blues, jazz, and blues recordings for her customers. Fatburg- 
er’s popularity with entertainers was illustrated when its name 
was used in a 1992 rap by Ice Cube. “Two in the mornin’ got 
the Fatburger,” Cube said, in “It Was a Good Day,” a track on his 


Predator album. 


The demand for this incredible burger was such that, in 1980, 
Ms. Yancey decided to offer Fatburger franchise opportunities. 
In 1990, with the goal of expanding Fatburger throughout the 
world, purchased the business from Ms. Yancey. 
Today, Fatburger has grown to a multi-restaurant chain with own- 
ers and investors such as talk show host Montel Williams, former 
Cincinnati Bengals’ tackle Willie Anderson, comedian David Spade, 
and musicians Cher, Janet Jackson, and Pharrell. 

So, how much would it cost you to open a Fatburger restaurant? 
On average, the total investment begins at over $700,000 per restau- 
rant. Thus, in starting a Fatburger restaurant, you would be making 
a significant investment that would affect your life for years to come. 

This chapter discusses the accounting for investments in 
fixed assets such as those used to open a Fatburger restaurant. 
How to determine the portion of the fixed asset that becomes an 
expense over time is also discussed. Finally, the accounting for 
the disposal of fixed assets and accounting for intangible assets 
such as patents and copyrights are discussed. 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises 


(amg) Define, classify, and account for the cost of fixed assets. 
| 1 | Nature of Fixed Assets 
Classifying Costs 
The Cost of Fixed Assets 
Capital and Revenue Expenditures EE 10-1 448 
Leasing Fixed Assets 


units-of production method, and double-declining-balance method. 
Accounting for Depreciation 
Factors in Computing Depreciation Expense 


= Compute depreciation, using the following methods: straight-line method, 


Straight-Line Method EE 10-2 excel 451 
Units-of-Production Method EE 10-3 excel bie 
Double-Declining-Balance Method EE 10-4 454 


Comparing Depreciation Methods 
Depreciation for Federal Income Tax 
Revising Depreciation Estimates EE 10-5 457 - 


Journalize entries for the disposal of fixed assets. 
Disposal of Fixed Assets 
Discarding Fixed Assets 
Selling Fixed Assets EE 10-6 459 


Compute depletion and journalize the entry for depletion. 
Natural Resources EE 10-7 460 


Describe the accounting for intangible assets, such as patents, copyrights, 

and goodwill. 

Intangible Assets 
Patents EE 10-8 463 
Copyrights and Trademarks 
Goodwill EE 10-8 463 


i | 


Describe how depreciation expense is reported in an income statement and 
prepare a balance sheet that includes fixed assets and intangible assets. 
Financial Reporting for Fixed Assets and Intangible Assets 


Describe and illustrate the fixed asset turnover ratio to assess the efficiency 
of a company’s use of its fixed assets. 
Financial Analysis and Interpretation: Fixed Asset Turnover Ratio EE 10-9 465 


At a Glance Page 467 


“i of 


-_ Define, classify, Nature of Fixed Assets 


and account 
for the cost of fixed 
assets. 


Fixed assets are long-term or relatively permanent assets such as equipment, 
machinery, buildings, and land. Other descriptive titles for fixed assets are 
plant assets or property, plant, and equipment. Fixed assets have the following 
characteristics: 

1. They exist physically and, thus, are tangible assets. 

2. They are owned and used by the company in its normal operations. 

3. They are not offered for sale as part of normal operations. 


Exhibit 1 shows the percent of fixed assets to total assets for some select compa- 
nies. As shown in Exhibit 1, fixed assets are often a significant portion of the total 
assets of a company. 
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« 


WERE BTPOT Fixed Asseto'as a Percontof Total Assets—Selected Companies” 

a Se ne ee ee SSS Ui SA a Be isha it 

Fixed AssetsasaPercent — 

of Total Assets i 

Alcoa Inc. 47% | 

ExxonMobil Corporation 53 

Ford Motor Company 25 

Kroger 57 | 

| Office Depot Inc. 30 | 

; United Parcel Service, Inc. 57 

Verizon Communications 43 ' 

| Walgreen Co. 43 | 

| Wal-Mart 59 


‘ . cP 0 2 ere cen eg an ge ey errr Eee 


Classifying Costs 


A cost that has been incurred may be classified as a fixed asset, an investment, or ||}1FRS 2 Galli 
an expense. Exhibit 2 shows how to determine the proper classification of a cost 
and how it should be recorded. As shown in Exhibit 2, classifying a cost involves 
the following steps: 


See Appendix D for 
more information 
Step 1. Is the purchased item long-lived? 


If yes, the item is recorded as an asset on the balance sheet, either as a 
fixed asset or an investment. Proceed to Step 2. 


If no, the item is classified and recorded as an expense. 
Step 2. Is the asset used in normal operations? 
If yes, the asset is classified and recorded as a fixed asset. 


If no, the asset is classified and recorded as an investment. 


Items that are classified and recorded as fixed assets include land, buildings, or 
equipment. Such assets normally last more than a year and are used in the normal 
operations. However, standby equipment for use during peak periods or when other 
equipment breaks down is still classified as a fixed asset even though it is not used 
very often. In contrast, fixed assets that have been abandoned or are no longer used 
in operations are not classified as fixed assets. 


EXHIBIT 2 | 


Classifying Costs 


ROE ee ct 
NO ——~ Expense 


NO — Investment 


YES 
YES —» Fixed Asset 


Although fixed assets may be sold, they should not be offered for sale as part of 
normal operations. For example, cars and trucks offered for sale by an automotive 
dealership are not fixed assets of the dealership. On the other hand, a tow truck 
used in the normal operations of the dealership is a fixed asset of the dealership. 

Investments are long-lived assets that are not used in the normal operations and 
are held for future resale. Such assets are reported on the balance sheet in a section 
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entitled Investments. For example, undeveloped land acquired for future resale would 
be classified and reported as an investment, not land. 


The Cost of Fixed Assets 


In addition to purchase price, costs of acquiring fixed assets include all amounts 
spent getting the asset in place and ready for use. For example, freight costs and 
the costs of installing equipment are part of the asset’s total cost. 

Exhibit 3 summarizes some of the common costs of acquiring fixed assets. These 
costs are recorded by debiting the related fixed asset account, such as Land,’ Build- 
ing, Land Improvements, or Machinery and Equipment. 


= 


a la a a aii : 
EXHIBIT 3 Costs of Acquiring Fixed Assets 

e Architects’ fees e Sales taxes © Purchase price : 

e Engineers’ fees e Freight e Sales taxes 

¢ Insurance costs incurred during e Installation ¢ Permits from government agencies 
construction e Repairs (purchase of used equipment) e Broker’s commissions 

2 Interest Srscuoy, borrowed to finance e Reconditioning (purchase of used ® Title fees 
construction equipment) 


e Walkways to and around the building 2 SUNG See 


whaling tenes * Insurance while in transit ¢ Delinquent real estate taxes 
4 ; on Aer * Assembly e Removing unwanted 
Repairs (purchase of existing building) e Modifying for use building less any salvage 
¢ Reconditioning (purchase of existing * Testing for use * Grading and leveling 
building) : : : 
* Modifying for use e Permits from government agencies e nein public street bordering 


e Permits from government agencies 


Land Improvements 
ae 


e Trees and shrubs 


&% 


® Fences 


¢ Outdoor lighting fe 


e Paved parking areas 


ee 


Only costs necessary for preparing the fixed asset for use are included as a cost of 
the asset. Unnecessary costs that do not increase the asset’s usefulness are recorded 
as an expense. For example, the following costs are included as an expense: 


1 
2 
3 
4 
5 


. Vandalism 

. Mistakes in installation 

. Uninsured theft 

. Damage during unpacking and installing 

. Fines for not obtaining proper permits from governmental agencies 


A company may incur costs associated with constructing a fixed asset such as 
a new building. The direct costs incurred in the construction, such as labor and 


1 As discussed here, land is assumed to be used only as a location or site and not for its mineral deposits or other natural 
resources. 
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Progress. When the construction is complete, the costs are reclassified by crediting 


materials, should be capitalized as a debit to an account entitled Construction in & 
Construction in Progress and debiting the proper fixed asset account such as Build- 


ing. For some companies, construction in progress can be significant. Intel Corporation reported 
° E in a recent annual report 
Capital and Revenue Expenditures construction in progress 


: : , t of $2.7 billion, which 
Once a fixed asset has been acquired and placed in service, costs may be incurred was 16% of its total fixed 


for ordinary maintenance and repairs. In addition, costs may be incurred for improv- assets. 
ing an asset or for extraordinary repairs that extend the asset’s useful life. Costs that ||| IFRS 2 Galli 
benefit only the current period are called revenue expenditures. Costs that improve 


the asset or extend its useful life are capital expenditures. sec:Appendix D for 


more information 


Ordinary Maintenance and Repairs Costs related to the ordinary maintenance 
and repairs of a fixed asset are recorded as an expense of the current period. Such expen- 
ditures are revenue expenditures and are recorded as increases to Repairs and Maintenance 
Expense. For example, $300 paid for a tune-up of a delivery truck is recorded as follows: 


Repairs and Maintenance Expense 300 
Cash : 300 


Asset Improvements After a fixed asset has been placed in service, costs may be 
incurred to improve the asset. For example, the service value of a delivery truck might 
be improved by adding a $5,500 hydraulic lift to allow for easier and quicker loading of 
cargo. Such costs are capital expenditures and are recorded as increases to the fixed asset 
account. In the case of the hydraulic lift, the expenditure is recorded as follows: 


Delivery Truck as 5,500 
Cash 5,500 


Because the cost of the delivery truck has increased, depreciation for the truck 
would also change over its remaining useful life. 

Extraordinary Repairs After a fixed asset has been placed in service, costs may be in- 
curred to extend the asset’s useful life. For example, the engine of a forklift that is near the 
end of its useful life may be overhauled at a cost of $4,500, extending its useful life by eight 


years. Such costs are capital expenditures and are recorded as a decrease in an accumulated 
depreciation account. In the case of the forklift, the expenditure is recorded as follows: 


Accumulated Depreciation—Forklift 4,500 
Cash 4,500 


a Tehes ee ALTERATION TH EON UST ND 


pomp 


IES COL TENDED 


CAPITAL CRIME 


One of the largest alleged accounting frauds in history in- network as capital expenditures. As a result, the company 
volved the improper accounting for capital expenditures. had to restate its prior years’ earnings downward by nearly 
WorldCom, the second largest telecommunications com- $4 billion to correct this error. The company declared bank- 
pany in the United States at the time, improperly treated — ruptcy within months of disclosing the error, and the CEO 
maintenance expenditures on_ its telecommunications was sentenced to 25 years in prison. 


Because the forklift’s remaining useful life has changed, depreciation for the forklift 
would also change based on the new book value of the forklift. 
The accounting for revenue and capital expenditures is summarized on the next page. 
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Adds service value : 


Asset 9 de 
~\ to the asset » 


Improvement | 


CAPITAL | 
EXPENDITURE | 


Benefits current 
and future periods 


i 
i] 


Extraordinary | Extends the asset's 
Repair — ‘ useful life 


Revise depreciation for — 
current and future periods 


Example Exercise 10-1 


— On June 18, GTS 


Leasing Fixed Assets 


A lease is a contract for the use of an asset for a period of time. Leases are often 
used in business. For example, automobiles, computers, medical equipment, build- 
ings, and airplanes are often leased. 

The two parties to a lease contract are as follows: 


1. The /essor is the party who owns the asset. 
2. The lessee is the party to whom the rights to use the asset are granted by the lessor. 


Under a lease contract, the lessee pays rent on a periodic basis for the lease term. 
The lessee accounts for a lease contract in one of two ways depending on how the 
lease contract is classified. A lease contract can be classified as either a: 


Delta Air Lines leases 
facilities, aircraft, and 
equipment using both 


capital and operating 1. Capital lease or 
leases. , 
2. Operating lease 


A capital lease is accounted for as if the lessee has purchased the asset. The lessee debits 
an asset account for the fair market value of the asset and credits a long-term lease liability 
account. The asset is then written off as an expense (amortized) over the life of the capital 
lease. The accounting for capital leases is discussed in more advanced accounting texts. 

An operating lease is accounted for as if the lessee is renting the asset for the 
lease term. The lessee records operating lease payments by debiting Rent Expense 
and crediting Cash. The lessee’s future lease obligations are not recorded in the ac- 
counts. However, such obligations are disclosed in notes to the financial statements. 
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The asset rentals described in earlier chapters of this text were accounted for as operat- 
ing leases. To simplify, all leases are assumed to be operating leases throughout this text. 


Accounting for Depreciation 


Over time, fixed assets, with the exception of land, lose their ability to provide services. 
Thus, the costs of fixed assets such as equipment and buildings should be recorded as an 
expense over their useful lives. This periodic recording of the cost of fixed assets as an 
expense is called depreciation. Because land has an unlimited life, it is not depreciated. 

The adjusting entry to record depreciation debits Depreciation Expense and credits 
a contra asset account entitled Accumulated Depreciation or Allowance for Deprecia- 
tion. The use of a contra asset account allows the original cost to remain unchanged 
in the fixed asset account. 

Depreciation can be caused by physical or functional factors. 


1. Physical depreciation factors include wear and tear during use or from exposure to 
weather. 


2. Functional depreciation factors include obsolescence and changes in customer needs 
that cause the asset to no longer provide services for which it was intended. For 
example, equipment may become obsolete due to changing technology. 


Two common misunderstandings that exist about depreciation as used in account- 
ing include: 


1. Depreciation does not measure a decline in the market value of a fixed asset. Instead, 
depreciation is an allocation of a fixed asset’s cost to expense over the asset’s useful 
life. Thus, the book value of a fixed asset (cost less accumulated depreciation) usually 
does not agree with the asset’s market value. This is justified in accounting because 
a fixed asset is for use in a company’s operations rather than for resale. 

2. Depreciation does not provide cash to replace fixed assets as they wear out. This 
misunderstanding may occur because depreciation, unlike most expenses, does not 
require an outlay of cash when it is recorded. 


Factors in Computing Depreciation Expense 


Three factors determine the depreciation expense for a fixed asset. These three fac- 
tors are as follows: 


1. The asset’s initial cost 
2. The asset’s expected useful life 
3. The asset’s estimated residual value 


The initial cost of a fixed asset is determined using the concepts discussed and 
illustrated earlier in this chapter. 

The expected useful life of a fixed asset is estimated at the time the asset is placed 
into service. Estimates of expected useful lives are available from industry trade as- 
sociations. The Internal Revenue Service also publishes guidelines for useful lives, 
which may be helpful for financial reporting purposes. However, it is not uncommon 
for different companies to use a different useful life for similar assets. 

The residual value of a fixed asset at the end of its useful life is estimated at the 
time the asset is placed into service. Residual value is sometimes referred to as scrap 
value, salvage value, or trade-in value. The difference between a fixed asset’s initial cost 
and its residual value is called the asset’s depreciable cost. The depreciable cost is the 
amount of the asset’s cost that is allocated over its useful life as depreciation expense. If a 
fixed asset has no residual value, then its entire cost should be allocated to depreciation. 

Exhibit 4 shows the relationship between depreciation expense and a fixed asset’s 
initial cost, expected useful life, and estimated residual value. 

For an asset placed into or taken out of service during the first half of a month, many 
companies compute depreciation on the asset for the entire month. That is, the asset 
is treated as having been purchased or sold on the first day of that month. Likewise, 
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ea Compute 
depreciation, 
using the following 
methods: straight-line 
method, units-of- 
production method, 
and double-declining- 
balance method. 


Note: 

The adjusting entry to 
record depreciation 
debits Depreciation 
Expense and credits 
Accumulated 
Depreciation. 
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EXHIBIT 4 


Depreciation 
Expense Factors 


Useful Life 


Periodic Depreciation Expense 


purchases and sales during the second half of a month are treated as having occurred 
on the first day of the next month. To simplify, this practice is used in this chapter. 
The three depreciation methods used most often are as follows:? 


1. Straight-line depreciation 
2. Units-of-production depreciation 
3. Double-declining-balance depreciation 


7 


Exhibit 5 shows how often these methods are used in financial statements. — 


oer eee ee > 133 


EXHIBIT 5 

Use of . 
Depreciation [Straight-line 
Methods ee Units-of-production 


| Declining-balance 


a) Other 


Source: Accounting Trends & Techniques, 63rd ed., American Institute of Certified Public Accountants, 
New York, 2009. 

It is not necessary for a company to use only one method of computing depre- 
ciation for all of its fixed assets. For example, a company may use one method for 
depreciating equipment and another method for depreciating buildings. A company 
may also use different methods for determining income and property taxes. 


Straight-Line Method 


The straight-line method provides for the same amount of depreciation expense for 
each year of the asset’s useful life. As shown in Exhibit 5, the straight-line method 
is by far the most widely used depreciation method. 

To illustrate, assume that equipment was purchased on January 1 as follows: 


Initial cost $24,000 
Expected useful life 5 years 
Estimated residual value $2,000 


The annual straight-line depreciation of $4,400 is computed below. 
Cost — Residual Value _ $24,000 — $2,000 
Useful Life 5 Years 


Annual Depreciation = = $4,400 


If an asset is used for only part of a year, the annual depreciation is prorated. 
For example, assume that the preceding equipment was purchased and placed into 


2 Another method not often used today, called the sum-of-the-years-digits method, is described and illustrated in an online appendix 
located at www.cengage.com/accounting/reeve. 
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service on October 1. The depreciation for the year ending December 31 would be 
$1,100, computed as follows: 


First-Year Partial Depreciation = $4,400 X 3/12 = $1,100 


The computation of straight-line depreciation may be simplified by converting the an- 
nual depreciation to a percentage of depreciable cost.* The straight-line percentage is deter- 
mined by dividing 100% by the number of years of expected useful life, as shown below. 


Expected Years 
of Useful Life 
5 years 
8 years 
10 years 
20 years 
25 years 


Straight-Line 


Percentage 


20% (100%/5) 

12.5% (100%/8) 
10% (100%/10) 
5% (100%/20) 
4% (100%/25) 


For the preceding equipment, the annual depreciation of $4,400 can be computed 
by multiplying the depreciable cost of $22,000 by 20% (100%/5). 


excel 


SUCCESS 


The straight-line method of depreciation can be calculated on a spreadsheet as follows: 


| Initial cost 
| Expected useful life 
_ Estimated residual value 


Fr 
» 
So 
S 


| Output | 


Annual depreciation _=(B2-B4)/B3 | - Outputs 
| | 


Rather than using a formula, 
periodic depreciation can also be 
calculated using Excel depreciation 
functions. For example, straight-line 
depreciation can be determined 
using the =SLN function. 


The spreadsheet is divided into inputs and outputs. The formula in B7 is the straight-line 
depreciation formula using cell references of the input variables, =(B2-B4)/B3. Use 
parentheses as shown here so that the calculation is ordered properly. 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 10-2 


a. 
b. 
eS 


Follow My Example 10-2 


$120,000 ($125,000 - $5,000) 
10% = 1/10 
$12,000 ($120,000 x 10%), or ($120,000/10 years) 


Equipment acquired at the beginning of the year at a cost of $125,000 has an estimated residual value of $5,000 and 
an estimated useful life of 10 years. Determine (a) the depreciable cost, (b) the straight-line rate, and (c) the annual 
straight-line depreciation. 


Dee ewaiNcWiteetanatcistarwt eld exataia leas er mgave\ di Mipteieiaiaie, Cp) al aie w.siei# ene. biel6 sia je\bls sib o.c\t ic e/4.0 ce 8» oe Bates oie 


eG elbcelestrae ae 6.0 6 0)0 0 0 0 ue 0.0, ole ale ain 6/0. b-0.e-5 «) 16 me weiuie ore ererele. Sinem \ale: 


As shown above, the straight-line method is simple to use. When an asset’s rev- 
enues are about the same from period to period, straight-line depreciation PLOVICES | 5: cescnaliel 
a good matching of depreciation expense with the asset’s revenues. © 4 


Units-of-Production Method 


The units-of-producticn method provides the same amount of depreciation expense —_ genreciates its train 
for each unit of production. Depending on the asset, the units of production can be — engines based on hours 
expressed in terms of hours, miles driven, or quantity produced. of operation. 


3 The depreciation rate may 


useful life is 1/3. 


Norfolk Southern Corporation 


also be expressed as a fraction. For example, the annual straight-line rate for an asset with a three-year 
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The units-of-production method is applied in two steps. 


Step 1. Determine the depreciation per unit as: 
Cost — Residual Value 
Total Units of Production 


Depreciation per Unit = 


Step 2. Compute the depreciation expense as: 
Depreciation Expense = Depreciation per Unit x Total Units of Production Used 


To illustrate, assume that the equipment in the preceding example is expected to have 
a useful life of 10,000 operating hours. During the year, the equipment was operated 
2,100 hours. The units-of-production depreciation for the year is $4,620, as shown below. 


Step 1. Determine the depreciation per hour as: 


Cost - Residual Value _ $24,000-$2,000 _ $2.20 per Hour 
Total Units of Production 10,000 Hours 


Depreciation per Hour = 


Step 2. Compute the depreciation expense as: 
Depreciation Expense = Depreciation per Unit x Total Units of Production Used 
Depreciation Expense = $2.20 per Hour x 2,100 Hours = $4,620 
The units-of-production method is often used when a fixed asset’s in-service time 


(or use) varies from year to year. In such cases, the units-of-production method 
matches depreciation expense with the asset’s revenues. 


excel The units of production method of depreciation can be calculated on a spreadsheet 
as follows: 


SUCCESS 


Inputs: 

Initial cost $ 24,000 | 
Estimated residual value | $ 2,000 

Total units of production 10,000 | hours 

Total units of production 

used during the period 2,100 | hours 

Outputs 

Depreciation per unit =(B2-B3)/B4 | <———____—- a. 
Depreciation expense for 

the period =B8*B5 4-5 


a. Enter the formula for the Seprseeeeee per unit in cell B8, =(B2-B3)/B4. Use 
parentheses as shown here so that the calculation is ordered properly. 


b. Enter in B9 the formula for determining the depreciation for the period. The 
formula multiplies the rate in B8 by the units of production used during the period 
in B5, =B8*B5. 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 10-3 wz 


Equipment acquired at a cost of $180,000 has an estimated residual value of $10,000, has an estimated useful life of 
40,000 hours, and was operated 3,600 hours during the year. Determine (a) the depreciable cost, (b) the depreciation 
rate, and (c) the units-of-production depreciation for the year. 


Follow My Example 10-3 


a. $170,000 ($180,000 — $10,000) 
b. $4.25 per hour ($170,000/40,000 hours) 
c. $15,300 (3,600 hours x $4.25) 


CPO e eee eR me eee eee ease ese eee ease meee eee ree eH eH EEE E ODES NOSES OSES Eee ere ree essesedesnussbe 
PHO OK Oe 9 (em 6) via e Ap) aie '6) ese /e'e\/s/ale)\el/4! 6.04mi oie) se) 86/9 els alela aleuul by a/slahahelele)elpisieteteleials-s uicle slo unmce 


Practice Exercises: PE 10-3A, PE 10- 3B 
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Double-Declining-Balance Method 


The double-declining-balance method provides for a declining periodic expense 


over the expected useful life of the asset. The double-declining-balance method is 
applied in three steps. 


Step 1. Determine the straight-line percentage using the expected useful life. 

Step 2. Determine the double-declining-balance rate by multiplying the straight- 
line rate from Step 1 by 2. 

Step 3. Compute the depreciation expense by multiplying the double-declining- 
balance rate from Step 2 times the book value of the asset. 


To illustrate, the equipment purchased in the preceding example is used to com- 
pute double-declining-balance depreciation. For the first year, the depreciation is 
$9,600, as shown below. 


Step 1. Straight-line percentage = 20% (100%/5) 
Step 2. Double-declining-balance rate = 40% (20% x 2) 
Step 3. Depreciation expense = $9,600 ($24,000 x 40%) 


For the first year, the book value of the equipment is its initial cost of $24,000. 
After the first year, the book value (cost minus accumulated depreciation) declines 
and, thus, the depreciation also declines. The double-declining-balance depreciation 
for the full five-year life of the equipment is shown below. 


Acc. Dep. Book Value Double- Book Value 

at Beginning at Beginning Declining- Depreciation at End 

Year Cost of Year of Year Balance Rate for Year of Year 
1 $24,000 $24,000.00 x 40% $9,600.00 $14,400.00 
2 24,000 $ 9,600.00 14,400.00 x 40% 5,760.00 8,640.00 
3 24,000 15,360.00 8,640.00 x 40% 3,456.00 5,184.00 
4 24,000 18,816.00 5,184.00 x 40% 2,073.60 3,110.40 
5 24,000 20,889.60 3,110.40 _ 1,110.40 2,000.00 


When the double-declining-balance method is used, the estimated residual value 
is not considered. However, the asset should not be depreciated below its estimated 
residual value. In the above example, the estimated residual value was $2,000. There- 
fore, the depreciation for the fifth year is $1,110.40 ($3,110.40 — $2,000.00) instead 
of $1,244.16 (40% x $3,110.40). 

Like straight-line depreciation, if an asset is used for only part of a year, the an- 
nual depreciation is prorated. For example, assume that the preceding equipment 
was purchased and placed into service on October 1. The depreciation for the year 
ending December 31 would be $2,400, computed as follows: 


First-Year Partial Depreciation = $9,600 x 3/12 = $2,400 


The depreciation for the second year would then be $8,640, computed as 
follows: 


Second-Year Depreciation = $8,640 = [40% x ($24,000 - $2,400)] 


The double-declining-balance method provides a higher depreciation in the first 
year of the asset’s use, followed by declining depreciation amounts. For this reason, 
the double-declining-balance method is called an accelerated depreciation method. 

An asset’s revenues are often greater in the early years of its use than in later 
years. In such cases, the double-declining-balance method provides a good matching 
of depreciation expense with the asset’s revenues. 
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Example Exercise 10-4 | 


Equipment acquired at the beginning of the year at a cost of $125,000 has an estimated residual value of $5,000 and an 
estimated useful life of 10 years. Determine (a) the double-declining-balance rate and (b) the double-declining-balance 
_ depreciation for the first year. 


Follow My Example 10-4 


a. 20% [(1/10) x 2] 
b. $25,000 ($125,000 x 20%) 


eae bie 06 00a s 0 een pie eee 8:8 19 010 O6ip 6.0 see t.s8\s 6 4.0: 6 ev see 605s a 
Sah die a Wiel face a lace bre Wl ellutecblelele swe eta biule eialele o/@ ei6lei#/s 6i6)slelsie.eluieieie)pie\ee «6\6ib eile #|ey6 ei 616) (6)e(m ie '6iu.pyece elie lale/nieree a oi 6u9.e' 0, a/'¥/sle.9 (eie)\e ain € eave ate Wiehe, 8\e\ere-e e(uh Rinses) misses elope eth eies 9) Neen Stel Svea oe heeS el cena a 


Practice Exercises: PE 10-4A, PE 10-4B 


Comparing Depreciation Methods 


The three depreciation methods are summarized in Exhibit 6. All three methods al- 
locate a portion of the total cost of an asset to an accounting period, while never 
depreciating an asset below its residual value. 


Pes ak Uae pes be r . 
is SARA ECL wy Bas DUC NN ce OE gee NE RES = TERE Iya ker ey 
iii aa ecieaadd 


Ki ee eS oe ee ee , SeeT OA eget ree ae 
zs se if Os PEE Aes vein Hie assy kes 
Wy Stoops 7 | on Re ee pisces gi ee ee ee 

EXHIBIT 6 


Summary of Depreciable Depreciation Depreciation 
Depreciation Method Useful Life Cost Rate Expense 
Methods Straight-line Years Cost less residual Straight-line rate* Constant 
value 
Units-of- Total units of Cost less residual Cost Residual value Variable 
production production value Total units of production 
Double- Years Declining book Straight-line rate* x 2 Declining 
declining-balance value, but not below 


residual value 
*Straight-line rate = (1/Useful life) 


The straight-line method provides for the same periodic amounts of deprecia- 
tion expense over the life of the asset. The units-of-production method provides for 
periodic amounts of depreciation expense that vary, depending on the amount the 
asset is used. The double-declining-balance method provides for a higher depreciation 
amount in the first year of the asset’s use, followed by declining amounts. 

The depreciation for the straight-line, units-of-production, and double-declining- 
balance methods is shown in Exhibit 7. The depreciation in Exhibit 7 is based on the 


pe aS ha IETS 


EXHIBIT 7 | 


Comparing Depreciation Expense 
Depreciation Straight-Line Units-of-Production Double-Declining-Balance 
Methods Year Method Method Method 
1 $ 4,400* $ 4,620 ($2.20 x 2,100 hrs.) $ 9,600.00 ($24,000 x 40%) 
2 4,400 3,300 ($2.20 x 1,500 hrs.) 5,760.00 ($14,400 x 40%) 
3 4,400 5,720 ($2.20 x 2,600 hrs.) 3,456.00 ($8,640 x 40%) 
4 4,400 3,960 ($2.20 x 1,800 hrs.) 2,073.60 ($5,184 x 40%) 
3) 4,400 4,400 ($2.20 x 2,000 hrs.) 1,110.40** 
Total $22,000 $22,000 $22,000.00 


*$4,400 = ($24,000 - $2,000)/5 years 
**$3,110.40 - $2,000.00 because the equipment cannot be depreciated below its residual value of $2,000. 
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equipment purchased in our prior illustrations. For the units-of-production method, 
we assume that the equipment was used as follows: 


Year 1 2,100 hours 
Year 2 1,500 
Year 3 2,600 
Year 4 1,800 
Year 5 2,000 
Total 10,000 hours 


Depreciation for Federal Income Tax 


The Internal Revenue Code uses the Modified Accelerated Cost Recovery System 
(MACRS) to compute depreciation for tax purposes. MACRS has eight classes of use- 
ful life and depreciation rates for each class. Two of the most common classes are 
the five-year class and the seven-year class.‘ The five-year class includes automobiles 
and light-duty trucks. The seven-year class includes most machinery and equipment. 
Depreciation for these two classes is similar to that computed using the double- 
declining-balance method. 

In using the MACRS rates, residual value is ignored. Also, all fixed assets are as- 
sumed to be put in and taken out of service in the middle of the year. For the five- 
year-class assets, depreciation is spread over six years, as shown below. 


MACRS 
5-Year-Class 
Depreciation 
Year Rates 


1 20.0% 


To simplify, a company will sometimes use MACRS for both financial statement 
and tax purposes. This is acceptable if MACRS does not result in significantly dif- 
ferent amounts than would have been reported using one of the three depreciation 
methods discussed in this chapter. 


DEPRECIATING ANIMALS? 


Under MACRS, various farm animals may be depreci- Class of Animal Years 
ated. The period (years) over which ey oe Pe Eteaing cate a 
classes of farm animals may be depreciated are shown eae mnenees : 
in the table to the right. ee ‘ 

Depreciation for farm animals begins when the animal ieee Aas 


reaches the age of maturity, which is normally when it can 
be worked, milked, or bred. For race horses, depreciation 
begins when a horse is put into training. 


4 Real estate is in either a 27¥2-year or a 31-year class and is depreciated by the straight-line method. 
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Revising Depreciation Estimates 


Estimates of residual values and useful lives of fixed assets may change due to ab- 
normal wear and tear or obsolescence. When new estimates are determined, they 
are used to determine the depreciation expense in future periods. The depreciation 
expense recorded in earlier years is not affected.’ 

To illustrate, assume the following data for a machine that was purchased on 


January 1, 2011. 


Initial machine cost $140,000 
Expected useful life 5 years 
Estimated residual value $10,000 
Annual depreciation using the straight-line method 

[($140,000 — $10,000)/5 years] $26,000 


At the end of 2012, the machine’s book value (undepreciated cost) is $88,000, 
as shown below. 


Initial machine cost $140,000 
Less accumulated depreciation ($26,000 per year < 2 years) 52,000 
Book value (undepreciated cost), end of second year $ 88,000 


During 2013, the company estimates that the machine’s remaining useful life is 
eight years (instead of three) and that its residual value is $8,000 Ginstead of $10,000). 
The depreciation expense for each of the remaining eight years is $10,000, computed 


as follows: 
Book value (undepreciated cost), end of second year $88,000 
Less revised estimated residual value 8,000 
Revised remaining depreciable cost $80,000 


Revised annual depreciation expense 
[($88,000 — $8,000)/8 years] $10,000 


Exhibit 8 shows the book value of the asset over its original and revised lives. After 
the depreciation is revised at the end of 2012, book value declines at a slower rate. 
At the end of year 2020, the book value reaches the revised residual value of $8,000. 


Book Value 
of Asset with 
Change in 120,000 | 
Estimate | 


100,000 + 


80,000 | 


Book Value 


60,000 


2011) “2012° = 2013) 201A S201 SuezOnGue Ot, 2018 2019 2020 
Year 


5 FASB Accounting Standards Codification, Section 250-10-05. 
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Example Exercise 10-5 


A warehouse with a cost of $500,000 has an estimated residual value of $120,000, has an estimated useful life of 

40 years, and is depreciated by the straight-line method. (a) Determine the amount of the annual depreciation. 

(b) Determine the book value at the end of the twentieth year of use. (c) Assuming that at the start of the twenty-first 
year the remaining life is estimated to be 25 years and the residual value is estimated to be $150,000, determine the 
depreciation expense for each of the remaining 25 years. 


Follow My Example 10-5 


~ a. $9,500 [($500,000 - $120,000)/40] 
__b. $310,000 [$500,000 - ($9,500 x 20)] 
| c. $6,400 [($310,000 - $150,000)/25] 


Practice Exercises: PE 10-5A, PE 10-5B 
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Disposal of Fixed Assets = ismmenes 


entries for the 
disposal of fixed assets. 


Fixed assets that are no longer useful may be discarded or sold.° In such cases, the 
fixed asset is removed from the accounts. Just because a fixed asset is fully depreci- 
ated, however, does not mean that it should be removed from the accounts. 

If a fixed asset is still being used, its cost and accumulated depreciation should remain 
in the ledger even if the asset is fully depreciated. This maintains accountability for the 
asset in the ledger. If the asset was removed from the ledger, the accounts would contain 
no evidence of the continued existence of the asset. In addition, cost and accumulated 
depreciation data on such assets are often needed for property tax and income tax reports. 


Discarding Fixed Assets 


If a fixed asset is no longer used and has no residual value, it is discarded. For ex- 
ample, assume that a fixed asset that is fully depreciated and has no residual value 
is discarded. The entry to record the discarding removes the asset and its related 
accumulated depreciation from the ledger. 

To illustrate, assume that equipment acquired at a cost of $25,000 is fully depreci- 
ated at December 31, 2011. On February 14, 2012, the equipment is discarded. The 
entry to record the discard is as follows: 


Note: 
Feb. |14| Accumulated Depreciation—Equipment 25,000 ae Pak a packs 
Equipment 25,000 the disposal of a 


fixed asset removes 
the cost of the asset 
and its accumulated 
depreciation from the 
accounts. 


To write off equipment discarded. 


sername 


If an asset has not been fully depreciated, depreciation should be recorded before 
removing the asset from the accounting records. 

To illustrate, assume that equipment costing $6,000 with no estimated residual 
value is depreciated at a straight-line rate of 10%. On December 31, 2011, the accu- 
mulated depreciation balance, after adjusting entries, is $4,750. On March 24, 2012, 
the asset is removed from service and discarded. The entry to record the depreciation 
for the three months of 2012 before the asset is discarded is as follows: 


Mar. |24| Depreciation Expense—Equipment 150 


Accumciated Depreciation—Equipment 150 
To record current depreciation on 
equipment discarded ($600 x 3/2). 


6 The accounting for the exchange of fixed assets is described and illustrated in the appendix at the end of this chapter. 
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The discarding of the equipment is then recorded as follows: 


Mar. |24] Accumulated Depreciation—Equipment 4,900 

| Loss on Disposal of Equipment 1,100 

| 

Equipment 6,000 
) To write off equipment discarded. 


EEE TENTHS 


_sereeecaeensoeene geese one eto te nan er NE ST 


The loss of $1,100 is recorded because the balance of the per uied TT, 
account ($4,900) is less than the balance in the equipment account ($6,000). Losses 
on the discarding of fixed assets are nonoperating items and are normally reported 
in the Other expense section of the income statement. 


Selling Fixed Assets 


The entry to record the sale of a fixed asset is similar to the entries for discarding 
an asset. The only difference is that the receipt of cash is also recorded. If the sell- 
ing price is more than the book value of the asset, a gain is recorded. If the selling 
price is less than the book value, a loss is recorded. 

To illustrate, assume that equipment is purchased at a cost of $10,000 with no 
estimated residual value and is depreciated at a straight-line rate of 10%. The equip- 
ment is sold for cash on October 12 of the eighth year of its use. The balance of the 
accumulated depreciation account as of the preceding December 31 is $7,000. The 
entry to update the depreciation for the nine months of the current year is as follows: 


| Oct. | 12] Depreciation Expense—Equipment 750 
Accumulated Depreciation—Equipment 750 


To record current depreciation on 
equipment sold ($10,000 x 2, x 10%). 


Sapien ty sraqgyetcsrmagennseeserys NSTI TI 


After the current depreciation is recorded, the book value of the asset is $2,250 
($10,000 — $7,750). The entries to record the sale, assuming three different selling 
prices, are as follows: 


Sold at book value, for $2,250. No gain or loss. 


Oct. | 12] Cash 2,250 
Accumulated Depreciation—Equipment 7,750 
Equipment 10,000 


oes UN ee cto em eee etsmemnenameNRnyatenttngteg 


Sold below book value, for $1,000. Loss of $1,250. 


| 


xt inten at 
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Oct. |12] Cash 1,000 
Accumulated Depreciation—Equipment 7,750 
Loss on Sale of Equipment 1,250 

Equipment 10,000 


_rreeievneaneserrer earner eenser aac omeemesnerons erence 


Sold above book value, for $2,800. Gain of $550. 


sana aida aaa Raa 


| Oct. |12] Cash 
Accumulated Depreciation—Equipment 

Equipment 10,000 

Gain on Sale of Equipment 550 


dn a Taam netamemat t  t eT 
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Example Exercise 10-6 


Equipment was acquired at the beginning of the year at a cost of $91,000. The equipment was depreciated using the 
straight-line method based on an estimated useful life of nine years and an estimated residual value of $10,000. 


a. What was the depreciation for the first year? 


b. Assuming the equipment was sold at the end of the second year for $78,000, determine the gain or loss on sale of 
the equipment. 


c. Journalize the entry to record the sale. 
Follow My Example 10-6 


$9,000 [($91,000 — $10,000)/9] 
$5,000 gain {$78,000 — [$91,000 — ($9,000 x 2)}} 


SG. “Gash vei: Pe ee er Ee 78,000 
= Aecumulated Depreciation==Equipment. 2. oie anes ak ec dne swe eae eee 18,000 
PS ECHUMDUNOMM ctariaae seria cient yoa cleave eledis Mcrae skeen Us aula ceca artsiien Noumee ee 91,000 
Gain on Sale of Equipment mpi SAG yeu a ace a ene e Cami beens ate 5,000 
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Practice Exercises: PE 10-6A, PE 10-6B 


Natural Resources ove 


depletion and 
journalize the entry for 


The fixed assets of some companies include timber, metal ores, minerals, or other a oe 
epletion. 


natural resources. As these resources are harvested or mined and then sold, a portion 
of their cost is debited to an expense account. This process of transferring the cost 
of natural resources to an expense account is called depletion. 

Depletion is determined as follows:’ 


Step 1. Determine the depletion rate as: 
Cost of Resource 
Depletionhate:— —=—-—a aa ee 
Estimated Total Units of Resource 
Step 2. Multiply the depletion rate by the quantity extracted from the resource 
during the period. 


Depletion Expense = Depletion Rate x Quantity Extracted 


To illustrate, assume that Karst Company purchased mining rights as follows: 


Cost of mineral deposit $400,000 
Estimated total units of resource 1,000,000 tons 
Tons mined during year 90,000 tons 


The depletion expense of $36,000 for the year is computed, as shown below. 


step I 


Cost of Resource $400,000 
Estimated Total Units of Resource a 1,000,000 Tons 


Depletion Rate = = $0.40 per Ton 


Step 2. 
Depletion Expense = $0.40 per Ton x 90,000 Tons = $36,000 
The adjusting entry to record the depleti 


on is shown below. 


i italia SMU ia 


Dec. |31| Depletion =xpense 36,000 
Accumulated Depletion 36,000 
Depletion of mineral deposit. 


Src aeraniie a caesaenniaal 


7 We assume that there is no significant residual value left after all the natural resource is extracted. 
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Like the accumulated depreciation account, Accumulated Depletion is a contra 
asset account. It is reported on the balance sheet as a deduction from the cost of 
the mineral deposit. 


Example Exercise 10-7 


Earth’s Treasures Mining Co. acquired mineral rights for $45,000,000. The mineral deposit is estimated at 50,000,000 
tons. During the current year, 12,600,000 tons were mined and sold. 


* a. Determine the depletion rate. 

| b. Determine the amount of depletion expense for the current year. 

4 

| c. Journalize the adjusting entry on December 31 to recognize the depletion expense. 


Follow My Example 10-7 


a. $0.90 per ton ($45,000,000/50,000,000 tons) eer s 
b. $11,340,000 (12,600,000 tons x $0.90 per ton) 


c. Dec.31 Depletion Expense............ BNO Sa ais Gb alee eeane NOM lee ceca phen eo Ea Mapai pana 11,340,000 1 
Accumulated Depreciation) 6c acs seimescs cate miele @atersiae tele etsre alan Shc aint 11,340,000 
- Depletion of mineral deposit. 4 


Practice Exercises: PE 10-7A, PE 10-7B 


Ee Describe the Inta ngible Assets 


accounting for 
intangible assets, such 
as patents, copyrights, 
and goodwill. 


Patents, copyrights, trademarks, and goodwill are long-lived assets that are used 
in the operations of a business and are not held for sale. These assets are called 
intangible assets because they do not exist physically. 

The accounting for intangible assets is similar to that for fixed assets. The major 
issues are: 


||} IFRS 4 Gall 1. Determining the initial cost. 


Gea Appendix D for 2. Determining the amortization, which is the amount of cost to transfer to expense. 


more information Amortization results from the passage of time or a decline in the usefulness of 


the intangible asset. 


Patents 


Manufacturers may acquire exclusive rights to produce and sell goods with one or 
more unique features. Such rights are granted by patents, which the federal govern- 
ment issues to inventors. These rights continue in effect for 20 years. A business 
may purchase patent rights from others, or it may obtain patents developed by its 
own research and development. 

The initial cost of a purchased patent, including any legal fees, is debited to an 
asset account. This cost is written off, or amortized, over the years of the patent’s 
expected useful life. The expected useful life of a patent may be less than its legal 
life. For example, a patent may become worthless due to changing technology or 
consumer tastes. 

Patent amortization is normally computed using the straight-line method. The 
amortization is recorded by debiting an amortization expense account and crediting 
the patents account. A separate contra asset account is usually not used for intan- 
gible assets. 

To illustrate, assume that at the beginning of its fiscal year, a company acquires 
patent rights for $100,000. Although the patent will not expire for 14 years, its re- 


maining useful life is estimated as five years. The adjusting entry to amortize the 
patent at the end of the year is as follows: 
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Dec. |31| Amortization Expense—Patents 20,000 
Patents 20,000 | 
Pes Patent amortization ($100,000/5). / 


SAS Gast EET Dai ae 


Some companies develop their own patents through research and development. 
In such cases, any research and development costs are usually recorded as current 
operating expenses in the period in which they are incurred. This accounting for 
research and development costs is justified on the basis that any future benefits from 
research and development are highly uncertain. 


Se ee 


INTERNATIONAL FINANCI AL 2 as an asset. This criterion includes such considerations as 
REPORTING STANDARDS (IFRS) the company’s intent to use or to sell the intangible asset. 


a 


For example, Nokia Corporation (Finland) reported capital- 
ized development costs of €143 million on its December 
31, 2009, statement of financial position (balance sheet), 
where € represents the euro, the common currency of the 
European Economic Union.* . 


IFRS allow certain research and development (R&D) costs 
to be recorded as assets when incurred. Typically, R&D costs 
are classified as either research costs or development costs. 
If certain criteria are met, research costs can be recorded 
as an expense, while development costs can be recorded 


*Differences between U.S. GAAP and IFRS are further discussed and illustrated in Appendix D. _ 


Copyrights and Trademarks 


The exclusive right to publish and sell a literary, artistic, or musical composition is 
granted by a copyright. Copyrights are issued by the federal government and extend 
for 70 years beyond the author’s death. The costs of a copyright include all costs of 
creating the work plus any other costs of obtaining the copyright. A copyright that 
is purchased is recorded at the price paid for it. Copyrights are amortized over their 
estimated useful lives. 

A trademark is a name, term, or symbol used to identify a business and its 
products. Most businesses identify their trademarks with ® in their advertisements 
and on their products. 

Under federal law, businesses can protect their trademarks by registering them 
for 10 years and renewing the registration for 10-year periods. Like a copyright, the 
legal costs of registering a trademark are recorded as an asset. 

If a trademark is purchased from another business, its cost is recorded as an asset. 
In such cases, the cost of the trademark is considered to have an indefinite useful 
life. Thus, trademarks are not amortized. Instead, trademarks are reviewed periodi- 
cally for impaired value. When a trademark is impaired, the trademark should be 
written down and a loss recognized. 


Goodwill 


Goodwill refers to an intangible asset of a business that is created from such favor- 
able factors as location, product quality, reputation, and managerial skill. Goodwill 
allows a business to earn a greater rate of return than normal. 

Generally accepted accounting principles (GAAP) allow goodwill to be recorded 
only if it is objectively determined by a transaction. An example of such a transac- 
tion is the purchase of a business at a price in excess of the fair value of its net 
assets (assets — liabilities). The excess is recorded as goodwill and reported as an 


intangible asset. 
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Unlike patents and copyrights, goodwill is not amortized. However, a loss should 
be recorded if the future prospects of the purchased firm become impaired. This loss 
would normally be disclosed in the Other expense section of the income statement. 

To illustrate, assume that on December 31 FaceCard Company has determined 
that $250,000 of the goodwill created from the purchase of Electronic Systems is 
impaired. The entry to record the impairment is as follows: 


Dec. |31]} Loss from Impaired Goodwill 250,000 
Goodwill 250,000 


Impaired goodwill. 


F 


Exhibit 9 shows intangible asset disclosures for 500 large firms. Goodwill is the 
most often reported intangible asset. This is because goodwill arises from merger 
transactions, which are common. 


B reprerrexcesrenmenecnnn te ee pees tebe tae bi teed wee : 
EXHIBIT 9 fj Goodwill 
Frequency of 450 {j) Trademarks, brand names, 
Intangible Asset and copyrights 295 
Disclosures for 400 [i Customer lists 272 
500 Firms 350 Bj Contracts and noncompete 
covenants 185 
300 i Patents 139 
BB Technology 138 
py [9 Franchises and licenses 96 
200 {ij Other 


Source: Accounting Trends & Techniques, 63rd ed., American Institute of Certified Public Accountants, New York, 2009. 
Note: Some firms have multiple disclosures. 


Exhibit 10 summarizes the characteristics of intangible assets. 


EXHIBIT 10 


c : f Intangible Periodic 
Sie 2 ; Asset Description Amortization Period Expense 
pect SEE See | ech OE A i ea cee eee oe 
matey zc eee Patent Exclusive right to benefit Estimated useful life not Amortization expense. 
from an innovation. to exceed legal life. 
Copyright Exclusive right to benefit Estimated useful life not Amortization expense. 


from a literary, artistic, or to exceed legal life. 
musical composition. 


Trademark Exclusive use of aname, None Impairment loss if fair 
term, or symbol. value less than carrying 
value (impaired). 
Goodwill Excess of purchase price of | None Impairment loss if fair 
a business over the fair value less than carrying 
value of its net assets value (impaired). 


(assets — liabilities). 
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Example Exercise 10-8 | 7 = 
On December 31, it was estimated that goodwill of $40,000 was impaired. In addition, a patent with an estimated useful | 
economic life of 12 years was acquired for $84,000 on July 1. 

a. Journalize the adjusting entry on December 31 for the impaired goodwill. 


b. Journalize the adjusting entry on December 31 for the amortization of the patent rights. : 


Follow My Example 10-8 2 | 
a. Dec 4% —-Loss-trom Impaired Goodwill. ...<......-: 6.2 s 2. oe ee 40,000 
: ORONO ME TS 0g es 5 ig ei Ag pe en ee 40,000 
ae Impaired goodwill. 
1 b.- Dec. 31. Amortization Expense—Patents ..........66 A lees 3,500 
Ratenisem cdi) in ones crue clue oG ee ok 3,500 


@6)\6),e 0a \e\\0:/\ 0\'0)\v/0 eae 0 tale © ¢\a.0)\8(e is 010 0) 8 eile el eleiv\e e v.06 sie sieleicie'e eis les alee o voles 0/060 see selene Cen scisiee sive veda ceiss cvs evievvcesice ves sevvee ceeeeseescesceeeseeesseccedecvescevsaecesio 


Practice Exercises: PE 10-8A, PE 10-8B 


Financial Reporting for Fixed Assets Describe how 


depreciation 


and Intangible Assets expense is reported in 


an income statement 


In the income statement, depreciation and amortization expense should be reported and prepare a balance 
separately or disclosed in a note. A description of the methods used in computing ARES ES CIES Ce 
depreciation should also be reported. escetsendintangible 
In the balance sheet, each class of fixed assets should be disclosed on the face = 
of the statement or in the notes. The related accumulated depreciation should also 
be disclosed, either by class or in total. The fixed assets may be shown at their book 
value (cost less accumulated depreciation), which can also be described as their net 
amount. 
If there are many classes of fixed assets, a single amount may be presented in 
the balance sheet, supported by a note with a separate listing. Fixed assets may be 
reported under the more descriptive caption of property, plant, and equipment. 
Intangible assets are usually reported in the balance sheet in a separate section 
following fixed assets. The balance of each class of intangible assets should be dis- 
closed net of any amortization. 
The balance sheet presentation for Mornin’ Joe’s fixed and intangible assets is 
shown below. 


Mornia’ Joe 


Balance Sheet 
December 31, 2012 


Property, plant, and equipment: 


aie BE aoe oe reper oer $1,850,000 
GHIAGS ee eee ie $2,650,000 
oss accumulated depreciation ............-+5 420,000 2,230,000 
Oli cquipinent ye ee § 350,000. 
Less accumulated denreciation ........-...655 102,000 248,000 
Total property, plant, and equipment ...... $4,328,000 


Intangible assets: 


Pilente ieee Va ee 140,000 
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The cost and related accumulated depletion of mineral rights are normally shown 
as patt of the Fixed Assets section of the balance sheet. The mineral rights may be 
shown net of depletion on the face of the balance sheet. In such cases, a supporting 
note discloses the accumulated depletion. 


Ew Financial Analysis and Interpretation: 
Fixed Asset Turnover Ratio 


ra eserieezarid A measure of a company’s efficiency in using its fixed assets to generate revenue 


illustrate the is the fixed asset turnover ratio. The fixed asset turnover ratio measures the 
fixed asset turnover ratio 


to assess the efficiency 
of a company’s use of its 


number of dollars of sales earned per dollar of fixed assets. It is computed as 
follows: 


fixed assets. 


Fixed Asset Turnover Ratio = Net Sales 


Average Book Value of Fixed Assets 


To illustrate, the following data Gin millions) are used for Starbucks Corp. 


Sept. 27, Sept. 28, 
2009 2008 
Net sales $9,775 $10,383 
Fixed assets (net): 
Beginning of year 2,956 2,890 
End of year 2,536 2,956 


Starbucks’ fixed asset turnover ratios for 2009 and 2008 are computed as follows: 


2009 2008 
Net sales $9,775 $10,383 
Average fixed assets $2,746 $ 2,923 
[($2,536 + $2,956) + 2] [($2,956 + $2,890) + 2] 
Fixed asset turnover ratio 3.56 3.55 
($9,775 + $2,746) ($10,383 + $2,923) 


HUB-AND-SPOKE OR EOINT TO-POINT! 


Southwest Airlines Co. uses a scsi fae structure, 
featuring low, unrestricted, unlimited, everyday coach fares. 
These fares are made possible by Southwest's use of a point- 
to-point, rather than a hub-and-spoke, business approach. 

United Airlines, Inc., Delta Air Lines, and American 
Airlines employ a hub-and-spoke approach in which an air- 
line establishes major hubs that serve as connecting links to 
other cities. For example, Delta has major connecting hubs 
in Atlanta and Salt Lake City. 

In contrast, Southwest focuses on nonstop, Bainies: 
point service between selected cities. As a result, Southwest 
minimizes connections, delays, and total trip time. This 
operating approach permits Southwest to achieve high 
utilization of its fixed assets, such as its 737 aircraft. 
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The higher the fixed asset turnover, the more efficiently a company is using its 
fixed assets in generating sales. For example, in 2009 Starbucks earned $3.56 of sales 
for every dollar of fixed assets, which is slightly more than $3.55 of sales for every 
dollar of fixed assets it earned in 2008. Thus, Starbucks used its fixed assets slightly 
more efficiently in 2009. 

As illustrated above, the fixed asset turnover ratio can be compared across time 
for a single company. In addition, the ratio can be compared across companies. For 
example, the fixed asset turnover ratio for a number of different companies and 
industries is shown below. 


Fixed Asset 


Turnover 
Company (industry) Ratio 
Comcast Corporation (cable) 1.43 
Google (Internet) 4.70 
Manpower Inc. (temporary employment) 99.32 
Norfolk Southern Corporation (railroad) 0.49 
Ruby Tuesday, Inc. (restaurant) 1.20 
Southwest Airlines Co. (airline) 1.01 


The smaller ratios are associated with companies that require large fixed asset 
investments. The larger fixed asset turnover ratios are associated with firms that are 
more labor-intensive and require smaller fixed asset investments. 


Example Exercise 10-9 : _ 


Financial statement data for years ending December 31 for Broadwater Company are shown below. 


2012 2011 
Net sales $2,862,000 $2,025,000 
Fixed assets: 
Beginning of year 750,000 600,000 
End of year 840,000 750,000 


a. Determine the fixed asset turnover ratio for 2012 and 2011. 
b. Does the change in the fixed asset turnover ratio from 2011 to 2012 indicate a favorable or an unfavorable trend? 


Follow My Example 10-9 


 S. Fixed asset turnover: 


2012 2011 

Net sales $2,862,000 $2,025,000 
Fixed assets: “ 
Beginning of year $750,000 $600,000 
End'of year $840,000 $750,000 
- Average fixed assets $795,000 $675,000 
, [($750,000 + $840,000) + 2] [($600,000 + $750,000) + 2] 
Fixed asset turnover 3.6 3.0 


($2,862,000 + $795,000) ($2,025,000 + $675,000) 


b. The increase in the fixed asset turnover ratio from 3.0 to 3.6 indicates a favorable trend in the efficiency of using 
et assets to generate sales. 
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Exchanging Similar Fixed Assets 


Old equipment is often traded in for new equipment having a similar use. In such 
cases, the seller allows the buyer an amount for the old equipment traded in. This 
amount, called the trade-in allowance, may be either greater or less than the book 
value of the old equipment. The remaining balance—the amount owed—is either paid 
in cash or recorded as a liability. It is normally called boot, which is its tax name. 
Accounting for the exchange of similar assets depends on whether the transaction 
has commercial substance.® An exchange has commercial substance if future cash flows 
change as a result of the exchange. If an exchange of similar assets has commercial 
substance, a gain or loss is recognized based on the difference between the book value 
of the asset given up (exchanged) and the fair market value of the asset received. In 
such cases, the exchange is accounted for similar to that of a sale of a fixed asset. 


= 


Gain on Exchange 


To illustrate a gain on an exchange of similar assets, assume the following: 


Similar equipment acquired (new): 


Pricei(fainmarket Value) Ofinewlequipmment co. ..cccreciee les cricilee «oe steeeers setae etme eran $5,000 
irade-intallowanceomoldr equipments... actrees asaccalod- nearest ates deed Sao Ie za ete 1,100 
Gash pardrat June 1 ondate’ofexchanGe sss. n1 ee oeee eee re none ne eee $3,900 


Equipment traded in (old): 


ors aoy io) (eo hele UUi(slananiauanancacsMnee coer eacoomcene Gano bodemm ine emoooucAccounabeoseect $4,000 
Accumulated depreciation at date of exchange ...........c.cececececcccccececececscuceceees 3,200 
Book valuevat June: Op daterof exchanGe@ yea. iris cs cern cicero eer eee S$ 800 


The entry to record this exchange and payment of cash is as follows: 


June 19 Accumulated Depreciation—Equipment................. 3,200 
Equipment (New.eq Ui pment): atcmereen seen earner 5,000 

Equipment (Old'equipment) temeeeemencneeae scence 4,000 

CASI. aaziesra nine deere Fea aioe Meee 3,900 

Gain on Exchange of Equipment ..................005 300 


The gain on the exchange, $300, is the difference between the fair market value 
of the new asset of $5,000 and the book value of the old asset traded in of $800 
plus the cash paid of $3,900 as shown below. 


Price (fair market value) of new equipment .............0eceeeeeeeee $5,000 
Less assets given up in exchange: 
Book value of old equipment ($4,000 — $3,200) ..............0 eee $ 800 
GashipaidiomtherexehanGe'.s+m «casei er trae cee eee 3,900 4,700 
Gainvomiexchan ge Of:assetSes aac asc vemratternen eter earns arn eeTae $ 300 


Loss on Exchange 


To illustrate a loss on an exchange of similar assets, assume that instead of a trade-in 
allowance of $1,100, a trade-in allowance of only $675 was allowed in the preced- 


ing example. In this case, the cash paid on the exchange is $4,325 as shown on the 
next page. 


8 FASB Accounting Standards Codification, Section 360-10-30. 
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Price (fair market value) of new equipment ...........0..cceeceeeeeeeees $5,000 
Trade-in allowance of old equipment................0cccceeceecceeecess 675 
Gash paidiatJUme 19; date of Exchange .........:ccsccccsscatcensscvecsens $4,325 


The entry to record this exchange and payment of cash is as follows: 


June 19 Accumulated Depreciation—Equipment............... 3,200 
Equipment (new equipment)................cec ee ee ees 5,000 
Loss on Exchange of Equipment...................000. 125 
Equipment (old equipment) ................0.0008. 4,000 
GaSiiinc ses ere seer a Uae. Oe. Od. weet eats oy. 4,325 


The loss on the exchange, $125, is the difference between the fair market value 
of the new asset ($5,000) and the book value of the old asset traded in ($800) plus 
the cash paid ($4,325), as shown below. 


Price (fair market value) of new equipment .......... 0. cece cece eens $5,000 
Less assets given up in exchange: 

Book value of old equipment ($4,000 — $3,200) ..............0008. $ 800 

CASO AICION) UNETEXGMAMNG Olen. clorayere «cies ci siete e adinyel eo elhis sjece eiselele eave 4,325 5,125 
LOSSHOME™EXCHANGEIOL ASSCUSIA dachate a raiarareleusraraanaeisioers anrereusioroaiere nti win. « whe sateen § (125) 


In those cases where an asset exchange lacks commercial substance, no gain is 
recognized on the exchange. Instead, the cost of the new asset is adjusted for any 
gain. For example, in the first illustration, the gain of $300 would be subtracted 
from the purchase price of $5,000 and the new asset would be recorded at $4,700. 
Accounting for the exchange of assets that lack commercial substance is discussed 
in more advanced accounting texts.’ 


9 The exchange of similar assets also involves complex tax issues which are discussed in advanced accounting courses. 


~ Ata Glance 


Define, classify, and account for the cost of fixed assets. 


Key Points Fixed assets are long-term tangible assets used in the normal operations of the business such 
as equipment, buildings, and land. The initial cost of a fixed asset includes all amounts spent to get the 
asset in place and ready for use. Revenue expenditures include ordinary repairs and maintenance. Capital 
expenditures include asset improvements and extraordinary repairs. 


Example Practice 
ing Outcomes 
Learning Exercises Exercises 


* Define fixed assets. 
* List types of costs that should be included in the cost of a fixed asset. 


* Provide examples of ordinary repairs, asset improvements, and 
extraordinary repairs. 

* Prepare journal entries for ordinary repairs, asset improvements, and PE10-1A, 10-1B 

extraordinary repairs. 
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2 Compute depreciation, using the following methods: straight-line method, units-of- production method, 
and double-declining-balance method. 


Key Points All fixed assets except land should be depreciated over time. Three factors are considered in 
determining depreciation: (1) the fixed asset’s initial cost, (2) the useful life of the asset, and (@) the residual 


value of the asset. 


Depreciation may be determined using the straight-line, units-of-production, and double-declining-balance 


methods. 


Depreciation may be revised into the future for changes in an asset’s useful life or residual value. 


Learning Outcomes 


and residual value. 


Define and describe depreciation. 


List the factors used in determining depreciation. 


Compute straight-line depreciation. 
Compute units-of-production depreciation. 
Compute double-declining-balance depreciation. 


Compute revised depreciation for a change in an asset’s useful life 


Example Practice 
Exercises Exercises 
EE10-2 PE10-2A, 
EE10-3 PE10-3A, 
EE10-4 PE10-4A, 
EE10-5 PE10-5A, 10-5B 


Learning Outcomes 


EE Journalize entries for the disposal of fixed assets. 


Key Points When discarding a fixed asset, any depreciation for the current period should be recorded, and 
the book value of the asset is then removed from the accounts. 

When a fixed asset is sold, the book value is removed, and the cash or other asset received is recorded. 
If the selling price is more than the book value of the asset, the transaction results in a gain. If the selling 
price is less than the book value, there is a loss. 


* Prepare the journal entry for discarding a fixed asset. 


¢ Prepare journal entries for the sale of a fixed asset. 


"_ Compute depletion and journalize the entry for depletion. 


Example 
Exercises 


Practice 
Exercises 


EE10-6 | PE10-GA, 10-6B 


Key Points The amount of periodic depletion is computed by multiplying the quantity of minerals extracted 
during the period by a depletion rate. The depletion rate is computed by dividing the cost of the mineral 
deposit by its estimated total units of resource. The entry to record depletion debits a depletion expense 
account and credits an accumulated depletion account. 


Learning Outcomes 
* Define and describe depletion. 


* Compute a depletion rate. 


* Prepare the journal entry to record depletion. 


Example Practice 
Exercises Exercises 


EE10-7 PE10-7A, 10-7B 
EE10-7 PE10-7A, 10-7B 
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bog Describe the accounting for intangible assets, such as patents, copyrights, and goodwill. 


Key Points Long-term assets such as patents, copyrights, trademarks, and goodwill are intangible assets. 
The cost of patents and copyrights should be amortized over the years of the asset’s expected usefulness by 
debiting an expense account and crediting the intangible asset account. Trademarks and goodwill are not 
amortized, but are written down only upon impairment. 


Learning Outcomes et Example Practice 
a 7 ; Exercises Exercises 

* Define, describe, and provide examples of intangible assets. 

¢ Prepare a journal entry for the purchase of an intangible asset. 


¢ Prepare a journal entry to amortize the costs of patents and EE10-8 PE10-8A, 10-8B 
copyrights. 


* Prepare the journal entry to record the impairment of goodwill. EE10-8 PE10-8A, 10-8B 


Describe how depreciation expense is reported in an income statement and prepare a balance sheet that 
includes fixed assets and intangible assets. 


Key Points The amount of depreciation expense and depreciation methods should be disclosed in the fi- 

nancial statements. Each major class of fixed assets should be disclosed, along with the related accumulated 
depreciation. Intangible assets are usually presented in a separate section following fixed assets. Each major 
class of intangible assets should be disclosed net of the amortization recorded to date. 


Learning Outcomes Example Practice 


Exercises Exercises 
* Describe and illustrate how fixed assets are reported on the income 


statement and balance sheet. 


* Describe and illustrate how intangible assets are reported on the in- 
come statement and balance sheet. 


Describe and illustrate the fixed asset turnover ratio to assess the efficiency of a company’s use of its 
fixed assets. 


Key Points A measure of a company’s efficiency in using its fixed assets to generate sales is the fixed asset 
turnover ratio. The fixed asset turnover ratio measures the number of dollars of sales earned per dollar of 
fixed assets and is computed by dividing net sales by the average book value of fixed assets. 


Learning Outcomes Example Practice 
Exercises Exercises 


* Describe a measure of the efficiency of a company’s use of fixed 
assets to generate revenue. 


* Compute and interpret the fixed asset turnover ratio. EE10-9 PE10-9A, 10-9B 
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Key Terms 


accelerated depreciation 
method (453) 


amortization (460) 

book value (453) 

boot (466) 

capital expenditures (447) 
capital lease (448) 
copyright (461) 


Illustrative Problem 


depletion (459) 
depreciation (449) 


double-declining-balance 
method (453) 


fixed asset turnover ratio (464) 
fixed assets (444) 

goodwill (461) 

intangible assets (460) 


operating lease (448) 

patents (460) 

residual value (449) 

revenue expenditures (447) 
straight-line method (450) 
trade-in allowance (466) 
trademark (461) 
units-of-production method (451) 


McCollum Company, a furniture wholesaler, acquired new equipment at a cost 
of $150,000 at the beginning of the fiscal year. The equipment has an estimated 
life of five years and an estimated residual value of $12,000. Ellen McCollum, the 
president, has requested information regarding alternative depreciation methods. 


Instructions 


1. Determine the annual depreciation for each of the five years of estimated useful life 
of the equipment, the accumulated depreciation at the end of each year, and the 
book value of the equipment at the end of each year by (a) the straight-line method 
and (b) the double-declining-balance method. 


2. Assume that the equipment was depreciated under the double-declining-balance 
method. In the first week of the fifth year, the equipment was sold for $10,000. 
Journalize the entry to record the sale. 


Solution 
i 


Accumulated 


Depreciation Depreciation, Book Value, 

Expense End of Year End of Year 
$27,600* $ 27,600 $122,400 
27,600 55,200 94,800 
27,600 82,800 67,200 
27,600 110,400 39,600 
27,600 138,000 12,000 


*$27,600 = ($150,000 - $12,000) + 5 


1 
2: 
3 
4 


5} 


$60,000** $ 60,000 
36,000 96,000 
21,600 117,600 
12,960 130,560 

7 ,440*** 138,000 


**$60,000 = $150,000 x 40% 


“The asset is not depreciated below the estimated residual value of $12,000. 
$7,440 = $150,000 — $130,560 - $12,000 


$ 90,000 
54,000 
32,400 
19,440 
12,000 


Cash 


Accumulated Depreciation—Equipment 
Loss on Sale of Equipment 


Equipment 


Discussion Questions 


. Arentz Office Supplies has a fleet of automobiles 
and trucks for use by salespersons and for deliv- 
ery of office supplies and equipment. Universal 
Auto Sales Co. has automobiles and trucks for 
sale. Under what caption would the automobiles 
and trucks be reported in the balance sheet of 
(a) Arentz Office Supplies and (b) Universal Auto 
Sales Co.? 


Cleanway Co. acquired an adjacent vacant lot with 
the hope of selling it in the future at a gain. The 
lot is not intended to be used in Cleanway’s busi- 
ness operations. Where should such real estate be 
listed in the balance sheet? 


. Airy Company solicited bids from several contrac- 
tors to construct an addition to its office building. 
The lowest bid received was for $575,000. Airy 
Company decided to construct the addition itself 
at a cost of $435,000. What amount should be 
recorded in the building account? 


Distinguish between the accounting for capital ex- 
penditures and revenue expenditures. 


Immediately after a used truck is acquired, a new 
motor is installed at a total cost of $4,150. Is this 
a capital expenditure or a revenue expenditure? 


Biggest Company purchased a machine that has 
a manufacturer’s suggested life of 18 years. The 
company plans to use the machine on a special 
project that will last 10 years. At the completion 


10. 
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10,000 

130,560 

9,440 
150,000 


of the project, the machine will be sold. Over how 
many years should the machine be depreciated? 


Is it necessary for a business to use the same 
method of computing depreciation (a) for all 
classes of its depreciable assets and (b) for fi- 
nancial statement purposes and in determining 
income taxes? 


a. Under what conditions is the use of an acceler- 
ated depreciation method most appropriate? 

b. Why is an accelerated depreciation method 
often used for income tax purposes? 

c. What is the Modified Accelerated Cost Recov- 
ery System (MACRS), and under what condi- 
tions is it used? 


For some of the fixed assets of a business, the 
balance in Accumulated Depreciation is exactly 
equal to the cost of the asset. (a) Is it permissible 
to record additional depreciation on the assets if 
they are still useful to the business? Explain. (b) 
When should an entry be made to remove the 
cost and the accumulated depreciation from the 
accounts? 


a. Over what period of time should the cost of 
a patent acquired by purchase be amortized? 
b. In general, what is the required accounting 
treatment for research and development costs? 
c. How should goodwill be amortized? 
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Practice Exercises 


Learning 
Objectives 


OBJ. 1 


OBJ. 1 


OBJ. 2 


OBJ. 2 


OBJ. 2 


OBJ. 2 


OBJ. 2 


OBJ. 2 


Example 
Exercises 


EE 10-1 p.448 


EE 10-1 p. 448 


EE 10-2 p.45/ 


EE 10-2 p.45/ 


EE 10-3 p. 452 


EE 10-3 p.452 


EE 10-4 p. 454 


EE 10-4 p. 454 


PE 10-1A Capital and revenue expenditures 

On September 30, Madison River Inflatables Co. paid $1,425 to install a hydraulic lift and 
$35 for an air filter for one of its delivery trucks. Journalize the entries for the new lift 
and air filter expenditures. 


PE 10-1B Capital and revenue expenditures 

On June 9, Martin Associates Co. paid $1,300 to repair the transmission on one of its 
delivery vans. In addition, Martin Associates paid $600 to install a GPS system in its van. 
Journalize the entries for the transmission and GPS system expenditures. 


PE 10-2A Straight-line depreciation Z 

Equipment acquired at the beginning of the year at a cost of $275,000 has an estimated 
residual value of $30,000 and an estimated useful life of 10 years. Determine (a) the 
depreciable cost, (b) the straight-line rate, and (c) the annual straight-line depreciation. 


PE 10-2B Straight-line depreciation 

A building acquired at the beginning of the year at a cost of $980,000 has an estimated 
residual value of $60,000 and an estimated useful life of 20 years. Determine (a) the 
depreciable cost, (b) the straight-line rate, and (c) the annual straight-line depreciation. 


PE 10-3A Units-of-production depreciation 


A tractor acquired at a cost of $315,000 has an estimated residual value of $27,000, has an 
estimated useful life of 90,000 hours, and was operated 3,700 hours during the year. De- 
termine (a) the depreciable cost, (b) the depreciation rate, and (c) the units-of-production 
depreciation for the year. 


PE 10-3B_ Units-of-production depreciation 

A truck acquired at a cost of $150,000 has an estimated residual value of $40,000, has an 
estimated useful life of 400,000 miles, and was driven 80,000 miles during the year. De- 
termine (a) the depreciable cost, (b) the depreciation rate, and (c) the units-of-production 
depreciation for the year. 


PE 10-4A Double-declining-balance depreciation 


Equipment acquired at the beginning of the year at a cost of $190,000 has an estimated 
residual value of $30,000 and an estimated useful life of eight years. Determine (a) the 
double-declining-balance rate and (b) the double-declining-balance depreciation for the 
first year. 


PE 10-4B Double-declining-balance depreciation 


A building acquired at the beginning of the year at a cost of $820,000 has an estimated 
residual value of $100,000 and an estimated useful life of 50 years. Determine (a) the 


double-declining-balance rate and (b) the double-declining-balance depreciation for the 
first year. 


Learning 
Objectives 


OBJ. 2 


OBJ. 2 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


Example 
Exercises 


EE 10-5 p. 457 


EE 10-5 p.457 


EE 10-6 p.459 


EE 10-6 p. 459 


EE 10-7 1.460 


EE 10-7 p. 460 
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PE 10-5A_ Revision of depreciation 


A truck with a cost of $94,000 has an estimated residual value of $20,500, has an estimated 
useful life of 15 years, and is depreciated by the straight-line method. (a) Determine the 
amount of the annual depreciation. (b) Determine the book value at the end of the seventh 
year of use. (c) Assuming that at the start of the eighth year the remaining life is estimated 
to be six years and the residual value is estimated to be $15,000, determine the deprecia- 
tion expense for each of the remaining six years. 


PE 10-5B_ Revision of depreciation 


Equipment with a cost of $300,000 has an estimated residual value of $42,000, has an 
estimated useful life of 24 years, and is depreciated by the straight-line method. (a) Deter- 
mine the amount of the annual depreciation. (b) Determine the book value at the end of 
the fourteenth year of use. (c) Assuming that at the start of the fifteenth year the remain- 
ing life is estimated to be five years and the residual value is estimated to be $20,000, 
determine the depreciation expense for each of the remaining five years. 


PE 10-6A_ Sale of equipment 


Equipment was acquired at the beginning of the year at a cost of $215,000. The equip- 
ment was depreciated using the straight-line method based on an estimated useful life of 
18 years and an estimated residual value of $39,500. 


a. What was the depreciation for the first year? 


b. Assuming the equipment was sold at the end of the eighth year for $128,000, deter- 
mine the gain or loss on the sale of the equipment. 


c. Journalize the entry to record the sale. 


PE 10-6B Sale of equipment 


Equipment was acquired at the beginning of the year at a cost of $450,000. The equip- 
ment was depreciated using the double-declining-balance method based on an estimated 
useful life of 10 years and an estimated residual value of $60,000. 


a. What was the depreciation for the first year? 


b. Assuming the equipment was sold at the end of the second year for $319,500, deter- 
mine the gain or loss on the sale of the equipment. 


c. Journalize the entry to record the sale. 


PE10-7A Depletion 
Big Horn Mining Co. acquired mineral rights for $90,000,000. The mineral deposit is esti- 
mated at 250,000,000 tons. During the current year, 30,000,000 tons were mined and sold. 


a. Determine the depletion rate. 
b. Determine the amount of depletion expense for the current year. 


c. Journalize the adjusting entry on December 31 to recognize the depletion expense. 


PE 10-7B Depletion 

Silver Tip Mining Co. acquired mineral rights for $300,000,000. The mineral deposit is 
estimated at 400,000,000 tons. During the current year, 84,000,000 tons were mined 
and sold. 

a. Determine the depletion rate. 

b. Determine the amount of depletion expense for the current year. 

c. Journalize the adjusting entry on December 31 to recognize the depletion expense. 
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Learning Example 
Objectives Exercises 


OBJ.5 EE10-8 p43 


OBJ.5 EE10-8 p. 463 


OBJ. 7 EE 10-9 p 465 


OBJ.7 EE10-9 p 465 


PE 10-8A_ Impaired goodwill and amortization of patent 

On December 31, it was estimated that goodwill of $750,000 was impaired. In addition, 
a patent with an estimated useful economic life of 18 years was acquired for $864,000 
on August 1. 

a. Journalize the adjusting entry on December 31 for the impaired goodwill. 


b. Journalize the adjusting entry on December 31 for the amortization of the patent rights. 


PE 10-8B_ Impaired goodwill and amortization of patent 


On December 31, it was estimated that goodwill of $1,200,000 was impaired. In addition, 
a patent with an estimated useful economic life of 12 years was acquired for $288,000 
on April 1. 


a. Journalize the adjusting entry on December 31 for the impaired goodwill. 


b. Journalize the adjusting entry on December 31 for the amortization of the patent rights. 


PE 10-9A_ Fixed asset turnover ratio 


Financial statement data for years ending December 31 for Winnett Company are shown 
below. 


. 


2012 2011 
Net sales $3,572,000 $3,526,000 
Fixed assets: 
Beginning of year 900,000 820,000 
End of year 980,000 900,000 


a. Determine the fixed asset turnover ratio for 2012 and 2011. 


b. Does the change in the fixed asset turnover ratio from 2011 to 2012 indicate a favor- 
able or an unfavorable trend? 


PE 10-9B Fixed asset turnover ratio 


Financial statement data for years ending December 31 for Fallon Company are shown 
below. 


2012 2011 
Net sales $740,000 $520,000 
Fixed assets: 
Beginning of year 425,000 375,000 
End of year 500,000 425,000 


a. Determine the fixed asset turnover ratio for 2012 and 2011. 


b. Does the change in the fixed asset turnover ratio from 2011 to 2012 indicate a favor- 
able or an unfavorable trend? 


OBJ. 1 


EX 10-1 Costs of acquiring fixed assets 


Les Bancroft owns and operates Crown Print Co. During January, Crown Print Co. incurred 
the following costs in acquiring two printing presses. One printing press was new, and 
the other was used by a business that recently filed for bankruptcy. 

Costs related to new printing press: 


1. Sales tax on purchase price 
2. Insurance while in transit 
3. Freight 


4. Special foundation 


od 


re 


OBJ.1 


OBJ.1 
V $346,600 


OBJ.1 
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5. Fee paid to factory representative for installation 
6. New parts to replace those damaged in unloading 
Costs related to used printing press: 
7. Fees paid to attorney to review purchase agreement 
8. Freight 
9. Installation 
10. Replacement of worn-out parts 
11. Repair of damage incurred in reconditioning the press 
12. Repair of vandalism during installation 


a. Indicate which costs incurred in acquiring the new printing press should be debited 
to the asset account. 


b. Indicate which costs incurred in acquiring the used printing press should be debited 
to the asset account. 


EX 10-2 Determine cost of land 


Alpine Ski Co. has developed a tract of land into a ski resort. The company has cut the 
trees, cleared and graded the land and hills, and constructed ski lifts. (a) Should the tree 
cutting, land clearing, and grading costs of constructing the ski slopes be debited to the 
land account? (b) If such costs are debited to Land, should they be depreciated? 


EX 10-3 Determine cost of land 

Discount Delivery Company acquired an adjacent lot to construct a new warehouse, 
paying $25,000 and giving a short-term note for $300,000. Legal fees paid were $2,100, 
delinquent taxes assumed were $14,000, and fees paid to remove an old building from 
the land were $9,000. Materials salvaged from the demolition of the building were sold 
for $3,500. A contractor was paid $800,000 to construct a new warehouse. Determine the 
cost of the land to be reported on the balance sheet. 


EX 10-4 Capital and revenue expenditures 
Emerald Lines Co. incurred the following costs related to trucks and vans used in operat- 
ing its delivery service: 
1. Installed security systems on four of the newer trucks. 
2. Rebuilt the transmission on one of the vans that had been driven 40,000 miles. The 
van was no longer under warranty. 
3. Installed a hydraulic lift to a van. 
4. Replaced a truck’s suspension system with a new suspension system that allows for 
the delivery of heavier loads. 
5. Removed a two-way radio from one of the trucks and installed a new radio with a 
greater range of communication. 
6. Repaired a flat tire on one of the vans. 
7. Changed the radiator fluid on a truck that had been in service for the past four 
years. 
8. Tinted the back and side windows of one of the vans to discourage theft of 
contents. 
9. Changed the oil and greased the joints of all the trucks and vans. 
10. Overhauled the engine on one of the trucks purchased three years ago. 


Classify each of the costs as a capital expenditure or a revenue expenditure. 
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OBJ. 1 


OBJ. 1 


OBJ. 2 


OBJ.2 


Vc. 10% 


OBJ. 2 
V $6,625 


OBJ. 2 
¥ $518 
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EX 10-5 Capital and revenue expenditures 
Aubrey Seagars owns and operates Diamond Transport Co. During the past year, Aubrey 
incurred the following costs related to an 18-wheel truck: 


1. Installed a television in the sleeping compartment of the truck. 


2. Replaced the old radar detector with a newer model that is fastened to the truck 
with a locking device that prevents its removal. 


3. Installed a wind deflector on top of the cab to increase fuel mileage. 


4. Modified the factory-installed turbo charger with a special-order kit designed to add 
50 more horsepower to the engine performance. 


5. Replaced a headlight that had burned out. 


6. Replaced the hydraulic brake system that had begun to fail during his latest trip 
through the Rocky Mountains. 


7. Changed engine oil. 

8. Replaced a shock absorber that had worn out. 

9. Replaced fog and cab light bulbs. 

10. Removed the old CB radio and replaced it with a newer model with a greater range. 


Classify each of the costs as a capital expenditure or a revenue expenditure. 


EX 10-6 Capital and revenue expenditures 

Reliable Move Company made the following expenditures on one of its delivery trucks: 
Feb. 4. Replaced transmission at a cost of $4,300. 

May 6. Paid $1,900 for installation of a hydraulic lift. 

Sept. 10. Paid $60 to change the oil and air filter. 


Prepare journal entries for each expenditure. 


EX 10-7 Nature of depreciation 


Butte Ironworks Co. reported $7,500,000 for equipment and $6,175,000 for accumulated 
depreciation—equipment on its balance sheet. 


<=. Toes this mean (a) that the replacement cost of the equipment is $7,500,000 
and (b) that $6,175,000 is set aside in a special fund for the replacement of the equip- 
ment? Explain. 


EX 10-8 Straight-line depreciation rates 

Convert each of the following estimates of useful life to a straight-line depreciation rate, 
stated as a percentage: (a) 4 years, (b) 8 years, (c) 10 years, (d) 16 years, (e) 25 years, 
(f) 40 years, (g) 50 years. 


EX 10-9 Straight-line depreciation 


A refrigerator used by a meat processor has a cost of $120,000, an estimated residual 
value of $14,000, and an estimated useful life of 16 years. What is the amount of the 
annual depreciation computed by the straight-line method? 


EX 10-10 Depreciation by units-of-production method 


A diesel-powered tractor with a cost of $185,000 and estimated residual value of $37,000 
is expected to have a useful operating life of 40,000 hours. During February, the genera- 
tor was operated 140 hours. Determine the depreciation for the month. 


OBJ. 2 
o a. Truck #1, 


credit Accumulated 
Depreciation, $5,850 


OBJ.2 
WY a. $3,200 


OBJ. 2 
V a. $18,375 


OBJ. 2 


Y a. First year, 
$5,625 


OBJ.2 
VY a. $16,250 


OBJ. 1,2 


V b. Depreciation 
Expense, $625 
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EX 10-11 Depreciation by units-of-production method 


Prior to adjustment at the end of the year, the balance in Trucks is $275,900 and the 


balance in Accumulated Depreciation—Trucks is $91,350. Details of the subsidiary ledger 
are as follows: 


‘ Accumulated Miles 
Estimated Estimated Depreciation Operated 

Truck Residual Useful at Beginning During 
No. Cost Value Life of Year Year 
1 $75,000 $15,000 200,000 miles — 19,500 miles 
2 38,000 3,000 200,000 $ 8,050 36,000 
3 72,900 9,900 300,000 60,900 25,000 
4 90,000 20,000 250,000 22,400 26,000 


a. Determine the depreciation rates per mile and the amount to be credited to the accu- 
mulated depreciation section of each of the subsidiary accounts for the miles operated 
during the current year. 


b. Journalize the entry to record depreciation for the year. 


EX 10-12 Depreciation by two methods 


A Kubota tractor acquired on January 9 at a cost of $80,000 has an estimated useful life 
of 25 years. Assuming that it will have no residual value, determine the depreciation for 
each of the first two years (a) by the straight-line method and (b) by the double-declining- 
balance method. 


EX 10-13 Depreciation by two methods 


A storage tank acquired at the beginning of the fiscal year at a cost of $344,000 has an 
estimated residual value of $50,000 and an estimated useful life of 16 years. Determine 
the following: (a) the amount of annual depreciation by the straight-line method and 
(b) the amount of depreciation for the first and second years computed by the double- 
declining-balance method. 


EX 10-14 Partial-year depreciation 

Sandblasting equipment acquired at a cost of $64,000 has an estimated residual value of 
$4,000 and an estimated useful life of eight years. It was placed in service on April 1 of 
the current fiscal year, which ends on December 31. Determine the depreciation for the 
current fiscal year and for the following fiscal year by (a) the straight-line method and 
(b) the double-declining-balance method. 


EX 10-15 Revision of depreciation 

A building with a cost of $900,000 has an estimated residual value of $250,000, has an 
estimated useful life of 40 years, and is depreciated by the straight-line method. (a) What 
is the amount of the annual depreciation? (b) What is the book value at the end of the 
twenty-fourth year of use? (c) If at the start of the twenty-fifth year it is estimated that 
the remaining life is nine years and that the residual value is $240,000, what is the de- 
preciation expense for each of the remaining nine years? 


EX 10-16 Capital expenditure and depreciation 

Viking Company purchased and installed carpet in its new general offices on June 30 
for a total cost of $15,000. The carpet is estimated to have a 12-year useful life and no 
residual value. 

a. Prepare the journal entries necessary for recording the purchase of the new carpet. 


b. Record the December 31 adjusting entry for the partial-year depreciation expense for 
the carpet, assuming that Viking Company uses the straight-line method. 
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OBJ. 3 


OBJ.3 
V b. $305,000 


OBJ.4 
V a. $3,000,000 


OBJ.5 
V a. $33,000 


EX 10-17 Entries for sale of fixed asset 

Equipment acquired on January 5, 2009, at a cost of $380,000, has an estimated useful 

life of 16 years, has an estimated residual value of $40,000, and is depreciated by the 

straight-line method. 

a. What was the book value of the equipment at December 31, 2012, the end of the 
year? 

b. Assuming that the equipment was sold on July 1, 2013, for $270,000, journalize the 
entries to record (1) depreciation for the six months until the sale date, and (2) the 
sale of the equipment. 


EX 10-18 Disposal of fixed asset 


Equipment acquired on January 4, 2009, at a cost of $425,000, has an estimated useful 
life of nine years and an estimated residual value of $65,000. 


a. What was the annual amount of depreciation for the years 2009, 2010, and 2011, 
using the straight-line method of depreciation? 


b. What was the book value of the equipment on January 1, 2012? 

c. Assuming that the equipment was sold on January 9, 2012, for $290,000, journalize 
the entry to record the sale. 

d. Assuming that the equipment had been sold on January 9, 2012, for $310,000 instead 
of $290,000, journalize the entry to record the sale. 


EX 10-19 Depletion entries 


Ashwood Mining Co. acquired mineral rights for $15,000,000. The mineral deposit is esti- 
mated at 120,000,000 tons. During the current year, 24,000,000 tons were mined and sold. 


a. Determine the amount of depletion expense for the current year. 


b. Journalize the adjusting entry to recognize the depletion expense. 


EX 10-20 Amortization entries 


Greenleaf Company acquired patent rights on January 6, 2009, for $300,000. The patent 
has a useful life equal to its legal life of 12 years. On January 3, 2012, Greenleaf success- 
fully defended the patent in a lawsuit at a cost of $72,000. 


a. Determine the patent amortization expense for the current year ended December 31, 
AUN 


b. Journalize the adjusting entry to recognize the amortization. 


EX 10-21 Book value of fixed assets 


Apple Computer, Inc., designs, manufactures, and markets personal computers and related 
software. Apple also manufactures and distributes music players (iPod) and mobile phones 
(iPhone) along with related accessories and services including online distribution of third- 
party music, videos, and applications. The following information was taken from a recent 
annual report of Apple: 


Property, Plant, and Equipment (in millions): 


Current Preceding 
Year Year 
Land and buildings $ 955 $ 810 
Machinery, equipment, and internal-use software 1,932 1,491 
Office furniture and equipment 115 122 
Other fixed assets related to leases 1,665 1,324 


Accumulated depreciation and amortization 1,713 1,292 


OBJ.6 


VY a. $225,000 
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a. Compute the book value of the fixed assets for the current year and the preceding 
year and explain the differences, if any. 


b. <li “X7QUId you normally expect the book value of fixed assets to increase or 
decrease during the year? 


EX 10-22 Balance sheet presentation 
List the errors you find in the following partial balance sheet: 


Contours Company 
Balance Sheet 
December 31, 2012 


Assets 


MOtaletinremtassetSar sete: ae oe oe ee ee ee ee een Me ete nueatatithiells siaaneraiecaee $350,000 
Replacement Accumulated Book 
Cost Depreciation Value 
Property, plant, and equipment: 
WalhGicsecremyceranss < cromtecie creek mollehsy: clepoere care eis $100,000 $ 25,000 $ 75,000 
BUNGUINGS arty. nia taut ere sic ttenucat.c ie cate olaleeke hin, «tls 256,000 90,000 166,000 
EAGCORVACCMIND IM CMU re erate atensaeseneos-aucloseleconerarareyain 297,000 110,000 187,000 
OMCAequipmMentcocarsrcac cs noes seco mnsnnineres 72,000 48,000 24,000 
Pei tee re tet treneea ois itaicoroietieccc ents actuele sierekscaoivens 48,000 — 48,000 
GOOCWI Se reke occresrotttis tact suc sever ols fisiersrerns 27,000 7,000 20,000 
Total property, plant, and equipment........ $800,000 $280,000 $520,000 


EX 10-23 Fixed asset turnover ratio 


Verizon Communications is a major telecommunications company in the United States. 
Verizon’s balance sheet disclosed the following information regarding fixed assets: 


Dec. 31, 2009 Dec. 31, 2008 
(in millions) (in millions) 
Plant, property, and equipment $228,518 $215,605 
Less accumulated depreciation 137,052 129,059 
$ 91,466 $ 86,546 


Verizon’s revenue for 2009 was $107,808 million. The fixed asset turnover for the tele- 
communications industry averages 1.10. 


a. Determine Verizon’s fixed asset turnover ratio. Round to two decimal places. 


b. —<is‘/[/— Interpret Verizon’s fixed asset turnover ratio. 


EX 10-24 Fixed asset turnover ratio 
The following table shows the revenue and average net fixed assets (in millions) for a 
recent fiscal year for Best Buy and RadioShack: 


Average Net 
Revenue Fixed Assets 


i 


Best Buy $45,015 $3,740 
RadioShack 4,225 312 


a. Compute the fixed asset turnover for each company. Round to two decimal places. 


b. Which company uses its fixed assets more efficiently? Explain. 


Pe spe Jl SR Pee eee 
Appendix 

EX 10-25 Asset traded for similar asset 

A printing press priced at a fair market value of $400,000 is acquired in a transaction that 
has commercial substance by trading in a similar press and paying cash for the difference 
between the trade-in allowance and the price of the new press. 
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¥ b. $10,000 loss 


a. Assuming that the trade-in allowance is $175,000, what is the amount of cash given? 


b. Assuming that the book value of the press traded in is $160,000, what is the gain or 
loss on the exchange? 


Appendix 
EX 10-26 Asset traded for similar asset 


Assume the same facts as in Exercise 10-25, except that the book value of the press 
traded in is $185,000. (a) What is the amount of cash given? (b) What is the gain or loss 
on the exchange? 


Appendix 

EX 10-27 Entries for trade of fixed asset 

On April 1, Clear Water Co., a water distiller, acquired new bottling equipment with a 
list price (fair market value) of $350,000. Clear Water received a trade-in allowance of 
$50,000 on the old equipment of a similar type and paid cash of $300,000. The follow- 
ing information about the old equipment is obtained from the account in the equipment 
ledger: cost, $280,000; accumulated depreciation on December 31, the end of the pre- 
ceding fiscal year, $216,000; annual depreciation, $18,000. Assuming the exchange has 
commercial substance, journalize the entries to record (a) the current depreciation of the 
old equipment to the date of trade-in and (b) the exchange transaction on April 1. 


Appendix 

EX 10-28 Entries for trade of fixed asset 

On July 1, Potts Delivery Services acquired a new truck with a list price (fair market value) 
of $80,000. Potts received a trade-in allowance of $15,000 on an old truck of similar type 
and paid cash of $65,000. The following information about the old truck is obtained from 
the account in the equipment ledger: cost, $60,000; accumulated depreciation on December 
31, the end of the preceding fiscal year, $42,000; annual depreciation, $7,500. Assuming 
the exchange has commercial substance, journalize the entries to record (a) the current 
depreciation of the old truck to the date of trade-in and (b) the transaction on July 1. 


Problems Series A 


OBJ. 1 
V Land, $402,500 


PR10-1A Allocate payments and receipts to fixed asset accounts 


The following payments and receipts are related to land, land improvements, and buildings 
acquired for use in a wholesale ceramic business. The receipts are identified by an asterisk. 


a. jreejpdiditorattonneyitontitle searchin. quite eer MeLe einen eeeinrs. ae eee $ 3,000 
b. Cost of real estate acquired as a plant site: Land. ............. ce cee cee ceceececees 320,000 
Buildingeiancnrtin tetrad comes 30,000 
c. Special assessment paid to city for extension of water main to the property....... 18,000 
dy 1Gostofirazingrnd removing loUildindhe: saree Gee ern e mere, one 5,000 
e. Proceeds from sale of salvage materials from old building ...............0.eeeeee 3,000* 
f. Delinquent real estate taxes on property, assumed by purchaser ..............005 12,000 
g. Premium on one-year insurance policy during construction.............e.e0se eee 4,200 
he Cost of filling'and gradinguanth. x. .asscomere nema eaten: te cere ane anne 17,500 
i. Architect's and engineer's fees for plans and supervision ............ececeeeeueee 44,000 
jn) “Money borroweditoipay buildingicontracton. «cae eeementen seen erin nena 750,000* 
k. Cost of repairing windstorm damage during construction ........0..eseececeecee 5,500 
. Cost of paving parking lot to be used by customers ......0..ccececuceceecucececs 15,000 
m. Cost of trees anc) shrubbery planted t's. cus uc <ratcse cat eneree rales eee ana 9,000 
n. Cost of floodlights Installed'on parking lots... ....:...0. see sens ee aoe 1,000 
0. Cost of repairing vandalism damage during construction...........cceececeeeee. 2,500 
p. Proceeds from insurance company for windstorm and vandalism CAMAGES 052 csie « 6,000* 
q.;, Payment to building contractor for new builditigyatsys.awwocs seine al. ...cu 800,000 
r. Interest incurred on building loan during construction ......................-... 37,500 
s. Refund of premium on insurance policy (g) canceled after 11 months............. 350* 


OBJ.2 


Y a. 2010: straight- 
line depreciation, 
$31,250 


OBJ. 2 
V a. 2010: $21,500 


OBJ. 2,3 


V b. Year 1: $315,000 
depreciation expense 
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Instructions 


les Assign each payment and receipt to Land (unlimited life), Land Improvements (limited 
life), Building, or Other Accounts. Indicate receipts by an asterisk. Identify each item 
by letter and list the amounts in columnar form, as follows: 


Land Other 
Item Land Improvements Building Accounts 


2. Determine the amount debited to Land, Land Improvements, and Building. 


3, idiom ~The costs assigned to the land, which is used as a plant site, will not be de- 
preciated, while the costs assigned to land improvements will be depreciated. Explain 
this seemingly contradictory application of the concept of depreciation. 


4. What would be the effect on the income statement and balance sheet if the cost of 
filling and grading land of $17,500 [payment (h)] was incorrectly classified as Land 
Improvements rather than Land? Assume Land Improvements are depreciated over a 
20-year life using the double-declining-balance method. 


PR10-2A Compare three depreciation methods 


Breyer Company purchased packaging equipment on January 3, 2010, for $101,250. The 
equipment was expected to have a useful life of three years, or 25,000 operating hours, 
and a residual value of $7,500. The equipment was used for 9,500 hours during 2010, 
8,400 hours in 2011, and 7,100 hours in 2012. 


Instructions 

1. Determine the amount of depreciation expense for the years ended December 31, 2010, 
2011, and 2012, by (a) the straight-line method, (b) the units-of-production method, 
and (c) the double-declining-balance method. Also determine the total depreciation 
expense for the three years by each method. The following columnar headings are 
suggested for recording the depreciation expense amounts: 


Depreciation Expense 


Straight- Units-of- Double-Declining- 
Line Production Balance 
Year Method Method Method 


2. What method yields the highest depreciation expense for 2010? 
3. What method yields the most depreciation over the three-year life of the equipment? 


PR 10-3A Depreciation by three methods; partial years 

Security IDs Company purchased equipment on July 1, 2010, for $135,000. The equip- 
ment was expected to have a useful life of three years, or 12,000 operating hours, and 
a residual value of $6,000. The equipment was used for 1,500 hours during 2010, 3,500 
hours in 2011, 5,000 hours in 2012, and 2,000 hours in 2013. 


Instructions 

Determine the amount of depreciation expense for the years ended December 31, 2010, 
2011, 2012, and 2013, by (a) the straight-line method, (b) the units-of-production method, 
and (c) the double-declining-balance method. Round to the nearest dollar. 


PR10-4A Depreciation by two methods; sale of fixed asset 
New lithographic equipment, acquired at a cost of $787,500 at the beginning of a fiscal 
year, has an estimated useful life of five years and an estimated residual value of $67,500. 
The manager requested information regarding the effect of alternative methods on the 
amount of depreciation expense each year. On the basis of the data presented to the 
manager, the double-declining-balance method was selected. 

In the first week of the fifth year, the equipment was sold for $115,000. 


Instructions 

1. Determine the annual depreciation expense for each of the estimated five years 
of use, the accumulated depreciation at the end of each year, and the book value of 
the equipment at the end of each year by (a) the straight-line method and (b) the 
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V 1. a. $360,000 
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ae 
oO 


double-declining-balance method. The following columnar headings are suggested for 
each schedule: 
Accumulated 


Depreciation Depreciation, Book Value, 
Year Expense End of Year End of Year 


Journalize the entry to record the sale. 


Journalize the entry to record the sale, assuming that the equipment was sold for 
$98,900 instead of $115,000. 


PR 10-5A_ Transactions for fixed assets, including sale 

The following transactions, adjusting entries, and closing entries were completed by 
D. Hurd Furniture Co. during a three-year period. All are related to the use of delivery 
equipment. The double-declining-balance method of depreciation is used. 


2010 
Jan. 9. Purchased a used delivery truck for $30,000, paying cash. 


Mar. 17. Paid garage $400 for miscellaneous repairs to the truck. 


Dec. 31. Recorded depreciation on the truck for the year. The estimated useful life of 


the truck is four years, with a residual value of $6,000 for the truck. 


2011 
Jan. 2. Purchased a new truck for $48,000, paying cash. 
Aug 1. Sold the used truck for $12,500. (Record depreciation to date in 2011 for the 


truck.) 


Sept. 23. Paid garage $325 for miscellaneous repairs to the truck. 


Dec. 31. Record depreciation for the new truck. It has an estimated residual value of 


$11,000 and an estimated life of five years. 


2012 
July 1. Purchased a new truck for $52,000, paying cash. 
Oct. 2. Sold the truck purchased January 2, 2011, for $17,000. (Record depreciation 


for the year.) 


Dec. 31. Recorded depreciation on the remaining truck. It has an estimated residual 


value of $14,000 and an estimated useful life of eight years. 


Instructions 
Journalize the transactions and the adjusting entries. 


PR 10-6A Amortization and depletion entries 


Data related to the acquisition of timber rights and intangible assets during the current 
year ended December 31 are as follows: 


a. 


Timber rights on a tract of land were purchased for $864,000 on July 10. The stand of 
timber is estimated at 3,600,000 board feet. During the current year, 1,500,000 board 
feet of timber were cut and sold. 


On December 31, the company determined that $4,000,000 of goodwill was impaired. 


Governmental and legal costs of $1,170,000 were incurred on April 10 in obtaining a 
patent with an estimated economic life of 12 years. Amortization is to be for three- 
fourths of a year. 


Instructions 


il. 


Pa 


Determine the amount of the amortization, depletion, or impairment for the current 
year for each of the foregoing items. 


Journalize the adjusting entries required to record the amortization, depletion, or im- 
pairment for each item. 
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Problems Series B 


OBJ.1 
V Land, $597,500 


OBJ.2 


V a. 2011: straight- 
line depreciation, 
$100,000 


PR 10-1B_ Allocate payments and receipts to fixed asset accounts 


The following payments and receipts are related to land, land improvements, and buildings 
acquired for use in a wholesale apparel business. The receipts are identified by an asterisk. 


ae Findersteerpald tomredlestate agency Mankiw). ct eames dae ane tao delete cas «6 $ 5,000 
b. Cost of real estate acquired as a plant site: Land............ 0c cece eee eee eee eee 500,000 

BUutlolingt ss sevanzmgcpaatetegaeiaveas nvelacece 40,000 
Gum Eeelpaiditorattoney forititlesearchs ssxccoucjemet omnes «cee ci cee oes aehela aren: eye 2,500 
d. Delinquent real estate taxes on property, assumed by purchaser................ 15,000 
e. Architect’s and engineer’s fees for plans and supervision .............000eee eens 36,000 
f. Cost of removing building purchased with land in (b) ..........-. eee eee ee eee 10,000 
g. Proceeds from sale of salvage materials from old building ...................05. 4,000* 
he .Costoftillingandionadingilan unc sey. oer vob eet achh ita taeie ces ores 20,000 
i. Premium on one-year insurance policy during construction. ..............-0005- 6,000 
MONE VADOMOWEC CODaViOUIICInGrCOMUlaGtO ln. cws ter scents take ane tera elarereh 750,000* 
k. Special assessment paid to city for extension of water main to the property...... 9,000 
|. Cost of repairing windstorm damage during construction ..............ee eee aee 3,000 
m. Cost of repairing vandalism damage during ConstructiOn.............eee eee e eee 2,000 
Ne ECOSEOftreesanG smu OEhY PlamCeG a ocr raeata sayy Kohesuuaolowisieide eye mem eileysterenelesuste 12,000 
0. Cost of paving parking lot to be used by customers ...........0..05eeese seen eee 14,500 
p. Interest incurred on building loan during construction ............ eee cece eee e es 45,000 
q. Proceeds from insurance company for windstorm and vandalism damage........ 3,000* 
r. Payment to building contractor for new building..........-. eee cece eee eee ees 800,000 
s. Refund of premium on insurance policy (i) canceled after 10 months ............ 1,000* 
Instructions 


1. Assign each payment and receipt to Land (unlimited life), Land Improvements (limited 
life), Building, or Other Accounts. Indicate receipts by an asterisk. Identify each item 
by letter and list the amounts in columnar form, as follows: 


Land Other 
Item Land Improvements Building Accounts 


2. Determine the amount debited to Land, Land Improvements, and Building. 


2, idea The costs assigned to the land, which is used as a plant site, will not be de- 
preciated, while the costs assigned to land improvements will be depreciated. Explain 
this seemingly contradictory application of the concept of depreciation. 


4. What would be the effect on the income statement and balance sheet if the cost of 
paving the parking lot of $14,500 [payment (o)] was incorrectly classified as Land 
rather than Land Improvements? Assume Land Improvements are depreciated over a 
10-year life using the double-declining-balance method. 


PR 10-2B Compare three depreciation methods 

Plum Coatings Company purchased waterproofing equipment on January 2, 2011, for 
$450,000. The equipment was expected to have a useful life of four years, or 10,000 
operating hours, and a residual value of $50,000. The equipment was used for 3,000 
hours during 2011, 4,000 hours in 2012, 2,500 hours in 2013, and 500 hours in 2014. 


Instructions 

1. Determine the amount of depreciation expense for the years ended December 31, 
2011, 2012, 2013, and 2014, by (a) the straight-line method, (b) the units-of-production 
method, and (c) the double-declining-balance method. Also determine the total depre- 
ciation expense for the four years by each method. The following columnar headings 
are suggested for recording the depreciation expense amounts: 


Depreciation Expense 


Straight- Units-of- Double-Declining- 
Line Production Balance 
Year Method Method Method 


(Continued ) 
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2. What method yields the highest depreciation expense for 2011? 
3. What method yields the most depreciation over the four-year life of the equipment? 


OBJ.2 PR 10-3B Depreciation by three methods; partial years 

VW a. 2010, $17,325 Helix Company purchased tool sharpening equipment on April 1, 2010, for $72,000. The 
equipment was expected to have a useful life of three years, or 9,000 operating hours, 
and a residual value of $2,700. The equipment was used for 2,400 hours during 2010, 
4,000 hours in 2011, 2,000 hours in 2012, and 600 hours in 2013. 


Instructions 

Determine the amount of depreciation expense for the years ended December 31, 2010, 
2011, 2012, and 2013, by (a) the straight-line method, (b) the units-of-production method, 
and (c) the double-declining-balance method. 


OBJ. 2,3 PR 10-4B Depreciation by two methods; sale of fixed asset 

V 1.b. Year 1, New tire retreading equipment, acquired at a cost of $72,000 at the beginning of a fiscal 
$36,000 depreciation year, has an estimated useful life of four years and an estimated residual value of $5,400. 
expense The manager requested information regarding the effect of alternative methods on the 


amount of depreciation expense each year. On the basis of the data presented ta the 
QL manager, the double-declining-balance method was selected. 
EDGER In the first week of the fourth year, the equipment was sold for $13,750. 


Instructions 

1. Determine the annual depreciation expense for each of the estimated four years of 
use, the accumulated depreciation at the end of each year, and the book value of the 
equipment at the end of each year by (a) the straight-line method and (b) the double- 
declining-balance method. The following columnar headings are suggested for each 
schedule: 


Accumulated 
Depreciation Depreciation, Book Value, 
Year Expense End of Year End of Year 


2. Journalize the entry to record the sale. 


3. Journalize the entry to record the sale, assuming that the equipment sold for $3,700 
instead of $13,750. 


OBJ. 1,2,3 PR 10-5B_ Transactions for fixed assets, including sale 


The following transactions, adjusting entries, and closing entries were completed by 
McHenry Furniture Co. during a three-year period. All are related to the use of delivery 
equipment. The double-declining-balance method of depreciation is used. 


2010 
Jan. 4. Purchased a used delivery truck for $54,000, paying cash. 


[GENERAL 
* LEDGERS* 


Feb. 24. Paid garage $275 for changing the oil, replacing the oil filter, and tuning the 
engine on the delivery truck. 


Dec. 31. Recorded depreciation on the truck for the fiscal year. The estimated useful 
life of the truck is eight years, with a residual value of $12,000 for the truck. 


2011 
Jan. 3. Purchased a new truck for $60,000, paying cash. 


Mar. 7. Paid garage $300 to tune the engine and make other minor repairs on the 
used truck. 


Apr. 30 Sold the used truck for $35,000. (Record depreciation to date in 2011 for the 
truck.) 


Dec. 31. Record depreciation for the new truck. It has an estimated residual value of 
$16,000 and an estimated life of 10 years. 
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2012 
July 1. Purchased a new truck for $64,000, paying cash. 


Oct. 7. Sold the truck purchased January 3, 2011, for $45,000. (Record depreciation 
for the year.) 


Dec. 31. Recorded depreciation on the remaining truck. It has an estimated residual 
value of $17,500 and an estimated useful life of 10 years. 


Instructions 
Journalize the transactions and the adjusting entries. 


OBJ. 4,5 PR10-6B Amortization and depletion entries 


V b. $45,000 Data related to the acquisition of timber rights and intangible assets during the current 
year ended December 31 are as follows: 


a. On December 31, the company determined that $1,800,000 of goodwill was impaired. 


b. Governmental and legal costs of $900,000 were incurred on June 30 in obtaining a 
patent with an estimated economic life of 10 years. Amortization is to be for one-half 
year. 


c. Timber rights on a tract of land were purchased for $1,560,000 on February 4. The 
stand of timber is estimated at 12,000,000 board feet. During the current year, 3,200,000 
board feet of timber were cut and sold. 


Instructions 


1. Determine the amount of the amortization, depletion, or impairment for the current 
year for each of the foregoing items. 


2. Journalize the adjusting entries to record the amortization, depletion, or impairment 
for each item. 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel SA 10-1 Straight-line depreciation, multiple assets 
The fixed asset details for Hydro-Link, Inc., are as follows: 


late Estimated 
Estimated Useful Life 
Asset Initial Cost Residual Value (in years) 

Computers $36,000 $ 5,800 4 

Conveyors 58,000 16,000 12 

Cutting machine 7,600 1,200 8 

Extruding machine 9,000 1,500 10 

Forklift 16,000 3,400 7! 

Furnace 22,000 4,500 20 


a. Open the Excel file SA70-1_2e. 
b. Develop a spreadsheet to determine the annual straight-line depreciation for each 
asset. 


c. When you have completed the depreciation table, perform a “save as,” replacing the 
entire file name with the following: 


SA10-1_2e[your first name initial]_[your last name] 
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excel 


SUCCESS 


excel 


SUCCESS 


excel 


SUCCESS 


SA 10-2 Straight-line depreciation, revised estimates 

The Better Bakery Company has a baking oven that has a book value at the beginning 

of the current year of $95,000 and an estimated residual value of $3,000. The remaining 

useful life of the baking oven is estimated to be five years. 

a. Open the Excel file SA10-2_2e. 

b. Prepare a spreadsheet to determine the depreciation expense under the straight-line 
method for the current year. 

c. When you have completed the depreciation table, perform a “save as,” replacing the 
entire file name with the following: 


SA10-2_2e[your first name initial]_[your last name] 


SA 10-3 Units-of-production method, multiple assets 


Details of the subsidiary ledger for the delivery trucks of Klondike Delivery, Inc., are as 
follows: 


Estimated Estimated Miles 
Residual Useful Life Operated in 
Truck No. Initial Cost Value (in miles) the Current Year 
1 $37,500 $1,100 140,000 35,000 . 
2 29,650 900 125,000 32,000 
3 32,800 1,300 150,000 40,000 
4 45,900 900 180,000 38,000 
5 36,700 1,500 160,000 28,000 
6 48,400 2,400 200,000 42,000 


a. Open the Excel file S410-3_2e. 


b. Develop a spreadsheet to determine the deprecation per mile and the current year 
depreciation expense for each truck using the units-of-production method. 


c. When you have completed the depreciation table, perform a “save as,” replacing the 
entire file name with the following: 


SA10-3_2efyour first name initial]_[your last name] 


SA 10-4 Units-of-production method, multiple assets 


Daniels Construction Company purchased a bulldozer, backhoe, and grader at the 
beginning of the current year. The bulldozer has an initial cost of $120,000 with an 
estimated salvage value of $12,000. The backhoe has an initial cost of $62,000 and an 
estimated salvage value of $6,000. Lastly, the grader has an initial cost of $75,000 and 
an estimated salvage value of $8,000. The estimated useful life and hours operated in 
the current year are as follows: 


Estimated Useful Hours Operated 
Equipment Life (in hours) in the Current Year 
Bulldozer 24,000 2,200 
Backhoe 22,400 1,850 
Grader 20,000 2,160 


a. Open the Excel file S410-4_2e. 


b. Develop a spreadsheet to determine the depreciation per hour and the current year de- 
preciation expense for each piece of equipment using the units-of-production method. 


c. When you have completed the depreciation table, perform a “save as,” replacing the 
entire file name with the following: 


SA10-4_2e[your first name initial]_[your last name] 


1\oto/Tom Gannam 


Current Liabilities and Payroll 
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uying goods on credit is probably as old as business itself. In 
fact, the ancient Babylonians were lending money to support 
trade as early as 1300 8.c. The use of credit makes transactions more 
convenient and improves buying power. For individuals, the most 
common form of short-term credit is a credit card. Credit cards 


allow individuals to purchase items before they are paid for, while 
removing the need for individuals to carry large amounts of cash. 
They also provide documentation of purchases through a monthly 
credit card statement. 

Short-term credit is also used by businesses to make purchas- 
ing items for manufacture or resale more convenient. Short-term 
credit also gives a business control over the payment for goods and 


services. For example, _a chain of bakery-cafés located 


throughout the United States, uses short-term trade credit, or ac- 
counts payable, to purchase ingredients for making bread products 
in its bakeries. Short-term trade credit gives Panera control over cash 
payments by separating the purchase function from the payment 
function. Thus, the employee responsible for purchasing the bakery 
ingredients is separated from the employee responsible for paying 
for the purchase. This separation of duties can help prevent unau- 
thorized purchases or payments. 

In addition to accounts payable, a business like Panera Bread 
can also have current liabilities related to payroll, payroll taxes, 
employee benefits, short-term notes, unearned revenue, and con- 
tingencies. This chapter discusses each of these types of current 
liabilities. 


CHAPTER 


Learning Objectives x 
i After studying this chapter, you should be able to: Example Exercises 3 
Describe and illustrate current liabilities related to accounts payable, 
oe current portion of long-term debt, and notes payable. 
Current Liabilities 
Accounts Payable 


Current Portion of Long-Term Debt 
Short-Term Notes Payable 


Determine employer liabilities for payroll, including liabilities arising from 
= employee earnings and deductions from earnings. 
Payroll and Payroll Taxes 
Liability for Employee Earnings 
Deductions from Employee Earnings 
Computing Employee Net Pay 
Liability for Employer's Payroll Taxes 


SUCCESS 


Describe payroll accounting systems that use a payroll register, employee 
earnings records, and a general journal. 
Accounting Systems for Payroll and Payroll Taxes 
Payroll Register EE 11-4, 11-5 499, 500 
Employee’s Earnings Record 
Payroll Checks 
Payroll System Diagram 
Internal Controls for Payroll Systems 


Journalize entries for employee fringe benefits, including vacation pay 
and pensions. 
Employees’ Fringe Benefits 

Vacation Pay 

Pensions 

Postretirement Benefits Other than Pensions 

Current Liabilities on the Balance Sheet 


Describe the accounting treatment for contingent liabilities and journalize 
entries for product warranties. 
Contingent Liabilities 

Probable and Estimable 

Probable and Not Estimable 

Reasonably Possible 

Remote 


Describe and illustrate the use of the quick ratio in analyzing a company’s 
ability to pay its current liabilities. 
Financial Analysis and Interpretation: Quick Ratio EE 11-8 511 


At a Glance Page 512 


= Describe and Current Liabilities 


illustrate 
current liabilities related 
to accounts payable, 


When a company or a bank advances credit, it is making a loan. The company or 
BUTORT poninn of ones bank is called a creditor (or lender). The individuals or companies receiving the loan 
Pert debt and nates are called debtors (or borrowers). 
payable. Debt is recorded as a liability by the debtor. Long-term liabilities are debts due 
beyond one year. Thus, a 30-year mortgage used to purchase property is a long-term 
liability. Current liabilities are debts that will be paid out of current assets and are 
due within one year. 

Three types of current liabilities are discussed in this section—accounts payable, 
the current portion of long-term debt, and short-term notes payable. 


Accounts Payable 


Accounts payable transactions have been described and illustrated in earlier chapters. 
These transactions involved a variety of purchases on account, including the purchase 
of merchandise and supplies. For most companies, accounts payable is the largest 


current liability. Exhibit 1 shows the accounts payable balance as a percent of total 
current liabilities for a number of companies. 
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Accounts Payable as a 
Percent of Total 

Company Current Liabilities 
Alcoa Inc. 36% 

AT&T 57 

Gap Inc. 47 

IBM 17 

Rite Aid Corp. 55 

Chevron Corp. 52 


Current Portion of Long-Term Debt 


Long-term liabilities are often paid back in periodic payments, called installments. 
Such installments that are due within the coming year are classified as a current liabil- 
ity. The installments due after the coming year are classified as a long-term liability. 

To illustrate, The Coca-Cola Company reported the following debt payments schedule 
in its December 31, 2009, annual report to shareholders: 


Fiscal year ending 


2010 $ 51,000,000 
2011 573,000,000 
2012 153,000,000 
2013 178,000,000 
2014 912,000,000 
Thereafter 3,243,000,000 
Total principal payments $5,110,000,000 


The debt of $51,000,000 due in 2010 would be reported as a current liability on 
the December 31, 2009, balance sheet. The remaining debt of $5,059,000,000 
($5,110,000,000 — $51,000,000) would be reported as a long-term liability on the 
balance sheet. 


Short-Term Notes Payable 


Notes may be issued to purchase merchandise or other assets. Notes may also be 
issued to creditors to satisfy an account payable created earlier.’ 

To illustrate, assume that Nature’s Sunshine Company issued a 90-day, 12% note 
for $1,000, dated August 1, 2011, to Murray Co. for a $1,000 overdue account. The 
entry to record the issuance of the note is as follows: 


Aug. 1] Accounts Payable—Murray Co. 1,000 
Notes Payable 1,000 
Issued a 90-day, 12% note on account. 


When the note matures, the entry to record the payment of $1,000 plus $30 inter- 
est ($1,000 x 12% x 90/360) is as follows: 


“Oct. |30] Notes Payable 
Interest Expense 


Cash 
Paid principal and interest due on note. 


1 The accounting for notes received to satisfy an account receivable was described and illustrated in Chapter 9, Receivables. 


>a" BIT 1. i 
Accounts 
Payable as 

a Percent of 
Total Current 
Liabilities 
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The interest expense is reported in the Other Expense section of the income 
statement for the year ended December 31, 2011. The interest expense account is 
closed at December 31. 

Each note transaction affects a debtor (borrower) and creditor (lender). The following 
illustration shows how the same transactions are recorded by the debtor and creditor. In 
this illustration, the debtor (borrower) is Bowden Co., and the creditor (lender) is Coker Co. 


Bowden Co. (Borrower) _ GokerCo. (Creditor) = 
May 1. Bowden Co. purchased Merchandise Inventory 10,000 Accounts Receivable 10,000 
merchandise on account from Accounts Payable 10,000 Sales 10,000 
Coker Co., $10,000, 2/10, n/30. 
The merchandise cost Coker Cost of Merchandise Sold 7,500 
Co. $7,500. Merchandise Inventory 7,500 
May 31. Bowden Co. issued a Accounts Payable 10,000 Notes Receivable 10,000 
60-day, 12% note for $10,000 to Notes Payable 10,000 Accounts Receivable 10,000 
Coker Co. on account. 
July 30. Bowden Co. paid Notes Payable 10,000 Cash 10,200 ~ 
Coker Co. the amount due on Interest Expense 200 Interest Revenue 200 
the note of May 31. Interest: Cash 10,200 Notes Receivable 10,000 


$10,000 x 12% x 60/360. 


A company may also borrow from a bank by issuing a note. To illustrate, assume 
that on September 19 Iceburg Company borrowed cash from First National Bank by 
issuing a $4,000, 90-day, 15% note to the bank. The entry to record the issuance of 
the note and the cash proceeds is as follows: 


i GSS IRA SSS SSS SSS ROSS SE SCA i ON SCO SE Sai A A aaa as 


) Sept. | 19] Cash 4,000 

| Notes Payable 4,000 
Issued a 90-day, 15% note to 

| First National Bank. 


Pe tanec ane et et OER eR SNPS Ener eee 


On the due date of the note (December 18), Iceburg Company owes First National 
Bank $4,000 plus interest of $150 ($4,000 x 15% x 90/360). The entry to record the 
payment of the note is as follows: 


Ge Le SNS RO BST ES RUA Ota a asta Aco oN aSiC ood NANCE ait 


Dec. |18| Notes Payable 4,000 
y Interest Expense 150 
Cash 4,150 


Paid principal and interest due on note. 


a 


pegged seen te Re oer eemnenonsteeenetaNy somaoencemmonnnnnaneareneni 


once mnar a 


In some cases, a discounted note may be issued rather than an interest-bearing 
note. A discounted note has the following characteristics: 


1. The interest rate on the note is called the discount rate. 


2. The amount of interest on the note, called the discount, is computed by multiplying 
the discount rate times the face amount of the note. 


3. The debtor (borrower) receives the face amount of the note less the discount, called 
the proceeds. 


4. The debtor must repay the face amount of the note on the due date. 


To illustrate, assume that on August 10, Cary Company issues a $20,000, 90-day 
discounted note to Western National Bank. The discount rate is 1 5%, and the amount 
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of the discount is $750 ($20,000 x 15% x 90/360). Thus, the proceeds received by 
Cary Company are $19,250. The entry by Cary Company is as follows: 


aA LAE UT aaa aaa é ‘ 
; ti SiS as a ee AOE Or re sii ie sie 
ee 


Aug. |10]| Cash 19,250 
Interest Expense 750 
Notes Payable 20,000 


Issued a 90-day discounted note to Western 
National Bank at a 15% discount rate. 


sis a 


EP 
| 
i 
i 
L 
i 
i 
: 


SA Mae Gee Ree ens tent: oa meet 
e < es ESSER Se aI OE = eset tn nectar nee ete eee tno eset 


The entry when Cary Company pays the discounted note on November 8 is as follows:? 


NCSI SEEN NERO ERE REDE ALESSI ED EEE DG SD ELE toSE 


3 & 
E 

: 

| Nov. | 8] Notes Payable 20,000 | 
i 
| Cash 20,000 | | 
Paid note due. | 


SSS EINE Le Pet RES TSI see tree tte een ere RY 


Other current liabilities that have been discussed in earlier chapters include ac- 
crued expenses, unearned revenue, and interest payable. The accounting for wages 
and salaries, termed payroll accounting, is discussed next. 


Example Exercise 11-1 


oe 


On July 1, Bella Salon Company issued a 60-day note with a face amount of $60,000 to Delilah Hair Products Company 


for merchandise inventory. 
a. Determine the proceeds of the note, assuming the note carries an interest rate of 6%. 
b. Determine the proceeds of the note, assuming the note is discounted at 6%. 


Follow My Example 11-1 


a. $60,000 
b. $59,400 [$60,000 - ($60,000 x 6% x 60/360)] 


eee etal g cya aleieverpicis nintal ania a) slo\'s e\s/asalatolnisidisie's’siele'simlelain d wa nisusisinje's wa mins laia sie) sisimieiaie/sis(ainisie Sieraicieue (ie 6 sap sieceennieyays mucins sede lace less ehbds Seu A eat gNS T 


Practice Exercises: PE 11-1A, PE 11-1B 


Payroll and Payroll Taxes 


In accounting, payroll refers to the amount paid to employees for services they pro- 
vided during the period. A company’s payroll is important for the following reasons: 


1. Payroll and related payroll taxes significantly affect the net income of most companies. 
2. Payroll is subject to federal and state regulations. 
3. Good employee morale requires payroll to be paid timely and accurately. 


Liability for Employee Earnings 

Salary usually refers to payment for managerial and administrative services. Salary is 
normally expressed in terms of a month or a year. Wages usually refers to payment 
for employee manual labor. The rate of wages is normally stated on an hourly or 
a weekly basis. The salary or wage of an employee may be increased by bonuses, 
commissions, profit sharing, or cost-of-living adjustments. 


2 If the accounting period ends before a discounted note is paid, an adjusting entry should record the prepaid (deferred) interest 
that is not yet an expense. This deferred interest would be deducted from Notes Payable in the Current Liabilities section of the 


balance sheet. 


Ee Determine 
employer 


liabilities for payroll, 
including liabilities 
arising from employee 
earnings and deductions 
from earnings. 


Note: 

Employee salaries and 
wages are 

expenses to an 
employer. 
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Companies engaged in interstate commerce must follow the Fair Labor Standards 
Act. This act, sometimes called the Federal Wage and Hour Law, requires employers to 
pay a minimum rate of 1% times the regular rate for all hours worked in excess of 40 
hours per week. Exemptions are provided for executive, administrative, and some super- 
visory positions. Increased rates for working overtime, nights, or holidays are common, 
even when not required by law. These rates may be as much as twice the regular rate. 

To illustrate computing an employee’s earnings, assume that John T. McGrath is 
a salesperson employed by McDermott Supply Co. McGrath’s regular rate is $34 per 
hour, and any hours worked in excess of 40 hours per week are paid at 1’2 times 
the regular rate. McGrath worked 42 hours for the week ended December 27. His 
earnings of $1,462 for the week are computed as follows: 


Earnings at regular rate (40 hrs. x $34) $1,360 
Earnings at overtime rate [2 hrs. x ($34 x 1%)] 102 
Total earnings $1,462 


Deductions from Employee Earnings 


The total earnings of an employee for a payroll period, including any overtime pay, are 
called gross pay. From this amount is subtracted one or more deductions to arrive at 
the net pay. Net pay is the amount paid the employee. The deductions normally include 
federal, state, and local income taxes, medical insurance, and pension contributions. 


Income Taxes Employers normally withhold a portion of employee earnings for pay- 
ment of the employees’ federal income tax. Each employee authorizes the amount to be 
withheld by completing an “Employee’s Withholding Allowance Certificate,” called a W-4. 
Exhibit 2 is the W-4 form submitted by John T. McGrath. 

On the W-4, an employee indicates marital status and the number of withhold- 
ing allowances. A single employee may claim one withholding allowance. A married 
employee may claim an additional allowance for a spouse. An employee may also 
claim an allowance for each dependent other than a spouse. Each allowance reduces 
the federal income tax withheld from the employee’s pay. Exhibit 2 indicates that 
John T. McGrath is single and, thus, claimed one withholding allowance. 

The federal income tax withheld depends on each employee’s gross pay and W-4 
allowance. Withholding tables issued by the Internal Revenue Service (IRS) are used 
to determine amounts to withhold. Exhibit 3 is an example of an IRS wage withhold- 
ing table for a single person who is paid weekly.’ 


Employee’s SE SIS EN Cut here and give Form W-4 to your employer. Keep the top part for your records, ------------------- 

Withholding a, W-4 Employee’s Withholding Allowance Certificate Nbodanesies sat 

All owance Department of the Treasury > Whether you are entitled to claim a certain number of allowances or exemption from withholding is i 201 1 
Internal Revenue Service subject to review by the IRS. Your employer may be required to send a copy of this form to the IRS. i 


Certificate 1 Type or print your first name and middle initial. 2 Your social security number 
(W-4 Form) Ce Jone McGrath 38148; 91 20 


{ome adiereds (numberiand street on ture) route) 3 I single [1] married [1] Married, but withhold at higher Single rate. 


1830 4th Street Note. If married, but legally separated, or spouse is a nonresident alien, check the “Single” box. 

City or town, state, and ZIP code 4 If your last name differs from that shown on your social security card, 

Clinton, Iowa 52732-6142 check here. You must call 1-800-772-1213 for a replacement card. > [_] 
5 Total number of allowances you are claiming (from line H above or from the applicable worksheet on page 2) [5] ite 


fo} 


Additional amount, if any, you want withheld from each paycheck ‘ SAMS come 
7 | claim exemption from withholding for 2010, and | certify that | meet both of the following conditions for exemption. 
® Last year | had a right to a refund of all federal income tax withheld because | had no tax liability and 
© This year | expect a refund of all federal income tax withheld because | expect to have no tax liability. 
If you meet both conditions, write “Exempt” here. =. . ww we . 
Under penalties of perjury, | declare that | have examined this certificate and to the best of my knowledge and belief, it is true, correct, and complete. 


Employee’s signature Doku "4 We 
(Form is not valid unless you sign it.) & iS Date > June a; 2010. 


8 Employer's name and address (Employer; Complete lines 8 and 10 only if sending to the IRS.) 9 Office code (optional) 110 Employer identification number (EIN) 
| ' 7 1. i 
+ F 


For Privacy Act and Paperwork Reduction Act Notice, see page 2. ; / Cat. No. 10220Q 3 nae Form W-4 (2011) { 


3 IRS withholding tables are also available for married employees and for pay periods other than weekly. 
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In Exhibit 3, each row is the employee’s wages after deducting the employee’s 
withholding allowances. Each year, the amount of the standard withholding allowance 
is determined by the IRS. For ease of computation and because this amount changes 
each year, we assume that the standard withholding allowance to be deducted in 
Exhibit 3 for a single person paid weekly is $70.4 Thus, if two withholding allow- 
ances are claimed, $140 ($70 x 2) is deducted. 

To illustrate, John T. McGrath made $1,462 for the week ended December 27. 
McGrath’s W-4 claims one withholding allowance of $70. Thus, the wages used in 
determining McGrath’s withholding bracket in Exhibit 3 are $1,392 ($1,462 — $70). 

After the person’s withholding wage bracket has been computed, the federal in- 
come tax to be withheld is determined as follows: 


Step 1. Locate the proper withholding wage bracket in Exhibit 3. 
McGrath’s wages after deducting one standard IRS withholding allowance 
are $1,392 ($1,462 — $70). Therefore, the wage bracket for McGrath is 
$1,302-$1,624. 

Step 2. Compute the withholding for the proper wage bracket using the directions 
in the two right-hand columns in Exhibit 3. 
For McGrath’s wage bracket, the withholding is computed as “$234.60. plus 
27% of the excess over $1,302.” Hence, McGrath’s withholding is $258.90, 
as shown below. 


Initial withholding from wage bracket $234.60 
Plus [27% x ($1,392 - $1,302)] 24.30 
Total withholding $258.90 


(a) SINGLE person (including head of household) — 


If the amount of wages (after : 

subtracting withholding allowances) The amount of income tax 

is: to withhold is: 

Notover piilOm re fils osu n 5 «3 $0 

Over— But not over— of excess over — 
— $200... 10% — $116 


— $693 — $200 


. . . $8.40 plus 15% 
.. . $82.35 plus 25% 
=<— McGrath wage bracket 


.. . $321.54 plus 30% — $1,624 
. . . $340.44 plus 28% — $1,687 


.. . $804.40 plus 33% — $3,344 eo” 

eed ye rae $2,085.13 plus 35% — $7,225 | 

Source: Publication 15, Employer's Tax Guide, Internal Revenue Service, 2010. eam 
Residents of New York 


City must pay federal, 
Employers may also be required to withhold state or city income taxes. The state, and city income 
Example Exercise 11-2 


amounts to be withheld are determined on state-by-state and city-by-city bases. taxes. 
ings ‘or the present week were $2,250. Dunn has two exemptions. Using the wage 


Seabee 8 | 
it 3 with a $70 standard withholding allowance for each exemption, what is Dunn's | 


«sustenance en ete ee eet NEA ENE OORT 


oe eee Ac ACE TL TAOS edaseeoneceseen 
(continued) 
4The actual IRS standard withholding allowance changes every year and was $70.19 for 2010. 
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Follow My Example 11-2 


Total wage payment 022) .Gik hace ea ee ee Porn oo ee Gor $ 2,250 ke 
One allowance (provided: by IRS)s oo. is. Gee cnde al wees ccatean « eran He Retest Mang SE SO oer: - ee ass 
Multiplied by allowances claimed on Form W-4 ........... eee e eee Si be CMe ean aca ts als eee Be ee ee < 40" | 
Amount subject to withholding............ a AN tame CRP ASE RG POST ee ste ‘ee Pes 2,110 - Sas } 
Initial withholding from wage bracket in Exhibit 3...............- PENS Ss SAO iar ees Ss i; $340.44 Say eat 
Plus additional withholding: 28% of excess over $1,687 ..... scl ati aioe gay, Crea mee canara inl feet hs ANGAY od 
Fedetal:income tax withholdingus:nc scare aa AM Cues mma nama Rep eht clement cs ay $458.88 a 


*28% x ($2,110 - $1,687) 


Ree eee ee eee mee ene e renee aren ers neeeeeeeeeereeenened ee meee ee mere eee seer eee eee n eran eres sewer eseseresereeseseeses ee a 


Practice Exercises: PE 11-2A, PE 11-2B 


FICA Tax Employers are required by the Federal Insurance Contributions Act (FICA) to 
withhold a portion of the earnings of each employee. The FICA tax withheld contributes 
to the following two federal programs: 

1. Social security, which provides payments for retirees, survivors, and disability insurance. 

2. Medicare, which provides health insurance for senior citizens. 

The amount withheld from each employee is based on the employee’s earnings 

paid in the calendar year. The withholding tax rates and maximum earnings subject 
to tax are often revised by Congress.’ To simplify, this chapter assumes the following 
rates and earnings subject to tax: 

1. Social security: 6% on all earnings 

2. Medicare: 1.5% on all earnings 


To illustrate, assume that John T. McGrath’s earnings for the week ending Decem- 
ber 27 are $1,462 and the total FICA tax to be withheld is $109.65, as shown below. 


Earnings subject to 6% social security tax...........c. eee eee eee $1,462 
SOCIAlISECUNIEY TAXMALC Ts nye. tre som erinrels ears epearern crags tleterane steerer are era xX 6% 
SOClalISEGUIITV ANH varafons ceiue Sree leaere sieieueretameraeenorevarccremesttrs $ 87.72 
Earnings subject to 1.5% Medicare tax.........cccseeeeeeneceneeae $1,462 
Medicare-taxitate sss. agence tee te Games cette ce ree eee X 1.5% 
I Keto fet] (eke) Gam Men SS SE CPi cc Oo ree ETC clowlhig AeA amore 21.93 
Total IGA ANG: we Pern eotdartelete fhe crarcchd see an rar eee ee teeaece $109.65 


Other Deductions Employees may choose to have additional amounts deducted from 
their gross pay. For example, an employee may authorize deductions for retirement sav- 
ings, for charitable contributions, or life insurance. A union contract may also require the 
deduction of union dues. 


Computing Employee Net Pay 


Gross earnings less payroll deductions equals net pay, sometimes called take-home 
pay. Assuming that John T. McGrath authorized deductions for retirement savings and 
for a United Fund contribution, McGrath’s net pay for the week ended December 27 
is $1,068.45, as shown below. 


Gross earnings for the week $1,462.00 
Deductions: 
Social security tax SPA) 
Medicare tax 21.93 
Federal income tax 258.90 
Retirement savings 20.00 
United Fund 5.00 
Total deductions 393.55 
Net pay $1,068.45 


5 As of January 1, 2010, the social security tax rate was 6.2% and the Medicare tax rate was 1.45%. Earnings subject to the social se- 
curity tax are limited to an annual threshold amount, but for text examples and problems, assume all accumulated annual earnings 
are below this threshold and subject to the tax. 
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Example Exercise 11-3 


Karen Dunn's weekly gross earnings for the week ending December 3 were $2,250, and her federal income tax 
withholding was $458.88. Assuming the social security rate is 6% and Medicare is 1.5%, what is Dunn’s net pay? 


Follow My Example 11-3 


: Total wage payment Ree . : $2,250.00 
‘Less: Federal income tax withholding. ....6.....0.2.0...0..0008. Hee ee. $458.88 
Social security tax ($2,250 x 6%) 
Medicare tax (32, 250 x 1 5%) : 627.63 
: | : $1,622.37 


Practice Exercises: PE 11-3A, PE 11-3B 


excel Employee net pay can be computed using a spreadsheet, as follows. 
SUGGESS 


| Hours worked straight-time _ 
| Hours worked overtime _ 

| Hourly rate 

Overtime premium _ 
Federal income tax (weekly withholding) - 
Social security rate 
Medicare rate 

Retirement savings (weekly) 


Gross earnings for the week =(B2*B4)+(B3*B4*B5) - 


Deductions: 

Social security tax =C13*B7 b. 
Medicare tax : =C13*B8 Cc. 
Federal income tax __ =B6 °).. os 
Retirement savings =B9 } d. 
United Fund | =B10 


=SUM(B15:B19) 


Total deductions 
=C13-C20 


The spreadsheet should be developed with an input and output section. The outputs 
build formulas based on the inputs. 


a. Enter in C13 the gross earnings: 
=(B2*B4)+(B3*B4*B5) 


2 al gen 


Regular time Overtime 
earnings earnings 


b. Enter in B15 the formula for the social security tax, =C13*B7. 

Enter in B16 the formula for the Medicare tax, =C13*B8. 

Enter in B17, B18, and B19, the cell references for the federal income tax, 
retirement savings, and United Fund, respectively. 

e. Enter in C20 the formula to sum the deductions, =SUM(B15:B19). 

Enter in C21 the formula for the net pay, =C13-C20. 


a9 


sh 
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Absolute Cell References 


Many employers have more than one employee. Spreadsheets are very useful for summarizing payroll information 

for many employees. We will illustrate multiple employees in order to introduce the Excel concept of absolute cell 
references. Absolute cell references are often used in Excel formula design. For example, assume Dandridge Company 
has three employees who are paid $15 per hour with an overtime premium of 150% for hours in excess of 40 hours per 
week. Payroll information for a recent week is as follows: 


inputs: 
Hourly rate $ 15.00 
Overtime premium 150% 
Regular time hours 40 
Chambers, T. Knox, J. Little, B. 
Hours worked 42 45 48 


The inputs include three columns of hours worked information for three employees. The formula for the straight-time, 
overtime, and gross earnings are first determined for T. Chambers as follows: 


| Straight-time earnings | =$B4*$B2 af Copied to 
| Overtime earnings =(B7-$B4)*$B2*$B3 two remaining 
Gross earnings =SUM(B11:B12) employees 


The straight-time earnings formula is entered as, 
=$B4*$B2 


The dollar sign in front of both lettered columns indicates that the column references is to remain fixed when copying 
across the columns. That is, the formula is the same for all three employees, and the columns don’t adjust during 


copying. 

The overtime earnings formula is entered as: 

=(B7-$B4)*$B2*$B3 

In this case, the column reference for B4, B2, and B3 remains fixed in copying. However, B7 does adjust the column 
reference when copied. The sum formula is entered last. This formula requires no absolute cell references because the 


columns adjust in copying. 


Once the three formulas are entered, they are copied to the two other employees. The formulas for all three employees 
after copying would appear as follows: 


The dollar sign causes the column 
reference to remain fixed when copied. 


| Chambers, T. 
| 11 Straight-time earnings | =$B4*$B2 
12. Overtime earnings =(B7-$B4)*$B2*$B3 
| 13 Gross earnings | =SUM(B11:B12) 
: 


=$B4*$B2 
=(C7-$B4)*$B2*$B3 
=SUM(C11:C12) 


=(D7-$B4)*$B2*$B3 
=SUM(D11:D12) 


With no dollar sign, the column 
reference changes when copied. 


In the same way that the dollar sign is used in front of columns, the dollar sign can also be placed in front of the row 
reference when the row is to remain fixed when copying down rows. The use of absolute cell references ($ sign) is an 
important Excel formula design concept. You will use them often. 


Trylt Go to the hands-on Excel Tutor for this example! 


Ti T; This Excel Success example uses an Excel function referred to as cell referencing. Go to the Excel Tutor 
ry C titled Absolute & Relative Cell References for additional help on this useful Excel function! 
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Liability for Employer's Payroll Taxes 


Employers are subject to the following payroll taxes for amounts paid their employees: 


1. FICA Tax: Employers must match the employee’s FICA tax contribution. 


2. Federal Unemployment Compensation Tax (FUTA): This employer tax provides for tempo- 
rary payments to those who become unemployed. The tax collected by the federal govern- 
ment is allocated among the states for use in state programs rather than paid directly to 
employees. Congress often revises the FUTA tax rate and maximum earnings subject to tax. 

3. State Unemployment Compensation Tax (SUTA): This employer tax also provides tem- 
porary payments to those who become unemployed. The FUTA and SUTA programs 
are closely coordinated, with the states distributing the unemployment checks.° SUTA 
tax rates and earnings subject to tax vary by state.’ 


The preceding employer taxes are an operating expense of the company. Exhibit 4 
summarizes the responsibility for employee and employer payroll taxes. 


EXHIBIT 4 
Responsibility 
for Tax 
Payments 


... Beginning in 1940 you will pay, and your employer 
will pay, 1% cents for each dollar you earn, up to $3,000 a year 
...and then beginning in 1943, you will pay 2 cents, and so 
will your employer, for every dollar you earn for the next three 
years. After that, you and your employer will each pay half a 


In 1936, the Social Security Board described how the tax was 
expected to affect a worker's pay, as follows: 


The taxes called for in this law will be paid both by your em- 
ployer and by you. For the next 3 years you will pay maybe 
15 cents a week, maybe 25 cents a week, maybe 30 cents 


cent more for 3 years, and finally, beginning in 1949, ... you 
and your employer will each pay 3 cents on each dollar you 
earn, up to $3,000 a year. That is the most you will ever pay. 


or more, according to what you earn. That is to say, during 
the next 3 years, beginning January 1, 1937, you will pay 1 
cent for every dollar you earn, and at the same time your 
employer will pay 1 cent for every dollar you earn, up to 
$3,000 a year.... 


The rate on January 1, 2010, was 7.65 cents per dollar 
earned (7.65%). The social security portion was 6.20% on 
the first $106,800 of earnings. The Medicare portion was 
1.45% on all earnings. 


Source: Arthur Lodge, “That Is the Most You Will Ever Pay,” Journal of Accountancy, October 1985, p. 44. 


Accounting Systems for Payroll 
and Payroll Taxes 


= Describe payroll 
accounting 


systems that use 

a payroll register, 
employee earnings 
records, and a general 
journal. 


Payroll systems should be designed to: 


1. Pay employees accurately and timely. 
2. Meet regulatory requisements of federal, state, and local agencies. 
3. Provide useful data for management decision-making needs. 


6 This rate may be reduced to 0.8% for credits for state unemployment compensation tax. 
7 As of January 1, 2010, the maximum state rate credited against the federal unemployment rate was 5.4% of the first $7,000 of each 


employee's earnings during a calendar year. 


Pay eas ah ier 
© Be ESia es Ey ieee 


— 
mai See 
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EXHIBIT 5 
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Earnings 
Employee Name Total Hours Regular Overtime Total 

+ | Abrams, Julie S. ee 4o | 500.00 500.00 | 
= Somes doe & Le ean 6 ee anes EO ES Be 
| 4|McGrath,JohnT. 42 | 1,360.00 102.00 | 1,462.00 | 4 
Ne OURS re Mas ee es 
poe Zumpane MiciesI Wo ee, 600.00 | 600.00 26 
on a ey ee 13,328.00 574.00 | 13,902.00 27, 


Note: 

Payroll taxes become 
a liability to the 
employer when the 
payroll is paid. 


Although payroll systems differ among companies, the major elements of most 
payroll systems are: 


1. Payroll register 
2. Employee’s earnings record 
3. Payroll checks 


Payroll Register 


The payroll register is a multicolumn report used for summarizing the data for 
each payroll period. Although payroll registers vary by company, a payroll register 
normally includes the following columns: 


1. Employee name 
2. Total hours worked 
3. Regular earnings 


8. Federal income tax withheld 
9. Retirement savings withheld 
10. Miscellaneous items withheld 
11. Total withholdings 
12. Net pay 
13. Check number of payroll check issued 
14. Accounts debited for payroll expense 


4. Overtime earnings 

5. Total gross earnings 

6. Social security tax withheld 
7. Medicare tax withheld 


Exhibit 5 illustrates a payroll register. The two right-hand columns of the payroll 
register indicate the accounts debited for the payroll expense. These columns are 
often referred to as the payroll distribution. 


Recording Employees’ Earnings The column totals of the payroll register provide 


the basis for recording the journal entry for payroll. The entry based on the payroll register 
in Exhibit 5 is shown on the next page. 


Recording and Paying Payroll Taxes Payroll taxes are recorded as liabilities 
when the payroll is paid to employees. In addition, employers compute and report 
payroll taxes on a calendar-year basis, which may differ from a company’s fiscal year. 
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| os (Deductions Withheld = Paid | Accounts Debited | 
Social - Federal — | | _ Sales Office 
i : Rati | : ‘ 
| Security Medicare Income Retirement | Net Check Salaries | Salaries 
ee Tax— ole Tax Tax Savings © Misc. Total | Pay No. Expense | Expense 
A 70.00] UF 10,00) 14750) abeso | eth7 | OO 
fe eS ee 
3| 30.40 12.60 131.00; 25.00; UF 10.00] 229.00) 611.00 | 6859 | 840.00 [3 
4. 87.72 21.93 258.90 | 20.00} UF = 5.00 | 393.55| 1,068.45 | 6860 | 1,462.00 |-4 
Sp pens cee Tica tcscaetea eects taiamneiet sitetecieenleatirempeeae ana aaa Reena a ae potted 
0 ee 
al 36.00 9.00 | 79.00 | 5.007 Ur 2.00 131.00, 469.00 | 6881 | 600.00 | 26 
BE 834.12 208.53 3,332.00. 680.00 | UF 520.00 5;974.65 | 8327.30 | 11,122.00 | 2,780.00 | 20 
28 | | | | Tis 


Miscellaneous Deductions: UF—United Fund 


1 : 
Dec. |27|Sales Salaries Expense 11,122.00 
Office Salaries Expense 2,780.00 ( 

Social Security Tax Payable 834.12 | 

Medicare Tax Payable 208.53} | 

Employees Federal Income Tax Payable 3,332.00 | 

Retirement Savings Deductions Payable 680.00 : 

United Fund Deductions Payable 520.00 | 

Salaries Payable 8,327.35| | 

Payroll for week ended December 27. | 

[ 


Example Exercise 11-4 


The payroll register of Chen Engineering Services indicates $900 of social security withheld and $225 of Medicare tax 
withheld on total salaries of $15,000 for the period. Federal withholding for the period totaled $2,925. 
Provide the journal entry for the period’s payroll. 


Follow My Example 11-4 


SONaHIES EXDIEMSE: cence lec uan ve ny ha ees Cage ante senbe ce astaen ph nates se cee ges es 


Social Security Tax Payable............. esse eee e eee n nent teen ee eeeeeee eee n neces 900 
Medicare Tax Payable 0000... 05. 0cc cece cece ee eee ne ree nennn ery ee sateen renes 225 
Employees Federal Withholding Tax Payable .........-..-sssseeeeeee eee eee ees 2,925 
Salartes(Payalnle td. cil. es ids eels ale nie elie ws 4 dw ayeetteliinin eiala’s win torjelpic hud Raining oips 10,950 


Satelit alas A arr staial vie uaeilatuse'tes u//ajum mw Sceje)y (ie Jarre eins) a1 fe)e\ieie\e) me wValme) e) Orlece wl #6) BLé Ol ae 


Practice Exercises: PE 11-4A, PE 11-4B 


PENa ip eiee ie ene ra ey aoe tele eri inth the On 0/< slater ene Ane pm Ryman e Fee eels ere ayaa! t 8 eval aiee MLR ge ain) en elaate) 4 Spanien isin ciele eco yeesS 


On December 27, McDermott Supply has the following payroll data: 


GAleG SAIAIIGS maptele of te fe eleud: oberat nye reiedesits cane emlensielcisisue «9s $11,122 
Office salaries OWEd .. nc. se cterceesenceemeresnnsensnseres 2,780 
Wages owed employees on December 27......-+++++++ $13,902 
Wages subject to payroll taxes: 
Social security tax (6%) ....... sense eee e eee e ern e eee e ees $13,902 
WW eltesl tub (00) lo eundt peacear eonneonacennuontmotecnr 13,902 


State (5.4%) and federal (0.8%) 
unemployment compensation tax .........sseeeeeees 2,710 
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Employers must match the employees’ social security and Medicare tax contri- 
butions. In addition, the employer must pay state unemployment compensation 
tax (SUTA) of 5.4% and federal unemployment compensation tax (FUTA) of 0.8%. 
When payroll is paid on December 27, these payroll taxes are computed as follows: 


Social security tax $ 834.12 ($13,902 x 6%, and from Social Security Tax column of Exhibit 5) 
Medicare tax 208.53 ($13,902 x 1.5%, and from Medicare Tax column of Exhibit 5) 
SUTA 146.34 ($2,710 x 5.4%) 

FUTA 21.68 ($2,710 x 0.8%) 


Total payroll taxes $1,210.67 


The entry to journalize the payroll tax expense for Exhibit 5 is shown below. 


Pe 


| Dec. |27] Payroll Tax Expense 1,210.67 
Social Security Tax Payable 834.12 
Medicare Tax Payable 208.53 
State Unemployment Tax Payable 146.34 
Federal Unemployment Tax Payable 21.68 


Payroll taxes for week ended December 27. 


POTTON 


The preceding entry records a liability for each payroll tax. When the payroll taxes are 
paid, an entry is recorded debiting the payroll tax liability accounts and crediting Cash. 


Example Exercise 11-5 ny 


_ The payroll register of Chen Engineering Services indicates $900 of social security withheld and $225 of Medicare 
_ tax withheld on total salaries of $15,000 for the period. Assume earnings subject to state and federal unemployment 
compensation taxes are $5,250, at the federal rate of 0.8% and the state rate of 5.4%. 
Provide the journal entry to record the payroll tax expense for the period. 


Follow My Example 11-5 


Pavol liraxXcexemSercuinee i gta tinier cts, seehe tare Ua land a yeuuite a comer ee 1,450.50 
SOC DEC UNNEN AE AM MONS Cerca steer saat axscaea’sscesercarcnezsasscatinrerscestos arama i tviceesmmcaecbageertone 900.00 
Medicare Tax Payaiie ili, scsb anastasia css ddochssasdottoncdecinn cna isites ousceanedses Gace 225.00 
State Unemployment Tax Payable o.oo uses aacizastcstedestnssstavacsrssdbsonsaecnssiastaouae eects 283.50* 
Federal Unemployment Tax Payalaleaiss..oco..ccccassssociscssssssacscisoesccecconiotaurtansuanstaaaiancne 42.00** 

*§5,250 x 5.4% 

**$5,250 x 0.8% ji 


Practice Exercises: PE 11-5A, PE 11-5B 


Employee's Earnings Record 


Each employee’s earnings to date must be determined at the end of each payroll 
period. This total is necessary for computing the employee’s social security tax with- 
holding and the employer’s payroll taxes. Thus, detailed payroll records must be kept 
for each employee. This record is called an employee’s earnings record. 

Exhibit 6, on pages 502-503, shows a portion of John T. McGrath’s employee’s 
earnings record. An employee’s earnings record and the payroll register are inter- 
related. For example, McGrath’s earnings record for December 27 can be traced to 
the fourth line of the payroll register in Exhibit 5. 

As shown in Exhibit 6, an employee’s earnings record has quarterly and yearly 
totals. These totals are used for tax, insurance, and other reports. For example, one 
such report is the Wage and Tax Statement, commonly called a W-2. This form is 
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provided annually to each employee as well as to the Social Security Administration. 


The W-2 shown below is based on John T. McGrath’s employee’s earnings record 
shown in Exhibit 6. 


a Employee’s social security number 
381-48-9120 


For Official Use Only p» 
OMB No. 1545-0008 


Peese 


b Employer identification number (EIN) 1 Wages, tips, other compensation 2 Federal income tax withheld 
61-8436524 100,500.00 21,387.65 
c Employer's name, address, and ZIP code 3 Social security wages 4 Social security tax withheld 
oe Supply Co. 100,500.00 6,030.00 
415 5th Ave. So. ; A fi i 
Dubuque, 1A 52736-0142. 5 Medicare wages and tips 6 Medicare tax withheld 
eae 100,500.00 1,507.50 
7 Social security tips 8 Allocated tips 
{ 
d Control number 9 Advance EIC payment 10 Dependent care benefits 
se a cs Taye = Shak 
e Employee's first name and initial Last name Suff.| 11 Nonqualified plans 12a See instructions for box 12 
Cc 
eS ee eg ee ee MOC ra : 
~------+--------1------. z = = 
“eso 4th st Se ow | 
Clinton, IA 52732-6142 4 
: 14 Other 12¢ 
° 
d 
6 
1 
Cc 
3 
f Employee's address and ZIP code 


15 State | Employer's state ID number 16 State wages, tips, etc. | 17 State income tax 18 Local wages, tips, etc. 2 Local oa 


Dubuque 


W-2 Wage and Tax Statement 2 0 | 1 Department of me Treasury—Internal Revenue aice 
Form For Privacy Act and Paperwork Reduction 

: ae Act Notice, see back of Copy D. 
Copy A For Social Security Administration — Send this entire page with Cat. No. 10134D 


Form W-3 to the Social Security Administration; photocopies are not acceptable. 


Do Not Cut, Fold, or Staple Forms on This Page — Do Not Cut, Fold, or Staple Forms on This Page 


Payroll Checks 


Companies may pay employees, especially part-time employees, by issuing payroll 
checks. Each check includes a detachable statement showing how the net pay was 
computed. Exhibit 7, on page 504, illustrates a payroll check for John T. McGrath. 

Most companies issuing payroll checks use a special payroll bank account. In 
such cases, payroll is processed as follows: 


1. The total net pay for the period is determined from the payroll register. 


2. The company authorizes an electronic funds transfer (EFT) from its regular bank ac- 
count to the special payroll bank account for the total net pay. 


3. Individual payroll checks are written from the payroll account, 
4. The numbers of the payroll checks are inserted in the payroll register. 


An advantage of using a separate payroll bank account is that reconciling the 
bank statements is simplified. In addition, a payroll bank account establishes control 
over payroll checks and, thus, prevents their theft or misuse. 

Many companies use electronic funds transfer to pay their employees. In such 
cases, each pay period an employee’s net pay is deposited directly into the employee 
checking account. Later, employees receive a payroll statement summarizing how 
the net pay was computed. 


Payroll System Diagram 


The inputs into a payroll system may be classified as: 


1. Constants, which are data that remain unchanged from payroll to payroll. 
Examples: Employee names, social security numbers, marital status, number of income 
tax withholding allowances, rates of pay, tax rates, and withholding tables. 

2. Variables, which are data that change from payroll to payroll. 


Examples: Number of hours or days worked for each employee, accrued days of sick 
leave, vacation credits, total earnings to date, and total taxes withheld. 
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EXHIBIT 6 — 
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Employee’s John T. McGrath 
Earnings Record 1830 4th St. 
Clinton, 1A 52732-6142 PHONE: 555-3148 
SINGLE NUMBER OF 
WITHHOLDING PAY 
ALLOWANCES: 1 RATE: $1,360.00 Per Week 
OCCUPATION: Salesperson EQUIVALENT HOURLY RATE: $34 
erg ha Boa | Earnings 
oo 
Regular | Overtime Total 
Period Ending Earnings _ Earnings Earnings 
42) SEPT. 27 53 1,360.00 663.00 2,023.00 75,565.00 | 42 
“ah 3 Fs 
43 | THIRD QUARTER 17,680.00 7,605.00 25,285.00 | 43 
44| OCT. 4 51 f 1,360.00 561.00 1,921.00 | 77,486.00 | 44 
50, NOV. 15 | 50 1,360.00 510.00 1,870.00 89,382.00 | 50 
51 NOV. 22 53 1,360.00 663.00 2,023.00 91,405.00 | 51 
52 | NOV. 29 47 | _~—-1,360.00 357.00 1,717.00 | * 93,422.00" 2\'52 
53. DEC.6 53 L 1,360.00 663.00 er 2,023.00 95,145.00 | 53 
54| DECAS. - 52 ‘1,360.00 612.00 1,972.00 97,117.00 | 54 
55 DEC. 20 es a 561.00 1,921.00 99,038.00 | 55 
56 | DEG. 27 42 ‘1,360.00 102.00 | 1,462.00 100,500.00 | 56 
i a ae Bo ee ee = —— 
57 | FOURTH QUARTER | 17,680.00 7,255.00 . 24,935.00 57 
58 | YEARLY TOTAL | 70,720.00 29,780.00 | 100,500.00 58 


In a computerized accounting system, constants are stored within a payroll 
file. The variables are input each pay period by a payroll clerk. In some sys- 
tems, employees swipe their identification (ID) cards when they report for and 
leave work. In such cases, the hours worked by each employee are automati- 
cally updated. 

A computerized payroll system also maintains electronic versions of the payroll 
register and employee earnings records. Payroll system outputs, such as payroll 
checks, EFTs, and tax records, are automatically produced each pay period. 


Internal Controls for Payroll Systems 


The cash payment controls described in Chapter 8, Sarbanes-Oxley, Internal Control, 
and Cash, also apply to payrolls. Some examples of payroll controls include the 
following: 


1. If a check-signing machine is used, blank payroll checks and access to the machine 
should be restricted to prevent their theft or misuse. 

2. The hiring and firing of employees should be properly authorized and approved in writing. 

3. All changes in pay rates should be properly authorized and approved in writing. 
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SOC. SEC. NO.: 381-48-9120 EMPLOYEE NO.: 814 


DATE OF BIRTH: February 15, 1982 


DATE EMPLOYMENT TERMINATED: 


: = a y ates Fe ee ee ae Re re aE Sen 


Eo ONES ae a Deductions oe He Paid os 
| Social Federal 
| Security Medicare Income Retirement | Net Check 
bo Tax Tax Tax Savings | Other Total § |= Amount No 
= Se a estes se SEE ESERE soe Se see Soll Se SNe ene ea oe bee Sana ul Se a ees See eee 
42| 121.38 30.35 | 429.83 | 20.00 601.56; 1,421.44 | 6175 | 42 
43 1,517.10 379.28 5,391.71 | 260.00 | UF| 40.00 7,588.09 | 17,696.91 EE 
44| 115.26 28.82 401.27 | 20.00 565.35/ 1,355.65 | 6225 | 44 
eee ete | ee 
51} 121.38 30.35 429.83 20.00 601.56 1,421.44 | 6582 (51 
52| 903.02 25.76 344.15 20.00 | | 492.93 1,224.07 6640-52 
ie a te UE) S80 | 606.56 1,416.44 | 6688 53 
54] 118.32 29.58 415.55 a er ee 
55| 115.26 28.82 401.27 20.00 | 565.35 | 1,355.65 | 6801 55 
Si Brie. 21.93 258.90 20.00 | UF _ 5.00 393.55 1,068.45 «686056 
57 1,496.10 374.03 5,293.71 260.00 | UF 15.00 7,438.84 17,496.16 57 
58 6,030.00 1,507.50 21,387.65 1,040.00 | UF 100.00 30,065.15 70,434.85 (58 


4, Employees should be observed when arriving for work to verify that employees are 
“checking in” for work only once and only for themselves. Employees may “check 
in” for work by using a time card or by swiping their employee ID card. 

5. Payroll checks should be distributed by someone other than employee supervisors. 


6. A special payroll bank account should be used. 


jonas ia 
2 


Integrity, Objectivity 


_ $8 MILLION FOR 18 MINUTES OF WORK 


Computer system controls can be very important in issuing days, the error was discovered and the money was returned. 
payroll checks. In one case, a Detroit schoolteacher was paid “One of the things that came with (the software) is a fail- 


J 
nein DESAI PT 


$4,015,625 after deducting $3,884,375 in payroll deductions safe that prevents that. It doesn’t work,” a financial officer 
for 18 minutes of overtime work. The error was caused bya _ said. The district has since installed a program to flag any 
computer glitch when the teacher's employee identification paycheck exceeding $10,000. 

number was substituted incorrectly in the “hourly wage” 

field and wasn’t caught by the payroll software. After six Source: Associated Press, September 27, 2002. 
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EXHIBIT 7 


Check Number: 6860 


Payroll Check McDermott Supply Co. ERE Pay Period Ending: 12/27/11 


415 5th Ave. So. 1830 4th St. 
Dubuque, IA 52736-0142 Clinton, IA 52732-6142 


HOURS & EARNINGS TAXES & DEDUCTIONS 


CURRENT Y-T-D 
DESCRIPTION AMOUNT DESCRIPTION AMOUNT AMOUNT 


Rate of Pay Reg. Social Security Tax 6,030.00 
Rate of Pay O.T. Medicare Tax : 1,507.50 
Hours Worked Reg. Fed. Income Tax : 21,387.65 
Hours Worked O.T. U.S. Savings Bonds 1,040.00 

United Fund 100.00 
Net Pay 1,068.45 


Total Gross Pay 1,462.00 30,065.15 
Total Gross Y-T-D 100,500.00 


STATEMENT OF EARNINGS. DETACH AND KEEP FOR YOUR RECORDS 


LaGesse Savings & Loan 
33 Katie Avenue, Suite 33 
415 5th Ave. So. Clinton, IA 52736-3581 = 


Dubuque, IA 52736-0142 24-2/531 
Pay Period Ending: 12/27/11 6860 


McDermott Supply Co. 


PAY ONE THOUSAND SIXTY-EIGHT AND 45/100 .............. . DOLLARS 
To the JOHN T. MCGRATH $1,068.45 


Order of 1830 4TH ST. 
Traullin D. WcDermett 


CLINTON, IA 52732-6142 


"WBB6O" waSdhbbbode wG98540 ce" 


—— e e 
SE wunaiee Employees’ Fringe Benefits 
|_“* | entries for 

employee fringe 
benefits, including 
vacation pay and 
pensions. 


Many companies provide their employees benefits in addition to salary and wages 
earned. Such fringe benefits may include vacation, medical, and retirement 
benefits. 

The cost of employee fringe benefits is recorded as an expense by the employer. 
To match revenues and expenses, the estimated cost of fringe benefits is recorded as 
an expense during the period in which the employees earn the benefits. 


Vacation Pay 


Note: Most employers provide employees vacations, sometimes called compensated ab- 
Vacation pay Becomes sences. The liability to pay for employee vacations could be accrued as a liability at 
Hee seit the end of each pay period. However, many companies wait and record an adjusting 
ae ie entry for accrued vacation at the end of the year. 
To illustrate, assume that employees earn one day of vacation for each month 
worked. The estimated vacation pay for the year ending December 31 is $325,000. 
The adjusting entry for the accrued vacation is shown below. 


soeesimoneammerememmmeemescenurcmeeeteceeet eres TT RTT eR TCR TTT TR RTT Te 


Dec. |31]| Vacation Pay Expense 325,000 
Vacation Pay Payable 325,000 
Accrued vacation pay for the year. 


CAS Cee oe 
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Employees may be required to take all their vacation time within one year. In 
such cases, any accrued vacation pay will be paid within one year. Thus, the vacation 
pay payable is reported as a current liability on the balance sheet. If employees are 
allowed to accumulate their vacation pay, the estimated vacation pay payable that 
will not be taken within a year is reported as a long-term liability. 

When employees take vacations, the liability for vacation pay is decreased by deb- 
iting Vacation Pay Payable. Salaries or Wages Payable and the other related payroll 
accounts for taxes and withholdings are credited. 


Pensions 


A pension is a cash payment to retired employees. Pension rights are accrued by 
employees as they work, based on the employer’s pension plan. Two basic types of 
pension plans are: 


1. Defined contribution plan 
2. Defined benefit plan 


In a defined contribution plan, the company invests contributions on behalf 
of the employee during the employee’s working years. Normally, the employee and 
employer contribute to the plan. The employee’s pension depends on the total con- 
tributions and the investment returns earned on those contributions. 

One of the more popular defined contribution plans is the 401k plan. Under 
this plan, employees contribute a portion of their gross pay to investments, such as 
mutual funds. A 401k plan offers employees two advantages. 


1. The employee contribution is deducted before taxes. 
2. The contributions and related earnings are not taxed until withdrawn at retirement. 


In most cases, the employer matches some portion of the employee’s contribu- 
tion. The employer's cost is debited to Pension Expense. To illustrate, assume that 
Heaven Scent Perfumes Company contributes 10% of employee monthly salaries to 
an employee 401k plan. Assuming $500,000 of monthly salaries, the journal entry to 
record the monthly contribution is shown below. 


Dec. |31] Pension Expense 50,000 
Cash 50,000 
Contributed 10% of monthly salaries 
to pension plan. 


eC ER  RE S ENN ECee TC TO IRE EROS EE ETT STEN LN eT RO EE TE TE BT ET LI 


In a defined benefit plan, the company pays the employee a fixed annual pension 
based on a formula. The formula is normally based on such factors as the employee's 
years of service, age, and past salary. 


Annual Pension = 1.5% x Years of Service x Highest 3-Year Average Salary 


In a defined benefit plan, the employer is obligated to pay for (fund) the em- 
ployee’s future pension benefits. As a result, many companies are replacing their 
defined benefit plans with defined contribution plans. 

The pension cost of a defined benefit plan is debited to Pension Expense. Cash is 
credited for the amount contributed (funded) by the employer. Any unfunded amount 
is credited to Unfunded Pension Liability. 

To illustrate, assure that the defined benefit plan of Hinkle Co. requires an 
annual pension cost of $80,000. This annual contribution is based on estimates 
of Hinkle’s future pension liabilities. On December 31, Hinkle Co. pays $60,000 to 
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| Dec. | 31] Pension Expense 80,000 
/ Cash 60,000 
Unfunded Pension Liability 20,000 


sii a 


4 
/ b. Pension Expense 
| 
: 
| 


Example Exercise 11-6 


Manfield Services Company provides its employees vacation benefits and a defined contribution pension plan. 
Employees earned vacation pay of $44,000 for the period. The pension plan requires a contribution to the plan 
administrator equal to 8% of employee salaries. Salaries were $450,000 during the period. 

Provide the journal entry for the (a) vacation pay and (b) pension benefit. 


Follow My Example 11-6 


den) NaCdtiOmiPay EXDENSE pases cicrain sic aa tres tan be diet occyuinos cone natehe atepnitee unin ai ope Gagely osuted tans 44,000 
+ MACAMOMP ay RAVAN, sido Gelidis ay cogs dgie wikia Sim acrieu sunjeln UD We aoa pease = 44,000 
Vacation pay accrued for the period. 


the pension fund. The entry to record the payment and unfunded liability is shown 
below. 


P ss ites ai tai Sante Sasa ia 
iS Si LALLA LEAL LALA EEE TT tS ta CAR TEES 


Annual pension cost and contribution. 


ssconceneenetateomrs tx te eee eam eA em fT LP CE OST PSPS ETO TITS Tm? 


If the unfunded pension liability is to be paid within one year, it is reported as a 
current liability on the balance sheet. Any portion of the unfunded pension liability 
that will be paid beyond one year is a long-term liability. 

The accounting for pensions is complex due to the uncertainties of estimating 
future pension liabilities. These estimates depend on such factors as employee life 
expectancies, employee turnover, expected employee compensation levels, and invest- 
ment income on pension contributions. Additional accounting and disclosures related 
to pensions are covered in advanced accounting courses. 


BU SEER Ge SRR en a a ace ma aE NCA ea re era el in sas 36,000 
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Practice Exercises: PE 11-6A, PE 11-6B 


Postretirement Benefits Other Than Pensions 


Employees may earn rights to other postretirement benefits from their employer. 
Such benefits may include dental care, eye care, medical care, life insurance, tuition 
assistance, tax services, and legal services. 

The accounting for other postretirement benefits is similar to that of defined benefit 
pension plans. The estimate of the annual benefits expense is recorded by debiting 
Postretirement Benefits Expense. If the benefits are fully funded, Cash is credited for 
the same amount. If the benefits are not fully funded, a postretirement benefits plan 
liability account is also credited. 

The financial statements should disclose the nature of the postretirement benefit 
liabilities. These disclosures are usually included as notes to the financial statements. 


Additional accounting and disclosures for postretirement benefits are covered in ad- 
vanced accounting courses. 


Current Liabilities on the Balance Sheet 


Accounts payable, the current portion of long-term debt, notes payable, and any 
other debts that are due within one year are reported as current liabilities on the 


balance sheet. The balance sheet presentation of current liabilities for Mornin’ Joe 
is as shown on the next page. 


Chapter 11 Current Liabilities and Payroll 507 
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Mornin’ Joe 
Balance Sheet 
December 31, 2012 


Liabilities 
: Current liabilities: 


Accounts payable .......... oo So oe $133,000 
Notes payable (current portion) ...............0.e eee eens 200,000 
Salaiies and wages payable =... 42,000 
Payroll taxes payable ........ ee oe oo. 16,400 
Weeipeycle = 40,000 
Total current liabilities... see oo. $431,400 


FT 
i 


Creare ariasacroametvaes rae oameraren eames ogi Tae nema ue aaa eee ee eameeestenmnmmeersenmncen a 
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SN ay see Sree sesame tcnaomsentrte ae ee cpcsmrereesee omen a 


GENERAL MOTORS PENSION PROBLEMS put a financial strain on the company. In 2003, the com- 


pany issued $18.5 billion in debt to fund its growing un- 
In June 2009, General Motors Company, the world’s second- funded pension liability, but this only provided a temporary 
largest automaker, filed for bankruptcy. The company’s fix. From 1993 to 2007, General Motors spent $103 billion 
troubles began decades earlier when the company agreed on pension and health care benefits for retirees, and the 
to provide employees with large pension benefits instead of company had 4.61 retired union employees for every one 
giving them wage increases. While this strategy was initially active union employee. By June 2009, the combination of 
successful, by the mid-1990s large numbers of employees growing pension obligations and deteriorating sales forced 


began to retire, and the increasing pension costs began to the company into bankruptcy. 


Source: R. Lowenstein, “Siphoning GM's Future,” The New York Times, July 10, 2008. 


Contingent Liabilities Ee peas 


accounting 


Re ; ; ; ; : treatment for contingent 
Some liabilities may arise from past transactions if certain events occur in the future: =... 
liabilities and journalize 


These potential liabilities are called contingent liabilities. Saniecnnpmanee 
The accounting for contingent liabilities depends on the following two factors: aniantios: 


1. Likelihood of occurring: Probable, reasonably possible, or remote 
2. Measurement: Estimable or not estimable 


The likelihood that the event creating the liability occurring is classified as probable, 
reasonably possible, or remote. The ability to estimate the potential liability is classi- 
fied as estimable or not estimable. 


Probable and Estimable 


If a contingent liability is probable and the amount of the liability can be reason- 
ably estimated, it is recorded and disclosed. The liability is recorded by debiting an 
expense and crediting a liability. 

To illustrate, assume that during June a company sold a product for $60,000 
that includes a 36-month warranty for repairs. The average cost of repairs over the 
warranty period is 5% of the sales price. The entry to record the estimated product 
warranty expense for June is as shown below. 


MLL sung SG GRR SS 


June |30| Product Warranty Expense 3,000 
Product Warranty Payable 3,000 
Warranty expense for June, 5% x $60,000. ' 


 sreeieentaeeieesemmeamruneitae 
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The preceding entry records warranty expense in the same period in which the sale 
is recorded. In this way, warranty expense is matched with the related revenue (sales). 
If the product is repaired under warranty, the repair costs are recorded by debit- 
The estimated costs of ing Product Warranty Payable and crediting Cash, Supplies, Wages Payable, or other 
warranty work on new appropriate accounts. Thus, if a $200 part is replaced under warranty on August 16, 


Cat sales eeubeent “the entry is as follows: 
liability for Ford Motor 


Company. ili iia 


/ 
| Aug. |16] Product Warranty Payable 200 

Supplies 200 
| Replaced defective part under warranty. ; 


seston ecosecete — scomttonesomnnne msec See ene Dee eA RE NY OE SE OPE Te 
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Example Exercise 11-7 | | 


Cook-Rite Co. sold $140,000 of kitchen appliances during August under a six-month warranty. The cost to repair 
defects under the warranty is estimated at 6% of the sales price. On September 11, a customer required a $200 part 
replacement plus $90 of labor under the warranty. 

Provide the journal entry for (a) the estimated warranty expense on August 31 and (b) the September 11 warranty work. 


: 


Follow My Example 11-7 


) a. Product Warranty Expense .....0..:..:...5.--- fae eee PeeWee nr ima rn ator 8,400 
Product: Warranty Payable. ve. ee aevee es Ste ee veseeanes 8,400 
| To record warranty expense for August, 6% x $140,000. 
bp. Product Warranty Payable... i. fc.cccc.i ees Pee ee een Ey Steen ence eee eee te 290 
SS ene rays 250 x oy es eras snk ce eve eee Pr ane tn he Rea 200 
WAGES PAVAINO Se Od naece Seine ha eras isi Ca eee ence a 90 


Replaced defective part under warranty. 
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Practice Exercises: PE 11-7A,PE11-7B 


Probable and Not Estimable 


A contingent liability may be probable, but cannot be estimated. In this case, the contin- 
gent liability is disclosed in the notes to the financial statements. For example, a company 
may have accidentally polluted a local river by dumping waste products. At the end 
of the period, the cost of the cleanup and any fines may not be able to be estimated. 


Reasonably Possible 


A contingent liability may be only possible. For example, a company may have lost a law- 
suit for infringing on another company’s patent rights. However, the verdict is under appeal 
and the company’s lawyers feel that the verdict will be reversed or significantly reduced. 
In this case, the contingent liability is disclosed in the notes to the financial statements. 


Remote 


A contingent liability may be remote. For example, a ski resort may be sued for 
injuries incurred by skiers. In most cases, the courts have found that a skier accepts 
the risk of injury when participating in the activity. Thus, unless the ski resort is 
grossly negligent, the resort will not incur a liability for ski injuries. In such cases, 
no disclosure needs to be made in the notes to the financial statements. 
The accounting treatment of contingent liabilities is summarized in Exhibit 8. 
Common examples of contingent liabilities disclosed in notes to the financial 


statements are litigation, environmental matters, guarantees, and contingencies from 
the sale of receivables. 
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Likelihood Accounting 
of Occurring Measurement Treatment 


sg ta REELED EEN TEE TES ILO I NTS 


ORES ORT er ETE RESET LENO * Dae mete ee seennsenpansenensesinte wi - . 
me sa PRR eee een an mt nee na OE ENO PEPE ENON DTI ITE IS Te 


An example of a contingent liability disclosure from a recent annual report of 
Google Inc. is shown below. 


We have also had copyright claims filed against us alleging that features of certain of 
our products and services, including Google Web Search, Google News, Google Video, 
Google Image Search, Google Book Search and YouTube, infringe their rights. Adverse 
results in these lawsuits may include awards of substantial monetary damages, costly 
royalty or licensing agreements or orders preventing us from offering certain func- 
tionalities, and may also result in a change in our business practices, which could 
result in a loss of revenue for us or otherwise harm our business. . . . 

Although the results of litigation and claims cannot be predicted with certainty, 
we believe that the final outcome of the matters discussed above will not have a 
material adverse effect on our business . . . 


Professional judgment is necessary in distinguishing between classes of contin- 
gent liabilities. This is especially the case when distinguishing between probable and 
reasonably possible contingent liabilities. 


Financial Analysis and Interpretation: 
Quick Ratio 


Current position analysis helps creditors evaluate a company’s ability to pay its Describe and 
current liabilities. This analysis is based on the following three measures: illustrate the 


use of the quick ratio in 
1. Working capital analyzing a company’s 
2. Current ratio ability to pay its current 


3. Quick ratio liabilities. 
Working capital and the current ratio were discussed in Chapter 4, and are computed 


as follows: 
Working Capital = Current Assets — Current Liabilities 


Current Assets 


Current Ratio = ee 
Current Liabilities 
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While these two measures can be used to evaluate a company’s ability to pay its 
current liabilities, they do not provide insight into the company’s ability to pay their 
current liabilities within a short period of time. This is because some current assets, 
such as inventory, cannot be converted into cash as quickly as other current assets, 
such as cash and accounts receivable. 

The quick ratio overcomes this limitation by measuring the “instant” debt-paying 
ability of a company and is computed as follows: 


Quick Assets 
Quick Ratt! =) ere ee 
Current Liabilities 


Quick assets are cash and other current assets that can be easily converted to cash. 
This normally includes cash, temporary investments, and accounts receivable. To 
illustrate, consider the following data for TechSolutions, Inc., at the end of 2011: 


Current assets: 


Cash $2,020 
Temporary investments 3,400 
Accounts receivable 1,600 
Inventory 2,000 
Other current assets 160 
Total current assets $9,180 s 


Current liabilities: 


Accounts payable $3,000 
Other current liabilities 2,400 
Total current liabilities $5,400 
Working capital (current assets — current liabilities) $3,780 
Current ratio (current assets/current liabilities) ie? 


The quick ratio for TechSolutions, Inc., is computed as follows: 


$2,020 + $3,400 + $1,600 
QUICK Rati 0 eS 
$5,400 

The quick ratio of 1.3 indicates that the company has more than enough quick assets to 
pay its current liabilities in a short period of time. A quick ratio below 1.0 would indi- 
cate that the company does not have enough quick assets to cover its current liabilities. 

Like the current ratio, the quick ratio is particularly useful in making comparisons 
across companies. To illustrate, the following selected balance sheet data (excluding 
ratios) were taken from the 2008 financial statements of Panera Bread Company and 
Starbucks Corporation (in thousands): 


Panera Bread Starbucks 
Current assets: 


Cash and cash equivalents $ 74,710 $ 599,800 
Temporary investments 2,400 66,300 
Accounts receivable 35,079 557,600 
Inventory 11,959 664,900 
Other current assets 14,265 147,200 
Total current assets $138,413 $2,035,800 
Current liabilities: 
Accounts payable $114,014 $1,192,100 
Other current liabilities — 388,900 
Total current liabilities $114,014 $1,581,000 
Working capital (current assets — current liabilities) $ 24,399 $ 454,800 
Current ratio (current assets/current liabilities) 12 13) 
Quick ratio (quick assets/current liabilities)* 1.0 0.8 


*The quick ratio for each company is computed as follows: 
Panera Bread: ($74,710 + $2,400 + $35,079)/$114,014 = 1.0 
Starbucks: ($599,800 + $66,300 + $557,600)/$1,581,000 =08 
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Starbucks is larger than Panera Bread and has over 18 times the amount of 
working capital. Such size differences make working capital comparisons between 
companies difficult. In contrast, the current and quick ratios provide better com- 
parisons across companies. In this example, Panera Bread has a slightly lower cur- 
rent ratio than Starbucks. However, Starbucks’ 0.8 quick ratio reveals that it does 
not have enough quick assets to cover its current liabilities, while Panera Bread’s 


quick ratio of 1.0 indicates that the company has just enough quick assets to meet 
its current liabilities. 


Example Exercise 11-8 -_ 


Sayer Company reported the following current assets and current liabilities for the years ended December 31, 
2012 and 2011: 


2012 2011 
Cash $1,250 $1,000 
Temporary investments 1,925 1,650 
Accounts receivable VATS 1,350 
Inventory 1,900 1,700 
Accounts payable 2,750 2,500 


a. Compute the quick ratio for 2012 and 2011. 
b. Interpret the company’s quick ratio across the two time periods. 


Follow My Example 11-8 


a. December 31, 2012: 
Quick Ratio = Quick Assets/Current Liabilities 
Quick Ratio = ($1,250 + $1,925 + $1,775)/$2,750 
Quick Ratio = 1.8 
December 31, 2011: 
Quick Ratio = Quick Assets/Current Liabilities 
Quick Ratio = ($1,000 + $1,650 + $1,350)/$2,500 
Quick Ratio = 1.6 


b. The quick ratio of Sayer Company has improved from 1.6 in 2011 to 1.8 in 2012. This increase is the result of a large 
increase in the three types of quick assets (cash, temporary investments, and accounts receivable) compared to a 


aN ea eT Ye em Nerd ae ar iss iit 2d Al Sere tl ees rst et cial atfac fave ee leravbu’tega a”iyiovarste( aie, nkinonparoimpehacovezsvecln/erer cece esedenerejegeie sate Siar sls: Dini tie See ache ei eaagea 
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 AtaGlance 17 


Hi Describe and illustrate current liabilities related to accounts payable, current portion of long-term debt, 
and notes payable. 


Key Points Current liabilities are obligations that are to be paid out of current assets and are due within a 
short time, usually within one year. The three primary types of current liabilities are accounts payable, notes 
payable, and current portion of long-term debt. 


Learning Outcomes Example Practice 

Exercises Exercises 

* Identify and define the most frequently reported current liabilities on 
the balance sheet. 


* Determine the interest from interest-bearing and discounted notes EE11-1 PE11-1A, 11-1B 
payable. 


EE Determine employer liabilities for payroll, including liabilities arising from employee earnings and 
deductions from earnings. 


Key Points An employer’s liability for payroll is determined from employee total earnings, including over- 
time pay. From this amount, employee deductions are subtracted to arrive at the net pay to be paid to each 
employee. Most employers also incur liabilities for payroll taxes, such as social security tax, Medicare tax, 
federal unemployment compensation tax, and state unemployment compensation tax. 


s 
Learning Outcomes Example Practice 


Exercises Exercises 
* Compute the federal withholding tax from a wage bracket withhold- EE11-2 PE11-2A, 11-2B 
ing table. 


* Compute employee net pay, including deductions for social security EE11-3 PE11-3A, 11-3B 
and Medicare tax. 


Ey Describe payroll accounting systems that use a payroll register, employee earnings records, and 
a general journal. 


Key Points = The payroll register is used in assembling and summarizing the data needed for each payroll 
period. The payroll register is supported by a detailed payroll record for each employee, called an employee's 
earnings record. 


Learning Outcomes Example a Practice 
Exercises Exercises 
* Journalize the employee’s earnings, net pay, and payroll liabilities EE11-4 PE11-4A, 11-4B 


from the payroll register. 
* Journalize the payroll tax expense. EE11-5 PE11-5A, 11-5B 


* Describe elements of a payroll system, including the employee’s earn- 
ings record, payroll checks, and internal controls. 


ENA TNT NRT LE TET Ea TT ET ES TST SEA ST TT SC EN 
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zy Journalize entries for employee fringe benefits, including vacation pay and pensions. 


Key Points Fringe benefits are expenses of the period in which the employees earn the benefits. Fringe 
benefits are recorded by debiting an expense account and crediting a liability account. 


Learning Outcomes Example Practice 
Exercises Exercises 
¢ Journalize vacation pay. EE11-6 PE11-6A, 11-6B 
¢ Distinguish and journalize defined contribution and defined benefit EE11-6 PE11-6A, 11-6B 
pension plans. 


= Describe the accounting treatment for contingent liabilities and journalize entries for product warranties. 


Key Points A contingent liability is a potential obligation that results from a past transaction but depends | 

on a future event. The accounting for contingent liabilities is summarized in Exhibit 8. 

Learning Outcomes Example Practice 
Exercises Exercises 


* Describe the accounting for contingent liabilities. 


* Journalize estimated warranty obligations and services granted under EE11-7 PE11-7A, 11-7B 
warranty. 


S| 


wal Describe and illustrate the use of the quick ratio in analyzing a company’s ability to pay its current liabilities. 


Key Points The quick ratio is a measure of a company’s ability to pay current liabilities within a short pe- 

riod of time. The quick ratio is computed by dividing quick assets by current liabilities. Quick assets include 
cash, temporary investments, accounts receivable, and other current assets that can be easily converted into 

cash. A quick ratio exceeding 1.0 is usually desirable. 


Learning Outcomes Example Practice 
Exercises Exercises 


* Describe the quick ratio. 


* Compute and evaluate the quick ratio. EE11-8 PE11-8A, 11-8B 


Key Terms 

contingent liabilities (507) FICA tax (494) payroll register (498) 
current position analysis (509) fringe benefits (504) pension (505) 
defined benefit plan (505) gross pay (492) quick assets (510) 
defined contribution plan (505) net pay (492) quick ratio (510) 


employee’s earnings record (500) payroll (491) 
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Illustrative Problem 


Selected transactions of Taylor Company, completed during the fiscal year ended Decem- 
ber 31, are as follows: 


Mar. 1. Purchased merchandise on account from Kelvin Co., $20,000. 
Apr. 10. Issued a 60-day, 12% note for $20,000 to Kelvin Co. on account. 
June 9. Paid Kelvin Co. the amount owed on the note of April 10. 


Aug. 1. Issued a $50,000, 90-day note to Harold Co. in exchange for a building. Harold 
Co. discounted the note at 15%. 


Oct. 30. Paid Harold Co. the amount due on the note of August 1. 


Dec. 27. Journalized the entry to record the biweekly payroll. A summary of the payroll 
record follows: 


Salary distribution: 


Sales $63,400 

Officers 36,600 

Office 10,000 $110,000 
Deductions: 

Social security tax S$ 6,600 

Medicare tax 1,650 

Federal income tax withheld 17,600 

State income tax withheld 4,950 

Savings bond deductions 850 

Medical insurance deductions 1,120 32,770 
Net amount S. 77230 


27. Journalized the entry to record payroll taxes for social security and Medicare 
from the biweekly payroll. 


30. Issued a check in payment of liabilities for employees’ federal income tax of 
$17,600, social security tax of $13,200, and Medicare tax of $3,300. 


Dec. 31. Issued a check for $9,500 to the pension fund trustee to fully fund the pen- 
sion cost for December. 


31. Journalized an entry to record the employees’ accrued vacation pay, $36,100. 
31. Journalized an entry to record the estimated accrued product warranty liabil- 
ity, $37,240. 
Instructions 


Journalize the preceding transactions. 
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Solution 


BESS BLE AIS SSN SE OS NS BED US LSD ST ESTES COSTES SDSS NB DS ONSET GDN TESTED EES SAREE DEE A SELL DESERET TESTE STS 


i 
Mar. | 1} Merchandise Inventory 20,000 
Accounts Payable—Kelvin Co. 20,000 | | 
| 
Apr. |10] Accounts Payable—Kelvin Co. 20,000 
Notes Payable 20,000 
: 
June | 9} Notes Payable 20,000 I 
Interest Expense 400 | 
Cash 20,400 
| 
Aug. | 1] Building 48,125 | 
Interest Expense 1,875 | 
Notes Payable 50,000 | 
Oct. |30| Notes Payable 50,000 
Cash 50,000 | | 
Dec. |27| Sales Salaries Expense 63,400 
Officers Salaries Expense 36,600 
Office Salaries Expense 10,000 | 
Social Security Tax Payable 6,600 
Medicare Tax Payable 1,650 | 
Employees Federal Income Tax Payable 17,600 
Employees State Income Tax Payable 4,950 
Bond Deductions Payable 850 | | 
Medical Insurance Payable 1,120 | 
Salaries Payable 77,230 ; 
27| Payroll Tax Expense 8,250 | 
Social Security Tax Payable 6,600 : 
Medicare Tax Payable 1,650 
30] Employees Federal Income Tax Payable 17,600 
Social Security Tax Payable 13,200 
Medicare Tax Payable 3,300 
Cash 34,100 
31| Pension Expense 9,500 
Cash 9,500 
Fund pension cost. 


31| Vacation Pay Expense 36,100 
Vacation Pay Payable 36,100 
Accrue vacation pay. 


31| Product Warranty Expense 37,240 
Product Warranty Payable 37,240 
Accrue warranty expense. 


AeA SEUSS ON REE SII SENSO IIIS IT TS ENC 
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Does a discounted note payable provide credit 
without interest? Discuss. 


Employees are subject to taxes withheld from their 
paychecks. 


a. List the federal taxes withheld from most em- 
ployee paychecks. 

b. Give the title of the accounts credited by 
amounts withheld. 


Why are deductions from employees’ earnings 
classified as liabilities for the employer? 


For each of the following payroll-related taxes, 
indicate whether they generally apply to (a) em- 
ployees only, (b) employers only, or (c) both em- 
ployees and employers: 


1. Federal income tax 

Medicare tax 

Social security tax 

Federal unemployment compensation tax 
State unemployment compensation tax 


dB 


10. 


What are the principal reasons for using a special 
payroll checking account? 


Explain how a payroll system that is properly de- 
signed and operated tends to ensure that wages 
paid are based on hours actually worked. 


To match revenues and expenses properly, should 
the expense for employee vacation pay be re- 
corded in the period during which the vacation 
privilege is earned or during the period in which 
the vacation is taken? Discuss. 


Identify several factors that influence the future 
pension obligation of an employer under a defined 
benefit pension plan. 


When should the liability associated with a prod- 
uct warranty be recorded? Discuss. 


General Motors Corporation reported $7.0 billion of 
product warranties in the Current Liabilities sec- 
tion of a recent balance sheet. How would costs 
of repairing a defective product be recorded? 
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Practice Exercises 


Learning 
Objectives 


OBJ. 1 


OBJ. 1 


OBJ. 2 


OBJ. 2 


OBJ. 2 


OBJ.2 


OBJ.3 


OBJ. 3 


Example 
Exercises 


EE 11-1 p.49/ 


EE 11-1 p.49/ 


EE 11-2 1.493 


EE 11-2 p.493 


EE 11-3 p. 495 


EE 11-3 p. 495 


EE 11-4 p.499 


EE 11-4 1.499 


PE11-1A_ Proceeds from notes payable 


On September 1, Rongo Co. issued a 45-day note with a face amount of $80,000 to 
Simone Co. for merchandise inventory. 


a. Determine the proceeds of the note, assuming the note carries an interest rate of 8%. 


b. Determine the proceeds of the note, assuming the note is discounted at 8%. 


PE 11-1B Proceeds from notes payable 


On February 1, Tectronic Co. issued a 60-day note with a face amount of $120,000 to 
Tokai Warehouse Co. for cash. 


a. Determine the proceeds of the note, assuming the note carries an interest rate of 9%. 


b. Determine the proceeds of the note, assuming the note is discounted at 9%. 


PE 11-2A Federal income tax withholding 


Bob Tappert’s weekly gross earnings for the present week were $1,600. Tappert has 
one exemption. Using the wage bracket withholding table in Exhibit 3 with a $70 stan- 
dard withholding allowance for each exemption, what is Tappert’s federal income tax 
withholding? 


PE 11-2B Federal income tax withholding 

John Wolfe’s weekly gross earnings for the present week were $2,200. Wolfe has two ex- 
emptions. Using the wage bracket withholding table in Exhibit 3 with a $70 standard with- 
holding allowance for each exemption, what is Wolfe’s federal income tax withholding? 


PE11-3A Employee net pay 

Bob Tappert’s weekly gross earnings for the week ending December 18 were $1,600, and 
his federal income tax withholding was $296.16. Assuming the social security rate is 6% 
and Medicare is 1.5% of all earnings, what is Tappert’s net pay? 


PE 11-3B Employee net pay 

John Wolfe’s weekly gross earnings for the week ending September 5 were $2,200, and 
his federal income tax withholding was $444.88. Assuming the social security rate is 6% 
and Medicare is 1.5% of all earnings, what is Wolfe’s net pay? 


PE 11-4A Journalize period payroll 
The payroll register of Gregory Communications Co. indicates $4,080 of social security 
withheld and $1,020 of Medicare tax withheld on total salaries of $68,000 for the period. 
Federal withholding for the period totaled $13,464. 

Provide the journal entry for the period’s payroll. 


PE 11-4B Journalize period payroll 
The payroll register of Russert Construction Co. indicates $18,000 of social security with- 
held and $4,500 of Medicare tax withheld on total salaries of $300,000 for the period. 
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Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


OBJ.5 


OBJ.5 


OBJ.6 
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Example 
Exercises 


EE 11-5 


EE 11-5 


EE 11-6 


EE 11-6 


EE 11-7 


EE 11-7 


EE 11-8 


p. 500 


p. 500 


p. 506 


p. 508 


p.511 


Retirement savings withheld from employee paychecks were $18,000 for the period. 
Federal withholding for the period totaled $59,400. 
Provide the journal entry for the period’s payroll. 


PE 11-5A Journalize payroll tax 
The payroll register of Gregory Communications Co. indicates $4,080 of social security 
withheld and $1,020 of Medicare tax withheld on total salaries of $68,000 for the period. 
Assume earnings subject to state and federal unemployment compensation taxes are 
$12,500, at the federal rate of 0.8% and the state rate of 5.4%. 

Provide the journal entry to record the payroll tax expense for the period. 


PE 11-5B Journalize payroll tax 
The payroll register of Russert Construction Co. indicates $18,000 of social security with- 
held and $4,500 of Medicare tax withheld on total salaries of $300,000 for the period. 
Assume earnings subject to state and federal unemployment compensation taxes are 
$13,000, at the federal rate of 0.8% and the state rate of 5.4%. 

Provide the journal entry to record the payroll tax expense for the period. 


PE 11-6A_ Vacation pay and pension benefits 
Lutes Company provides its employees with vacation benefits and a defined contribution 
pension plan. Employees earned vacation pay of $25,500 for the period. The pension 
plan requires a contribution to the plan administrator equal to 8% of employee salaries. 
Salaries were $340,000 during the period. 

Provide the journal entry for the (a) vacation pay and (b) pension benefit. 


PE 11-6B Vacation pay and pension benefits 


Wang Equipment Company provides its employees vacation benefits and a defined benefit 
pension plan. Employees earned vacation pay of $42,000 for the period. The pension 
formula calculated a pension cost of $273,000. Only $210,000 was contributed to the 
pension plan administrator. 

Provide the journal entry for the (a) vacation pay and (b) pension benefit. 


PE 11-7A_ Estimated warranty liability 


Zinn Co. sold $500,000 of equipment during May under a one-year warranty. The cost 
to repair defects under the warranty is estimated at 5% of the sales price. On October 
10, a customer required a $100 part replacement, plus $65 of labor under the warranty. 

Provide the journal entry for (a) the estimated warranty expense on May 31 and (b) the 
October 10 warranty work. 


PE11-7B Estimated warranty liability 


Caldwell Industries sold $410,000 of consumer electronics during August under a nine- 
month warranty. The cost to repair defects under the warranty is estimated at 4% of the 
sales price. On October 15, a customer was given $110 cash under terms of the warranty. 


Provide the journal entry for (a) the estimated warranty expense on August 31 and 
(b) the October 15 cash payment. 


PE11-8A Quick ratio 


Grangel Company reported the following current assets and liabilities for December 31, 
2012 and 2011: 


Learning Example 
Objectives Exercises 
OBJ.6 EE11-8 p.5// 
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Dec. 31, 2012 Dec. 31, 2011 
Cash $ 620 $ 560 
Temporary investments 1,330 1,250 
Accounts receivable 850 830 
Inventory 1,000 1,000 
Accounts payable 2,800 2,200 


a. Compute the quick ratio for December 31, 2012 and 2011. 


b. Interpret the company’s quick ratio. Is the quick ratio improving or declining? 


PE 11-8B Quick ratio 


Tappert Company reported the following current assets and liabilities for December 31, 
2012 and 2011: 


Dec. 31, 2012 Dec. 31, 2011 


Cash $ 990 $ 860 
Temporary investments 1,910 1,500 
Accounts receivable 1,600 1,280 
Inventory 2,000 1,400 
Accounts payable 3,000 2,800 


a. Compute the quick ratio for December 31, 2012 and 2011. 


b. Interpret the company’s quick ratio. Is the quick ratio improving or declining? 


al 


OBJ.1 


V Total current 
liabilities, $782,500 


OBJ. 1 


OBJ. 1 


EX 11-1 Current liabilities 


New Wave Co. sold 10,000 annual subscriptions of Game Life for $75 during December 
2012. These new subscribers will receive monthly issues, beginning in January 2013. In 
addition, the business had taxable income of $550,000 during the first calendar quarter of 
2013. The federal tax rate is 40%. A quarterly tax payment will be made on April 7, 2013. 

Prepare the Current Liabilities section of the balance sheet for New Wave Co. on 
March 31, 2013. 


a 


EX 11-2. Entries for discounting notes payable 


TKR Enterprises issues a 30-day note for $570,000 to Sweeney Industries for merchandise 
inventory. Sweeney Industries discounts the note at 8%. 


a. Journalize TKR Enterprises’ entries to record: 
1. the issuance of the note. 
2. the payment of the note at maturity. 
b. Journalize Sweeney Industries’ entries to record: 
1. the receipt of the note. 
2. the receipt of the payment of the note at maturity. 


SS 
EX 11-3. Evaluate alternative notes 


A borrower has two alternatives for a loan: (1) issue a $180,000, 45-day, 10% note or 
(2) issue a $180,000, 45-day note that the creditor discounts at 10%. 


a. Calculate the amount of the interest expense for each option. 
b. Determine the proceeds received by the borrower in each situation. 
c. sia Which alternative is more favorable to the borrower? Explain. 
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OBJ. 1 


OBJ. 1 


OBJ.1 


OBJ. 2 


V b. Net pay, 
Pal feasrd fe) 


OBJ. 2 


UY Administrator net 
pay, $1,776.92 


EX 11-4 Entries for notes payable 

A business issued a 45-day, 6% note for $80,000 to a creditor on account. Journalize the 
entries to record (a) the issuance of the note and (b) the payment of the note at maturity, 
including interest. 


EX 11-5 Entries for discounted note payable 


A business issued a 30-day note for $72,000 to a creditor on account. The note was dis- 
counted at 7%. Journalize the entries to record (a) the issuance of the note and (b) the 
payment of the note at maturity. 


EX 11-6 Fixed asset purchases with note 


On June 30, Beahm Management Company purchased land for $250,000 and a building for 
$350,000, paying $300,000 cash and issuing an 8% note for the balance, secured by a mort- 
gage on the property. The terms of the note provide for 20 semiannual payments of $15,000 
on the principal plus the interest accrued from the date of the preceding payment. Journalize 
the entry to record (a) the transaction on June 30, (b) the payment of the first installment on 
December 31, and (c) the payment of the second installment the following June 30. 


EX 11-7 Current portion of long-term debt 

Burger King Holdings, Inc., the operator and franchisor of Burger King restaurants, reported 
the following information about its long-term debt in the notes to a recent financial state- 
ment: 


Long-term debt is comprised of the following: 


June 30 
2009 2008 
Notes payable $823,100,000 $876,200,000 
Less current portion (67,500,000) (7,400,000) 
Long-term debt $755,600,000 $868,800,000 


a. How much of the notes payable was disclosed as a current liability on the June 30, 
2009, balance sheet? 


b. How much did the total current liabilities change between 2008 and 2009 as a result 
of the current portion of long-term debt? 


c. If Burger King did not issue additional notes payable during 2010, what would be the 
total notes payable on June 30, 2010? 


EX 11-8 Calculate payroll 


An employee earns $60 per hour and 1.5 times that rate for all hours in excess of 40 
hours per week. Assume that the employee worked 55 hours during the week, Assume 
further that the social security tax rate was 6.0%, the Medicare tax rate was 1.5%, and 
federal income tax to be withheld was $743. 


a. Determine the gross pay for the week. 


b. Determine the net pay for the week. 


EX 11-9 Calculate payroll 


Donohue Professional Services has three employees—a consultant, a computer pro- 


grammer, and an administrator. The following payroll information is available for each 
employee: 


Consultant Computer Programmer Administrator 
Regular earnings rate $2,800 per week $30 per hour $42 per hour 
Overtime earnings rate Not applicable 1.5 times hourly rate 2 times hourly rate 


Number of withholding allowances 3} 2 1 
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For the current pay period, the computer programmer worked 60 hours and the ad- 
ministrator worked 50 hours. The federal income tax withheld for all three employees, 
who are single, can be determined from the wage bracket withholding table in Exhibit 3 
in the chapter. Assume further that the social security tax rate was 6.0%, the Medicare 
tax rate was 1.5%, and one withholding allowance is $70. 


Determine the gross pay and the net pay for each of the three employees for the 
current pay period. 


OBJ. 2,3 EX 11-10 Summary payroll data 


Va. (3) Total In the following summary of data for a payroll period, some amounts have been inten- 
earnings, $900,000 tionally omitted: 


Earnings: 
1. At regular rate ? 
2. At overtime rate $135,000 
3. Total earnings ? 
Deductions: 
4. Social security tax 54,000 
5. Medicare tax 13,500 
6. Income tax withheld 225,000 
7. Medical insurance 31,500 
8. Union dues ? 
9. Total deductions 335,250 
10. Net amount paid 564,750 
Accounts debited: 
11. Factory Wages 475,000 
12. Sales Salaries ? 
13. Office Salaries 200,000 


a. Calculate the amounts omitted in lines (1), (3), (8), and (12). 
b. Journalize the entry to record the payroll accrual. 


c. Journalize the entry to record the payment of the payroll. 


OBJ.3 EX 11-11 Payroll tax entries 
¥ a. $85,000 According to a summary of the payroll of Brooks Industries Co., $1,100,000 was subject 
to the 6.0% social security tax and the 1.5% Medicare tax. Also, $50,000 was subject to 
state and federal unemployment taxes. 
a. Calculate the employer’s payroll taxes, using the following rates: state unemployment, 
4.2%; federal unemployment, 0.8%. 


b. Journalize the entry to record the accrual of payroll taxes. 


OBJ. 3 EX 11-12 Payroll entries 
The payroll register for Robinson Company for the week ended November 18 indicated 
the following: 


Salaries $1,300,000 
Social security tax withheld 61,100 
Medicare tax withheld 19,500 
Federal income tax withheld 260,000 


In addition, state and federal unemployment taxes were calculated at the rate of 5.2% 
and 0.8%, respectively, on $240,000 of salaries. 


a. Journalize the entry to record the payroll for the week of November 18. 


b. Journalize the entry to record the payroll tax expense incurred for the week of 
November 18. 
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OBJ.3 


OBJ.3 


OBJ. 3 
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EX 11-13 Payroll entries 

Faber Company had gross wages of $110,000 during the week ended June 17. The amount 
of wages subject to social security tax was $110,000, while the amount of wages subject 
to federal and state unemployment taxes was $15,000. Tax rates are as follows: 


Social security 6.0% 
Medicare 1.5% 
State unemployment 5.4% 
Federal unemployment 0.8% 


The total amount withheld from employee wages for federal taxes was $22,000. 
a. Journalize the entry to record the payroll for the week of June 17. 


b. Journalize the entry to record the payroll tax expense incurred for the week of 
unex lye 


EX 11-14 Payroll internal control procedures 


Big Dave’s Pizza is a pizza restaurant specializing in the sale of pizza by the slice. The 
store employs 10 full-time and 15 part-time workers. The store’s weekly payroll averages 
$5,600 for all 25 workers. : 

Big Dave’s Pizza uses a personal computer to assist in preparing paychecks. Each 
week, the store’s accountant collects employee time cards and enters the hours worked 
into the payroll program. The payroll program calculates each employee’s pay and prints 
a paycheck. The accountant uses a check-signing machine to sign the paychecks. Next, 
the restaurant’s owner authorizes the transfer of funds from the restaurant’s regular bank 
account to the payroll account. 

For the week of June 11, the accountant accidentally recorded 200 hours worked 
instead of 40 hours for one of the full-time employees. 


££ Does Big Dave’s Pizza have internal controls in place to catch this error? If so, 
how will this error be detected? 


EX 11-15 Internal control procedures 


Matt’s Bikes is a small manufacturer of specialty bicycles. The company employs 18 pro- 
duction workers and four administrative persons. The following procedures are used to 
process the company’s weekly payroll: 


a. Whenever an employee receives a pay raise, the supervisor must fill out a wage adjust- 
ment form, which is signed by the company president. This form is used to change 
the employee’s wage rate in the payroll system. 


b. All employees are required to record their hours worked by clocking in and out on a 
time clock. Employees must clock out for lunch break. Due to congestion around the 
time clock area at lunch time, management has not objected to having one employee 
clock in and out for an entire department. 


c. Whenever a salaried employee is terminated, Personnel authorizes Payroll to remove 
the employee from the payroll system. However, this procedure is not required when 
an hourly worker is terminated. Hourly employees only receive a paycheck if their time 
cards show hours worked. The computer automatically drops an employee from the 
payroll system when that employee has six consecutive weeks with no hours worked. 

d. Paychecks are signed by using a check-signing machine. This machine is located in 
the main office so that it can be easily accessed by anyone needing a check signed. 

e. Matt’s Bikes maintains a separate checking account for payroll checks. Each week, the 


total net pay for all employees is transferred from the company’s regular bank account 
to the payroll account. 


<__£State whether each of the procedures is appropriate or inappropriate after con- 


sidering the principles of internal control. If a procedure is inappropriate, describe the 
appropriate procedure. 


OBJ.4 


OBJ. 4 


OBJ.4 


OBJ.5 


Chapter 11 Current Liabilities and Payroll 523 


EX 11-16 Accrued vacation pay 


A business provides its employees with varying amounts of vacation per year, depend- 
ing on the length of employment. The estimated amount of the current year’s vacation 
pay is $61,200. 


a. Journalize the adjusting entry required on January 31, the end of the first month of 
the current year, to record the accrued vacation pay. 


b. How is the vacation pay reported on the company’s balance sheet? When is this amount 
removed from the company’s balance sheet? 


EX 11-17 Pension plan entries 


Wren Co. operates a chain of gift shops. The company maintains a defined contribution 
pension plan for its employees. The plan requires quarterly installments to be paid to 
the funding agent, Whims Funds, by the fifteenth of the month following the end of 
each quarter. Assume that the pension cost is $141,500 for the quarter ended March 31. 


a. Journalize the entries to record the accrued pension liability on March 31 and the 
payment to the funding agent on April 15. 


b. How does a defined contribution plan differ from a defined benefit plan? 


EX 11-18 Defined benefit pension plan terms 
In a recent year’s financial statements, Procter & Gamble showed an unfunded pension li- 
ability of $3,706 million and a periodic pension cost of $341 million. 

Explain the meaning of the $3,706 million unfunded pension liability and the $341 
million periodic pension cost. 


EX 11-19 Accrued product warranty 


Parker Products Co. warrants its products for one year. The estimated product warranty 
is 3% of sales. Assume that sales were $442,000 for September. In October, a customer 
received warranty repairs requiring $110 of parts and $86 of labor. 


a. Journalize the adjusting entry required at September 30, the end of the first month of 
the current fiscal year, to record the accrued product warranty. 


b. Journalize the entry to record the warranty work provided in October. 


EX 11-20 Accrued product warranty 
General Motors Corporation disclosed estimated product warranty payable for comparative 
years as follows: 


(in millions) 
12/31/08 12/31/07 
Current estimated product warranty payable $3,792 $4,655 
Noncurrent estimated product warranty payable 4,699 4,960 
Total $8,491 $9,615 


GM’s sales were $177,594 million in 2007 and decreased to $147,732 million in 2008. 

Assume that the total paid on warranty claims during 2008 was $5,000 million. 

a, <i N7hy are short- and long-term estimated warranty liabilities separately 
disclosed? 

b. Provide the journal entry for the 2008 product warranty expense. 

c. What two conditions must be met in order for a product warranty liability to be re- 
ported in the financial statements? 
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OBJ.5 EX 11-21 Contingent liabilities 
Several months ago, Reiltz Industries, Inc. experienced a hazardous materials spill at one 
of its plants. As a result, the Environmental Protection Agency (EPA) fined the company 
$570,000. The company is contesting the fine. In addition, an employee is seeking $560,000 
in damages related to the spill. Lastly, a homeowner has sued the company for $364,000. 
The homeowner lives 35 miles from the plant, but believes that the incident has reduced 
the home’s resale value by $364,000. 

Reiltz’s legal counsel believes that it is probable that the EPA fine will stand. In ad- 
dition, counsel indicates that an out-of-court settlement of $238,000 has recently been 
reached with the employee. The final papers will be signed next week. Counsel believes 
that the homeowner’s case is much weaker and will be decided in favor of Reiltz. Other 
litigation related to the spill is possible, but the damage amounts are uncertain. 


a. Journalize the contingent liabilities associated with the hazardous materials spill. Use 
the account “Damage Awards and Fines” to recognize the expense for the period. 


b. =i Prepare a note disclosure relating to this incident. 


OBJ.6 EX 11-22 Quick ratio 
V a. 2012: 1.0 CCB Co. had the following current assets and liabilities for two comparative years: 


FAT) Dec. 31, 2012 Dec. 31, 2011 


Current assets: 


Cash §$ 506,000 $ 524,000 
Accounts receivable 354,000 364,000 
Inventory 240,000 200,000 

Total current assets $1,100,000 $1,088,000 

Current liabilities: 

Current portion of long-term debt $ 160,000 $ 120,000 
Accounts payable 265,000 220,000 
Accrued and other current liabilities 435,000 400,000 

Total current liabilities $ 860,000 S$ 740,000 


a. Determine the quick ratio for December 31, 2012 and 2011. 
b. «iii Tterpret the change in the quick ratio between the two balance sheet dates. 


OBJ.6 EX 11-23 Quick ratio 
V a. Apple, 2.4 The current assets and current liabilities for Apple Inc. and Dell Inc. are shown as follows 


a at the end of a recent fiscal period: 
~ aD 


i Apple Inc. Dell Inc. 
Si ae (in millions) (in millions) 
Sept. 26, 2009 Jan. 29, 2010 
Current assets: 
Cash and cash equivalents $5263 $10,635 
Short-term investments 18,201 373 
Accounts receivable 4,496 8,543 
Inventories 455 1,051 
Other current assets* 3,140 3,643 
Total current assets $31,555 $24,245 
Current liabilities: 
Accounts payable $ 9,453 S15;257 
Accrued and other current liabilities 2,053 3,703 
Total current liabilities $11,506 $18,960 


*These represent prepaid expense and other nonquick current assets. 


a. Determine the quick ratio for both companies. 


b. Interpret the quick ratio difference between the two companies. 
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Problems Series A 
a aa i oe em PEE PO ee eT 


OBJ. 1,5 


OBJ. 2,3 


Y 1. (b) Dr. Payroll 
Tax Expense, $42,465 


PR11-1A Liability transactions 


The following items were selected from among the transactions completed by Isis Co. 
during the current year: 


rep 15. 
Mar. 17. 
May 1. 
June 15. 
July 21. 


Aug. 14. 


Sept. 13. 


Decrair 


12. 


ai. 


Purchased merchandise on account from Viper Co., $260,000, terms n/30. 
Issued a 45-day, 5% note for $260,000 to Viper Co., on account. 

Paid Viper Co. the amount owed on the note of March 17. 

Borrowed $300,000 from Ima Bank, issuing a 60-day, 9% note. 


Purchased tools by issuing a $240,000, 60-day note to Charger Co., which 
discounted the note at the rate of 7%. 


Paid Ima Bank the interest due on the note of June 15 and renewed the loan 
by issuing a new 30-day, 10% note for $300,000. (Journalize both the debit 
and credit to the notes payable account.) 

Paid Ima Bank the amount due on the note of August 14. 

Paid Charger Co. the amount due on the note of July 21. 

Purchased office equipment from Challenger Co. for $235,000, paying $35,000 


and issuing a series of ten 7.5% notes for $20,000 each, coming due at 30-day 
intervals. 


Settled a product liability lawsuit with a customer for $121,600, payable in 
January. Isis accrued the loss in a litigation claims payable account. 


Paid the amount due Challenger Co. on the first note in the series issued on 
December 1. 


Instructions 
1. Journalize the transactions. 


2. Journalize the adjusting entry for each of the following accrued expenses at the end of 
the current year: (a) product warranty cost, $26,240; (b) interest on the nine remaining 
notes owed to Challenger Co. 


PR11-2A_ Entries for payroll and payroll taxes 
The following information about the payroll for the week ended December 30 was ob- 
tained from the records of Arnsparger Equipment Co.: 


Salaries: Deductions: 
Sales salaries $270,000 Income tax withheld S$ 95,920 
Warehouse salaries 142,000 Social security tax withheld 32,700 
Office salaries 133,000 Medicare tax withheld 8,175 
$545,000 U.S. savings bonds 11,990 
Group insurance 9,810 


$158,595 


Tax rates assumed: 


Social security, 6% 

Medicare, 1.5% 

State unemployment (employer only), 4.5% 
Federal unemployment (employer only), 0.8% 


Instructions 
1. Assuming that the payroll for the last week of the year is to be paid on December 
31, journalize the following entries: 


a. December 30, to record the payroll. 


b. December 30, to record the employer’s payroll taxes on the payroll to be paid on 
December 31. Of the total payroll for the last week of the year, $30,000 is subject 


to unemployment compensation taxes. 


(continued) 
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OBJ. 2,3 
V 2. (e) $32,274 


— 
‘4 


% 


OBJ. 2,3 


V 3. Dr. Payroll Tax 
Expense, $1,002.93 


2. Assuming that the payroll for the last week of the year is to be paid on January 5 of 
the following fiscal year, journalize the following entries: 
a. December 30, to record the payroll. 


b. January 5, to record the employer’s payroll taxes on the payroll to be paid on 
January 5. Since it is a new fiscal year, all $545,000 in salaries is subject to unem- 
ployment compensation taxes. 


PR11-3A Wage and tax statement data on employer FICA tax 


Courtside Concepts Co. began business on January 2, 2011. Salaries were paid to em- 
ployees on the last day of each month, and social security tax, Medicare tax, and fed- 
eral income tax were withheld in the required amounts. An employee who is hired in 
the middle of the month receives half the monthly salary for that month. All required 
payroll tax reports were filed, and the correct amount of payroll taxes was remitted by 
the company for the calendar year. Early in 2012, before the Wage and Tax Statements 
(Form W-2) could be prepared for distribution to employees and for filing with the Social 
Security Administration, the employees’ earnings records were inadvertently destroyed. 

None of the employees resigned or were discharged during the year, and there were 
no changes in salary rates. The social security tax was withheld at the rate of 6.0% and 
Medicare tax at the rate of 1.5% on salary. Data on dates of employment, salary _rates, 
and employees’ income taxes withheld, which are summarized as follows, were obtained 
from personnel records and payroll records: 


Monthly 
Date First Monthly Income Tax 

Employee Employed Salary Withheld 
Garnett Jan. 2 S$ 4,400 S$ 706 
Kidd Oct. 1 7,200 1,442 
J. O'Neal Apr. 16 3,600 506 
Bryant Nov. 1 3,000 356 
S. O'Neal Jan. 16 12,800 3,012 
Marbury Dec. 1 5,000 856 
Duncan Feb. 1 11,200 2,564 


Instructions 


1. Calculate the amounts to be reported on each employee’s Wage and Tax Statement 
(Form W-2) for 2011, arranging the data in the following form: 


Gross Federal Income Social Security Medicare 
Employee Earnings Tax Withheld Tax Withheld Tax Withheld 


2. Calculate the following employer payroll taxes for the year: (a) social security; 
(b) Medicare; (c) state unemployment compensation at 4.6% on the first $10,000 of 
each employee’s earnings; (d) federal unemployment compensation at 0.8% on the 
first $10,000 of each employee’s earnings; (e) total. 


PR11-4A_ Payroll register 


If the working papers correlating with this textbook are not used, omit Problem 11-4A. 


The payroll register for Knapp Co. for the week ended September 14, 2012, is presented 
in the working papers. 


Instructions 
1. Journalize the entry to record the payroll for the week. 


2. Journalize the entry to record the issuance of the checks to employees. 


3. Journalize the entry to record the employer’s payroll taxes for the week. Assume the 


following tax rates: state unemployment, 3.6%; federal unemployment, 0.8%. Of the 
earnings, $2,000 is subject to unemployment taxes. 


4. Journalize the entry to record a check issued on September 17 to Fourth National Bank 


in payment of employees’ income taxes, $2,062.17, social security taxes, $1,463.88, 
and Medicare taxes, $365.98. 
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OBJ. 2,3 PR11-5A_ Payroll register 


¥ 1.Totalnetamount The following data for Throwback Industries, Inc. relate to the payroll for the week 
payable, $11,180.93 ended December 7, 2012: 


Hours Hourly Weekly Federal U.S. Savings 
Employee Worked Rate Salary Income Tax Bonds 
Blanda 48 $44.00 $526.24 $ 45 
Dawson 42 38.00 Sasi 50 
Fouts 44 46.00 402.04 55 
Griese 36 32.00 241.92 65 
Namath 45 40.00 399.00 0 
Marino $2,200 528.00 44 
Staubach 35 29.00 152.25 110 
Starr 2,450 539.00 102 
Unitas 41 38.00 315.40 0 


Employees Marino and Starr are office staff, and all of the other employees are sales 
personnel. All sales personnel are paid 1% times the regular rate for all hours in excess 
of 40 hours per week. The social security tax rate is 6.0%, and Medicare tax is 1.5% of 
each employee’s annual earnings. The next payroll check to be used is No. 625. 


Instructions 


1. Prepare a payroll register for Throwback Industries, Inc. for the week ended Decem- 
ber 7, 2012. Use the following columns for the payroll register: Name, Total Hours, 
Regular Earnings, Overtime Earnings, Total Earnings, Social Security Tax, Medicare 
Tax, Federal Income Tax, U.S. Savings Bonds, Total Deductions, Net Pay, Ck. No., 
Sales Salaries Expense, and Office Salaries Expense. 


2. Journalize the entry to record the payroll sales for the week. 


OBJ. 2,3,4 PR 11-6A Payroll accounts and year-end entries 


The following accounts, with the balances indicated, appear in the ledger of Quinn Co. 
on December 1 of the current year: 


311 Salaries Payable — 318 Bond Deductions Payable $ 4,200 
312 Social Security Tax Payable $10,830 319 Medical Insurance Payable 33,000 
313 Medicare Tax Payable 2,850 511 Operations Salaries Expense 1,150,000 
314 Employees Federal Income Tax Payable = 17,575 611 Officers Salaries Expense 750,000 
315 Employees State Income Tax Payable 17,100 612 Office Salaries Expense 190,000 
316 State Unemployment Tax Payable 1,800 619 Payroll Tax Expense 163,680 
317 Federal Unemployment Tax Payable 600 


The following transactions relating to payroll, payroll deductions, and payroll taxes 
occurred during December: 


Dec. 2. Issued Check No. 210 for $4,200 to Ace Bank to purchase U.S. savings bonds 
for employees. 

5. Issued Check No. 211 to Ace Bank for $31,255 in payment of $10,830 of 
social security tax, $2,850 of Medicare tax, and $17,575 of employees’ federal 
income tax due. 

16. Journalized the entry to record the biweekly payroll. A summary of the 
payroll record follows: 


Salary distribution: 


Operations $52,200 
Officers 34,100 
Office 8,650 $94,950 
Deductions: 
Social security tax $ 5,697 
Medicare tax 1,424 
Federal income tax withheld 17,566 
State income tax withheld 4,273 
Savings bond deductions 2,100 
Medical insurance deductions 5,500 36,560 


Net amount $58,390 
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Dec. 16. 
16. 


Issued Check No. 220 in payment of the net amount of the biweekly payroll. 


Journalized the entry to record payroll taxes on employees’ earnings of 


December 16: social security tax, $5,697; Medicare tax, $1,424; state unemploy- 
ment tax, $450; federal unemployment tax, $150. 

Issued Check No. 224 to Ace Bank for $31,048, in payment of $11,394 of social 
security tax, $2,848 of Medicare tax, and $17,566 of employees’ federal income 
tax due. 

Issued Check No. 229 to Blackwood Insurance Company for $33,000, in pay- 
ment of the semiannual premium on the group medical insurance policy. 


. Journalized the entry to record the biweekly payroll. A summary of the payroll 


record follows: 


Salary distribution: 


Operations $51,400 

Officers 34,100 

Office 8,400 $93,900 
Deductions: 

Social security tax S$ 5,634 

Medicare tax 1,409 

Federal income tax withheld 17,184 

State income tax withheld 4,226 

Savings bond deductions 2,100 30,553 
Net amount $63,347 


. Issued Check No. 341 in payment of the net amount of the biweekly payroll. 


. Journalized the entry to record payroll taxes on employees’ earnings of 


December 30: social security tax, $5,634; Medicare tax, $1,409; state unem- 
ployment tax, $225; federal unemployment tax, $75. 


. Issued Check No. 243 for $25,599 to State Department of Revenue in payment 


of employees’ state income tax due on December 31. 


. Issued Check No. 245 to Ace Bank for $4,200 to purchase U.S. savings bonds 


for employees. 


. Paid $50,000 to the employee pension plan. The annual pension cost is $65,000. 


(Record both the payment and unfunded pension liability.) 


Instructions 
1. Journalize the transactions. 


2. Journalize the following adjusting entries on December 31: 


a. Salaries accrued: operations salaries, $5,140; officers salaries, $3,410; office salaries, 
$840. The payroll taxes are immaterial and are not accrued. 


b. Vacation pay, $17,500. 


Problems Series B 
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OBJ.1,5 


PR11-1B Liability transactions 


The following items were selected from among the transactions completed by Javelin, 
Inc. during the current year: 


Mar. 1. 


15). 


ou: 


May 30. 


Borrowed $80,000 from Nova Company, issuing a 30-day, 9% note for that 
amount. 


Purchased equipment by issuing a $180,000, 180-day note to Shelby Manufac- 
turing Co., which discounted the note at the rate of 7.5%. 


Paid Nova Company the interest due on the note of March 1 and renewed 


the loan by issuing a new 60-day, 9% note for $80,000. (Record both the debit 
and credit to the notes payable account.) 


Paid Nova Company the amount due on the note of March 31. 


OBJ. 2,3 


V 1. (b) Dr. Payroll 
Tax Expense, $67,248 


OBJ. 2,3 
V 2. (e) $23,977.00 
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July 6. Purchased merchandise on account from Pacer Co., $56,000, terms, n/30. 

Aug. 5. Issued a 45-day, 8% note for $56,000 to Pacer Co., on account. 

Sept. 11. Paid Shelby Manufacturing Co. the amount due on the note of March 15. 
19. Paid Pacer Co. the amount owed on the note of August 5. 


Nov. 16. Purchased store equipment from Gremlin Co. for $190,000, paying $40,000 


and issuing a series of fifteen 6% notes for $10,000 each, coming due at 30- 
day intervals. 


Dec. 16. Paid the amount due Gremlin Co. on the first note in the series issued on 
November 16. 


21. Settled a personal injury lawsuit with a customer for $55,250, to be paid in 
January. Javelin, Inc. accrued the loss in a litigation claims payable account. 


Instructions 
1. Journalize the transactions. 


2. Journalize the adjusting entry for each of the following accrued expenses at the end 
of the current year: 


a. Product warranty cost, $13,520. 


b. Interest on the 14 remaining notes owed to Gremlin Co. 


PR11-2B_ Entries for payroll and payroll taxes 


The following information about the payroll for the week ended December 30 was ob- 
tained from the records of Dart Co:: 


Salaries: Deductions: 
Sales salaries $546,000 Income tax withheld $172,480 
Warehouse salaries 116,000 Social security tax withheld 52,800 
Office salaries 218,000 Medicare tax withheld 13,200 
$880,000 U.S. savings bonds 26,400 
Group insurance 39,600 


$304,480 


Tax rates assumed: 
Social security, 6% 
Medicare, 1.5% 
State unemployment (employer only), 4.0% 
Federal unemployment (employer only), 0.8% 


Instructions 
1. Assuming that the payroll for the last week of the year is to be paid on December 

31, journalize the following entries: 

a. December 30, to record the payroll. 

b. December 30, to record the employer’s payroll taxes on the payroll to be paid on 
December 31. Of the total payroll for the last week of the year, $26,000 is subject 
to unemployment compensation taxes. 

2. Assuming that the payroll for the last week of the year is to be paid on January 4 of 
the following fiscal year, journalize the following entries: 


a. December 30, to record the payroll. 


b. January 4, to record the employer’s payroll taxes on the payroll to be paid on 
January 4. Since it is a new fiscal year, all $880,000 in salaries is subject to unem- 
ployment compensation taxes. 


PR11-3B Wage and tax statement data and employer FICA tax 


Diamond Industries, Inc., began business on January 2, 2011. Salaries were paid to 
employees on the last day of each month, and social security tax, Medicare tax, and 
federal income tax were withheld in the required amounts. An employee who is hired 
in the middle of the month receives half the monthly salary for that month. All required 
payroll tax reports were filed, and the correct amount of payroll taxes was remitted by 
the company for the calendar year. Early in 2012, before the Wage and Tax Statements 


530 Chapter 11 Current Liabilities and Payroll 


OBJ. 2,3 


V 3. Dr. Payroll Tax 
Expense, $1,188.61 


OBJ. 2,3 


V 1. Total net 
amount payable, 
$9,583.80 


(Form W-2) could be prepared for distribution to employees and for filing with the Social 
Security Administration, the employees’ earnings records were inadvertently destroyed. 

None of the employees resigned or were discharged during the year, and there were 
no changes in salary rates. The social security tax was withheld at the rate of 6.0% and 
Medicare tax at the rate of 1.5% on salary. Data on dates of employment, salary rates, 
and employees’ income taxes withheld, which are summarized as follows, were obtained 
from personnel records and payroll records: 


Monthly 
Date First Monthly Income Tax 

Employee Employed Salary Withheld 
Beltran Jan. 1 S$ 4,300 S 681 
Jeter Apr. 16 11,000 2,508 
Lee Aug. 1 7,800 Woe 
Rodriguez Nov. 16 3,000 356 
Santana Mar. 1 6,120 1,145 
Ramirez May 16 3,840 566 
Ordonez Dec. 1 4,000 606 


Instructions 
1. Calculate the amounts to be reported on each employee’s Wage and Tax Statement 
(Form W-2) for 2011, arranging the data in the following form: : 


Gross Federal Income Social Security Medicare 
Employee Earnings Tax Withheld Tax Withheld Tax Withheld 


2. Calculate the following employer payroll taxes for the year: (a) social security; 
(b) Medicare; (c) state unemployment compensation at 4.4% on the first $9,000 of 
each employee’s earnings; (d) federal unemployment compensation at 0.8% on the 
first $9,000 of each employee’s earnings; (e) total. 


PR11-4B Payroll register 
If the working papers correlating with this textbook are not used, omit Problem 11-4B. 


The payroll register for Ritchie Manufacturing Co. for the week ended September 14, 
2012, is presented in the working papers. 


Instructions 
1. Journalize the entry to record the payroll for the week. 


2. Journalize the entry to record the issuance of the checks to employees. 


3. Journalize the entry to record the employer’s payroll taxes for the week. Assume the 
following tax rates: state unemployment, 3.4%; federal unemployment, 0.8%. Of the 
earnings, $2,200 is subject to unemployment taxes. 


4. Journalize the entry to record a check issued on September 17 to Second National Bank 
in payment of employees’ income taxes, $2,464.97, social security taxes, $1,753.92, 
and Medicare taxes, $438.50. 


PR 17-5B_ Payroll register 


The following data for Gridiron Industries, Inc., relate to the payroll for the week ended 
December 7, 2012: 


Hours Hourly Weekly Federal U.S. Savings 
Employee Worked Rate Salary Income Tax Bonds 
Aikman 50 $26.00 $328.90 $45 
Csonka $3,400 731.00 0) 
Dickerson 35 28.00 186.20 38 
Elway 44 34.00 328.44 30 
Harris 38 22.00 175.56 45 
Motley 2,000 480.00 68 
Nagurski 45 26.00 185.25 0 
Sanders 45 27.00 282.15 45 


Swann 42 25.00 215.00 0 


OBJ. 2,3,4 


GENERAL 
** LEDGER.* 
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Employees Csonka and Motley are office staff, and all of the other employees are sales 
personnel. All sales personnel are paid 1% times the regular rate for all hours in excess 
of 40 hours per week. The social security tax rate is 6.0% of each employee’s annual 


earnings, and Medicare tax is 1.5% of each employee’s annual earnings. The next payroll 
check to be used is No. 328. 


Instructions 


1. Prepare a payroll register for Gridiron Industries, Inc., for the week ended December 7, 
2012. Use the following columns for the payroll register: Name, Total Hours, Regular 
Earnings, Overtime Earnings, Total Earnings, Social Security Tax, Medicare Tax, Federal 
Income Tax, U.S. Savings Bonds, Total Deductions, Net Pay, Ck. No., Sales Salaries 
Expense, and Office Salaries Expense. 


2. Journalize the entry to record the payroll sales for the week. 


PR 11-6B Payroll accounts and year-end entries 


The following accounts, with the balances indicated, appear in the ledger of Codigo Co. 
on December 1 of the current year: 


111 Salaries Payable — 118 Bond Deductions Payable Sa2j520 
112 Social Security Tax Payable $ 6,847 119 Medical Insurance Payable 2,800 
113 Medicare Tax Payable 1,763 411 Sales Salaries Expense 778,000 
114 Employees Federal Income Tax Payable 10,873 511 Officers Salaries Expense 375,000 
115 Employees State Income Tax Payable 9,874 611 Office Salaries Expense 140,000 
116 State Unemployment Tax Payable 1,400 618 Payroll Tax Expense 104,610 
117 Federal Unemployment Tax Payable 400 


The following transactions relating to payroll, payroll deductions, and payroll taxes 
occurred during December: 


Dec. 1. Issued Check No. 615 to Canal Insurance Company for $2,800, in payment of 
the semiannual premium on the group medical insurance policy. 


1. Issued Check No. 616 to Green Bank for $19,483, in payment for $6,847 of 
social security tax, $1,763 of Medicare tax, and $10,873 of employees’ federal 
income tax due. 


2. Issued Check No. 617 for $2,520 to Green Bank to purchase U.S. savings 
bonds for employees. 


12. Journalized the entry to record the biweekly payroll. A summary of the pay- 
roll record follows: 


Salary distribution: 


Sales $35,300 

Officers 17,000 

Office 6,300 $58,600 
Deductions: 

Social security tax $ 3,516 

Medicare tax 879 

Federal income tax withheld 10,431 

State income tax withheld 2,637 

Savings bond deductions 1,260 

Medical insurance deductions 467 19,190 
Net amount $39,410 


12. Issued Check No. 622 in payment of the net amount of the biweekly payroll. 

12. Journalized the entry to record payroll taxes on employees’ earnings of 
December 12: social security tax, $3,516; Medicare tax, $879; state unemploy- 
ment tax, $350; federal unemployment tax, $100. 

15. Issued Check No. 630 to Green Bank for $18,635, in payment for $7,032 of 
social security tax, $1,758 of Medicare tax, and $10,431 of employees’ federal 
income tax due. 
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Dec. 26. Journalized the entry to record the biweekly payroll. A summary of the pay- 
roll record follows: 


Salary distribution: 


Sales $35,400 

Officers 17,250 

Office 6,400 $59,050 
Deductions: 

Social security tax $ 3,543 

Medicare tax 886 

Federal income tax withheld 10,511 

State income tax withheld 2,657 

Savings bond deductions 1,260 18,857 
Net amount $40,193 


26. Issued Check No. 640 for the net amount of the biweekly payroll. 


26. Journalized the entry to record payroll taxes on employees’ earnings of 
December 26: social security tax, $3,543; Medicare tax, $886; state unemploy- 
ment tax, $170; federal unemployment tax, $45. 


30. Issued Check No. 651 for $15,168 to State Department of Revenue, in pay- 
ment of employees’ state income tax due on December 31. : 


30. Issued Check No. 652 to Green Bank for $2,520 to purchase U.S. savings 
bonds for employees. 


31. Paid $61,600 to the employee pension plan. The annual pension cost is 
$72,800. (Record both the payment and the unfunded pension liability.) 
Instructions 
1. Journalize the transactions. 
2. Journalize the following adjusting entries on December 31: 


a. Salaries accrued: sales salaries, $10,620; officers salaries, $5,175; office salaries, 
$1,920. The payroll taxes are immaterial and are not accrued. 


b. Vacation pay, $14,840. 


Comprehensive Problem 3 


V 5. Total assets, Selected transactions completed by Gampfer Company during its first fiscal year ending 
$2,563,840 December 31 were as follows: 


Jan. 2. Issued a check to establish a petty cash fund of $3,200. 


GENERAL 
** LEDGERS* 


Mar. 14. Replenished the petty cash fund, based on the following summary of petty 
cash receipts: office supplies, $1,200; miscellaneous selling expense, $410; 
miscellaneous administrative expense, $620. 


Apr. 21. Purchased $22,400 of merchandise on account, terms 1/10, n/30. The perpet- 
ual inventory system is used to account for inventory. 


May 20. Paid the invoice of April 21 after the discount period had passed. 


23. Received cash from daily cash sales for $15,120. The amount indicated by the 
cash register was $15,152. 


June 15. Received a 60-day, 10% note for $127,500 on the Cady account. 
Aug. 14. Received amount owed on June 15 note, plus interest at the maturity date. 


18. Received $5,440 on the Yoder account and wrote off the remainder owed 
on a $6,400 accounts receivable balance. (The allowance method is used in 
accounting for uncollectible receivables.) 


Sept. 9. Reinstated the Yoder account written off on August 18 and received $960 cash 
in full payment. 


15. Purchased land by issuing a $480,000, 90-day note to Ace Development Co., 
which discounted it at 8%. 
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Oct. 17. Sold office equipment in exchange for $96,000 cash plus receipt of a $64,000, 


90-day, 6% note. The equipment had a cost of $224,000 and accumulated 
depreciation of $44,800 as of October 17. 


Nov. 30. Journalized the monthly payroll for November, based on the following data: 


Salaries Deductions 
Sales salaries $ 96,640 Income tax withheld $28,090 
Office salaries 55,200 Social security tax withheld 9,110 
$151,840 Medicare tax withheld 2,278 


Unemployment tax rates: 


State unemployment 4.0% 

Federal unemployment 0.8% 
Amount subject to unemployment taxes: 

State unemployment $5,000 

Federal unemployment 5,000 


30. Journalized the employer’s payroll taxes on the payroll. 


Dec. 14. Journalized the payment of the September 15 note at maturity. 


31. The pension cost for the year was $136,000, of which $99,840 was paid to the 


pension plan trustee. 


Instructions 
1. Journalize the selected transactions. 


2. Based on the following data, prepare a bank reconciliation for December of the 
current year: 


mo 216 oS 


Balance according to the bank statement at December 31, $202,240. 


. Balance according to the ledger at December 31, $175,440. 


Checks outstanding at December 31, $48,960. 


. Deposit in transit, not recorded by bank, $21,120. 


Bank debit memo for service charges, $540. 


A check for $11,520 in payment of an invoice was incorrectly recorded in the 
accounts as $11,020. 


3. Based on the bank reconciliation prepared in (2), journalize the entry or entries to be 
made by Gampfer Company. 

4. Based on the following selected data, journalize the adjusting entries as of December 
31 of the current year: 


Estimated uncollectible accounts at December 31, $11,520, based on an aging of 


a. 
accounts receivable. The balance of Allowance for Doubtful Accounts at December 
31 was $1,200 (debit). 

b. The physical inventory on December 31 indicated an inventory shrinkage of $2,360. 

c. Prepaid insurance expired during the year, $16,300. 

d. Office supplies used during the year, $2,800. 

e. Depreciation is computed as follows: 

Depreciation 
Residual Acquisition Useful Life Method 

Asset Cost Value Date in Years Used 

Buildings $650,000 $ 0 January 2 50 Double-declining-balance 

Office Equip. 176,000 16,000 January 3 5 Straight-line 

Store Equip. 80,000 8,000 July 1 10 Straight-line 

f. A patent costing $36,000 when acquired on January 2 has a remaining legal life of 
eight years and is expected to have value for six years. 

g. The cost of mineral rights was $390,000. Of the estimated deposit of 650,000 tons 


of ore, 38,400 tons were mined and sold during the year. 
(Continued) 


534 Chapter 11 Current Liabilities and Payroll 


h. Vacation pay expense for December, $7,500. 


i. A product warranty was granted beginning December 1 and covering a one-year 
period. The estimated cost is 3% of sales, which totaled $1,350,000 in December. 


j. Interest was accrued on the note receivable received on October 17. 


5. Based on the following information and the post-closing trial balance shown below, 
prepare a balance sheet in report form at December 31 of the current year. 


The merchandise inventory is stated at cost by the LIFO method. 
The product warranty payable is a current liability. 


Vacation pay payable: 
Current liability $5,100 
Long-term liability 2,400 


The unfunded pension liability is a long-term liability. 


Notes payable: 


Current liability $ 50,000 
Long-term liability 450,000 
Gampfer Company : 
Post-Closing Trial Balance 
December 31, 2012 
Debit Credit 
Balances Balances 
Petty: Cashis sha ects. qeadeetn wastes oder oe, Sane okie 3,200 
GOSH ie ctu seuss svciers otorars ix Cina ol th oceniucaiele anvane retahons: Si thoyeekol cco seM ames se 174,400 
NOtesIREGRIVa DIE cy. cic iehtocpegs ciated suey bo leer ease hrc conga 64,000 
IAGCOUINES I REGEIV ADI AR Re oe otters co. cue) chevelle ape teretoeyciere msteiaietsietel 336,000 
Allowance tor Doub tiulVACCountst ams tein oct el-tite circle iter: 11,520 
Merchandise InVentoryiinc...: -sceune = eeirimeter aeons emcits 230,000 
InterestiReceiVablaweciaee lieve RO ati ns Sette ace eras ae 800 
Prepaid NSUrAN GORE. cova g outs ciqndoneyds oer Sere 32,600 
Office: Sup plicsmsa-raccc. econ anctacle ae Solace eer Krere rete 9,600 
Elite nee eee a OSes a Cpe Srnots omocd combos 470,400 
AUT Col pYs ites Seater CER ARA i REN tens SNe AMER NIRA 0,24 Meicemiere 650,000 
Accumulated Depreciation—Buildings................0eeeeee 26,000 
OffiCcQEGui DIMeNt ites cx eurr meas Sota s se et erosteret eaten eee ertees 176,000 
Accumulated Depreciation—Office Equipment............... 32,000 
Store Equip mMentiatsincce gras es cisls wale cis scree ieteterarae mem ets 80,000 
Accumulated Depreciation—Store Equipment................ 3,600 
Mineral 'Rightsiecesete. i. Saree atk eR tre aes 390,000 
Accumulated Depletion. cca «crsrae fuser iterate ee 23,040 
PatentS ance crkte dt ®.vadiotras need htclivs Matera sie 30,000 
SocialiSectinitwilax: Payable vncs:seriemea. acess cone iats 13;513 
Medicarediaxbavable.: asa... ttrs:civia cite «eset meee 3,378 
Employees Federal Income Tax Payable ...............0..0005 28,090 
State Unemployment Tax Payable ................e.eeeeeeeee 40 
Federal Unemployment Tax Payable .............cccc cee e eee 200 
SalatiesiRavable:...cauje 1 seis Aetna ie ee 112,612 
ACCOUMISIPAV ADI Ci arcdaruci ace to Nonagtclashyfes-iaosicraid CARS aerate ten 224,000 
InterestiPayabl aiivsntics ccnys « arcrcvays ayaine a a carrer ReReer io on te 20,207 
ridexoliket MELA PEWELI SaoMecocceddsamoe sc cs sudeonae sone 40,500 
Vacation:Pay'Payallevqranta.s «chads tes <7. att deere er teers 7,500 
UntunaediPensionlabilityaen asec ne even tetera ree aetna 36,160 
Notes: Payables a: sts. sc mentee ts, cape Meare ate ieee ee ere 500,000 
J, Gampter: Capital, s:.< sane oe eee eae Pee 1,564,640 


2,647,000 2,647,000 
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Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


excel 


SUCCESS 


SA11-1 Computing employee net pay 

JK Flowers Corporation has a single employee, S. Singh. Singh worked for 47 hours 
during the week, of which seven hours were overtime. Singh is paid $19.40 per hour. 
Overtime hours are paid at a rate of 150% of straight time. Additional information for 
Singh is as follows: 


Federal income tax (weekly withholding) $201.30 
Retirement savings (weekly) 75.00 
Earnings prior to payroll period 27,950 


The social security tax rate is assumed to be 6% on all employee earnings. The Medi- 
care rate is assumed to be 1.5% on all employee earnings. 


a. Open the Excel file SA11-1_2e. 


b. Prepare a spreadsheet to compute the weekly gross pay, deductions, and net pay for 
S. Singh. 


c. When you have completed the pay calculations, perform a “save as,” replacing the 
entire file name with the following: 


SA11-1_2e[your first name initial]_[your last name] 


SA11-2 Computing employee net pay, multiple employees 
The Myatt Companies prepared the following weekly schedule for its three employees: 


M. Todd 


[4 |Hourlyrate 

| Overtime premium 

| Weekly withholding a 

| Earnings prior to payroll period _ 
| Retirement savings 


The social security rate is assumed to be 6% on all employee annual earnings. The Medi- 

care rate is assumed to be 1.5%. 

a. Open the Excel file SA11-2_2e. 

b. Prepare a spreadsheet to compute the weekly gross pay, deductions, and net pay for 
each employee. 

c. When you have completed the pay calculations, perform a “save as,” replacing the 
entire file name with the following: 


SA11-2_2e[your first name initial]_[your last name] 
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excel SA11-3 Computing employee net pay, multiple time periods 
SUCCESS Repair-It-for-U has a single employee, Josh Reed, who has the following weekly payroll 
information for four weeks: 


| | Week2 | 

_ Hours worked straight-time 0) 39 | 
Hours worked overtime Bul 0 | 3 0 
Weekly withholding $ 145.00; $ 121.00 | $ 138.00 /$ 109.00 


Reed had a pay rate of $16 per hour and an overtime premium of 150%. The social secu- 

rity tax rate is assumed to be 6% of employee earnings. The Medicare tax rate is assumed 

to be 1.5% of employee earnings. 

a. Open the Excel file SA11-3_2e. 

b. Prepare a spreadsheet to compute the weekly gross pay, deductions, and net pay for 
each week. 

c. When you have completed the pay calculations, perform a “save as,” replacing the 
entire file name with the following: 


SA11-3_2e[your first name initial]_[your last name] 


Hondros/Newsmakers/Getty Images 


Accounting for Partnerships and 
Limited Liability Companies 


Razor USA, LLC 


| ost good ideas begin as the solution to a problem, such as 
(with Gino Tsai. Gino's legs got tired as he walked around 
his Taiwanese bicycle factory. As a result, Gino spent five years 
designing what is now known as the Razor scooter. Little did he 
know that his new, lightweight foldable scooter would be used 
by people of all ages, as well as being an Xtreme sport for youth. 
Today the Razor scooter, along with other Razor products, are 
sold worldwide by Razor USA, LLC. The letters “LLC" stand for 
limited liability company. Unlike sole proprietorships illustrated in 


prior chapters, a LLC is a business form that normally has multiple 
ownelrs. 

The entity form chosen by a business has an important impact 
on the owners’ legal liability, taxation, and ability to raise money. 
The four major forms of business entities discussed in this text 
are the proprietorship, partnership, limited liability company, and 
corporation. Proprietorships have been discussed in prior chapters. 
Partnerships and limited liability companies will be discussed in this 
chapter, and corporations will be introduced in the next chapter. 


=| 


Learning Objectives 


“After studying this chapter, you should be able to: 


Example Exercises 


Describe the characteristics of proprietorships, partnerships, and limited 
liability companies. 


Proprietorships, Partnerships, and Limited Liability Companies 
Proprietorships 
Partnerships 
Limited Liability Companies 
Comparing Proprietorships, Partnerships, and Limited Liability Companies 


oe P| 


Describe and illustrate the accounting for forming a partnership and for 
dividing the net income and net loss of a partnership. 
Forming and Dividing Income of a Partnership 

Forming a Partnership 

Dividing Income 


SUCCESS 


Describe and illustrate the accounting for partner admission and withdrawal. 
Partner Admission and Withdrawal 

Admitting a Partner 

Withdrawal of a Partner 

Death of a Partner 


Describe and illustrate the accounting for liquidating a partnership. 
Liquidating Partnerships 


Gain on Realization 
Loss on Realization 
Loss on Realization—Capital Deficiency 


of A 


| Describe the 
characteristics 
of proprietorships, 
partnerships, and limited 
liability companies. 


The Internal Revenue 
Service (IRS) estimates 
that proprietorships 

file 70% of business tax 
returns, but earn only 5% 
of all business revenues. 


Prepare the statement of partnership equity. 
Statement of Partnership Equity 


Analyze and interpret employee efficiency. 
Financial Analysis and Interpretation: Revenue per Employee 
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Proprietorships, Partnerships, and Limited 
Liability Companies 


The four most common legal forms for organizing and operating a business are as 
follows: 


1. Proprietorship 

2. Corporation 

3. Partnership 

4. Limited liability company 


In this section, the characteristics of proprietorships, partnerships, and limited 
liability companies are described. The characteristics of corporations are described 
in Chapter 13. 


Proprietorships 


A proprietorship is a company owned by a single individual. The most common type 
of proprietorships are professional service providers, such as lawyers, architects, 
realtors, and physicians. 

Characteristics of proprietorships include the following: 


1. Simple to form. There are no legal restrictions or forms to file. 


2. No limitation on legal liability. The owner is personally liable for any debts or legal 
claims against the business. Thus, creditors can take the personal assets of the owner 
if the business debts exceed the owner’s investment in the company. 
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3. Not taxable. For federal income tax purposes, a proprietorship is not taxed. Instead, 
the proprietorship’s income or loss is “passed through” to the owner’s individual 
income tax return.' 

4. Limited life. When the owner dies or retires, the proprietorship ceases to exist. 


5. Limited ability to raise capital (funds). The ability to raise capital (funds) is limited 
to what the owner can provide from personal resources or through borrowing. 


Partnerships 


A partnership is an association of two or more persons who own and manage a 
business for profit.2 Partnerships are less widely used than proprietorships. 
Characteristics of a partnership include the following: 


1. Moderately complex to form. A partnership requires only an agreement between two 
or more persons to organize. However, the partnership agreement, sometimes called 
the articles of partnership, includes matters such as amounts to be invested, limits 
on withdrawals, distributions of income and losses, and admission and withdrawal of 
partners. Thus, an attorney is often used in forming a partnership. 


2. No limitation on legal liability. The partners are personally liable for any debts or 
legal claims against the partnership. Therefore, creditors can take the personal assets 
of the partners if the business debts exceed the partners’ investment in the business. 


3. Not taxable. For federal income tax purposes, a partnership is not taxed. Instead, the 
partnership’s income or loss is “passed through” to the partners’ individual income 
tax returns. However, partnerships must still report revenues, expenses, and income 
or loss annually to the Internal Revenue Service. 


Note: 

A partnership is a 
nontaxable entity that 
has a limited life and 


unlimited liability. 


4. Limited life. When a partner dies or retires, the partnership ceases to exist. Likewise, 
the admission of a new partner dissolves the old partnership, and a new partnership 
must be formed if operations are to continue. 

5. Limited ability to raise capital (funds). The ability to raise capital (funds) for the 
partnership is limited to what the partners can provide from personal resources or 
through borrowing. 


In addition to those characteristics, some unique aspects of partnerships are: 


— 


_Co-ownership of partnership property. The property invested in a partnership by a 
partner becomes the joint property of all the partners. When a partnership is dissolved, 
each partner’s share of the partnership assets is the balance in their capital account. 

2. Mutual agency. Each partner is an agent of the partnership and may act on behalf of 

the entire partnership. Thus, any liabilities created by one partner become liabilities 
of all the partners. 

3. Participation in income. Net income and net loss are distributed among the partners 

according to their partnership agreement. If the partnership agreement does not 

provide for distribution of income and losses, then income and losses are divided 
equally among the partners. 


1 The proprietor’s statement of inco 


2 The definition of a partnership is included in the Uniform Partnership Act, which has been adopted by most states. 


BREAKING UP IS HARD TO DO 
In August 7, 2008, Kristen Hall, founding member of the 
country music group Sugarland, filed a lawsuit against 
her other two band members. Kristen felt entitled to one- 


third of the profits the band earned on its double platinum 
album, Enjoy the Ride, af’ 2r she left the band to pursue 


a song-writing career. However, the band did not have 
a formal partnership agreement and, thus, there was no 
way to easily determine what she should receive. With- 
out a partnership agreement, the case will be decided 
using Georgia partnership law. This dispute and related 
lawsuit might have been avoided by a formal partnership 
agreement. 


me is included on Schedule C of the individual 1040 tax return. 
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A partnership may be organized as a limited partnership. A limited partnership 
is a unique legal form that provides partners who are not involved in the opera- 
tions of the partnership with limited liability. In such a form, at least one general 
partner operates the partnership and has unlimited liability. The remaining partners 
are considered limited partners. 


Limited Liability Companies 


A limited liability company (LLC) is a form of legal entity that provides limited 

_— liability to its owners, but is treated as a partnership for tax purposes. The LLC is a 

. | relatively new form of business entity that has become widely used for small com- 

& panies. LLCs, which may be owned by one or more persons or entities, are designed 
to overcome some of the disadvantages of a partnership. 


Many companies have Characteristics of an LLC include the following: 


joint ventures organized 


as LLCs. For example, 1. Moderately complex to form. An LLC requires an agreement among the owners who are 
Walt Disney Company has called members. The operating agreement, sometimes called articles of organization, 
a 42% interest in A&E includes matters such as amounts to be invested, limits on withdrawals, distributions 


Television Networks, LLC. of income and losses, and admission and withdrawal of members. An attorney is 


normally used in forming an LCC. 

2. Limited legal liability. The members have limited liability even if they are active in 
the company. Thus, the members’ personal assets are legally protected against creditor 
claims made against the LLC. That is, only the members’ investments in the company 
are subject to claims of creditors. 

3. Not taxable. An LLC may elect to be treated as a partnership for tax purposes. In this 
way, income passes through the LLC and is taxed on the individual members’ tax returns.* 

4. Unlimited life. Most LLC operating agreements specify continuity of life for the LLC, 
even when a member withdraws or new members join the LLC. 

5. Moderate ability to raise capital (funds). Because of their limited liability, LLCs are 
attractive to many investors, thus allowing for greater access to capital (funds) than 
is normally the case in a partnership. 


An LLC may elect to operate as a member-managed or a manager-managed com- 
pany. In a member-managed LLC, individual members may legally bind the LLC, like 
partners bind a partnership. In a manager-managed LLC, only authorized members 
may legally bind the LLC. Thus, in a manager-managed LLC, members may share 
in the income of the LLC without concern for managing the company. As a result, 
manager-managed LLCs are attractive to many investors. 


Comparing Proprietorships, Partnerships, and Limited 
Liability Companies 


Exhibit 1 summarizes the characteristics of proprietorships, partnerships, and limited 
liability companies. 


EXHIBIT 1 | 


Organizational | Complexity | Legal 


Form of Formation | Liability Taxation - Life of 
Proprietorship Simple No limitation | Nontaxable (pass- Limited Limited 
through) entity 
Partnership Moderate No limitation | Nontaxable (pass- | Limited Limited 
through) entity 
Limited Liability Moderate Limited Nontaxable (pass- | Unlimited Moderate 
Company liability through) entity by 


election 


" ceaegeenmenctonemnameny 


3 An LLC may also be taxed as a separate entity. However, doing so would remove these tax benefits, making this a less common 
election. 
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ORGANIZATIONAL FORMS IN THE In addition, investment in the partnerships was limited to 
ACCOUNTING INDUSTRY practicing accountants. This prevented any pressures from 
outside investors affecting professional decisions. 

As these firms grew and the risk increased, all of these 
firms were allowed to change, by law, to limited liability 
partnerships (LLPs). Thus, while remaining a partnership, 
the liability of the partners was limited to their investment 
in the firm. The LLP form is very similar to an LLC, except 
that investment is restricted to professionals. 


~The four major accounting firms, KPMG LLP, Ernst & Young, 
PricewaterhouseCoopers, and Deloitte & Touche, all be- 
gan as partnerships. This form was legally required due to 
the theory of mutual agency. That is, the partnership form 
was thought to create public trust by requiring all partners to 
be jointly liable and responsible for each other's judgments. 


Forming and Dividing Income of a Partnership ea Describe and 


illustrate the 
accounting for forming 
a partnership and 


Most of the day-to-day accounting for a partnership or an LLC is similar to that illus- 

trated in earlier chapters. However, the formation, division of net income or net loss, 5, 4, ding Ce Het 

dissolution, and liquidation of partnerships and LLCs give rise to unique transactions. — jycome and net loss of a 
In the remainder of this chapter, the unique transactions for partnerships and LLCs __ partnership. 

are described and illustrated. The accounting for an LLC is the same as a partnership, 

except that the terms “member” and “members’ equity” are used rather than “part- 

ner” or “owners? capital.” For this reason, the journal entries for an LLC are shown 

alongside the partnership entries. 


Forming a Partnership 


In forming a partnership, the investments of each partner are recorded in separate 
entries. The assets contributed by a partner are debited to the partnership asset 
accounts. If any liabilities are assumed by the partnership, the partnership liability 
accounts are credited. The partner’s capital account is credited for the net amount. 

To illustrate, assume that Joseph Stevens and Earl Foster, owners of competing 
hardware stores, agree to combine their businesses in a partnership. Stevens agrees 
to contribute the following: 


Cash $ 7,200 Office equipment $2,500 
Accounts receivable 16,300 Allowance for doubtful accounts 1,500 
Merchandise inventory 28,700 Accounts payable 2,600 
Store equipment 5,400 


The entry to record the assets and liabilities contributed by Stevens is as follows: 


| Cash nea7 200% 
Accounts Receivable 16,300 

| Merchandise Inventory 28,700 | 

| Store Equipment 5,400 


| Office Equipment 2,500 | 
Allowance for Doubtful Accounts | 
Accounts Payable 
Joseph Stevens, Capital 


In the preceding entry, the noncash assets are recorded at values agreed upon by 
the partners. These values are normally based on current market values. As a result, 
the book value of the assets contributed by the partners normally differs from that 


recorded by the new partnership. 
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To illustrate, the store equipment contributed by Stevens may have had a book 
value of $3,500 in Stevens’ ledger (cost of $10,000 less accumulated depreciation of 
$6,500). However, the store equipment is recorded at its current market value of 
$5,400 in the preceding entry. The contributions of Foster would be recorded in an 
entry similar to the entry for Stevens. 


Example Exercise 12-1 on 


Reese Howell contributed equipment, inventory, and $34,000 cash to a partnership. The equipment had a book value 
"of $23,000 and a market value of $29,000. The inventory had a book value of $60,000, but only had a market value of 
$15,000, due to obsolescence. The partnership also assumed a $12,000 note payable owed by Howell that was used 
originally to purchase the equipment. 
Provide the journal entry for Howell’s contribution to the partnership. 


Follow My Example 12-1 


Gashtese ck Bea a sese ooh ci T N ERNE cee era ar ae U OP I SLE RE 34,000 

WAWOINONY er cccccsndicls nee eric iatece uecacedalb mibylniciuie wn) eral Mrasaieca a maieubratiy</oreieitralale wee 15,000 

ECU se on aac aeiece en ar a eng hss cia esta i esac tsre oeaman stra alate ctata 29,000 
Notes Payable. 6 oon. G ee ce OR Wo ee 12,000 = 
Reese Howell, Capital ....... RU Ouida th open aalage sie Minn Oe ance pe ec iaie 66,000 


Se 


ee er eee ee i ii ir ii i co i i i i ii i ii acacia 


Practice Exercises: PE 12-1A, PE 12-1B 


Dividing Income 


Income or losses of the partnership are divided equally if no partnership agreement 

exists or the partnership agreement does not specify how the division is to occur. Most 

partnership agreements, however, do specify how income or losses are to be divided. 
Common methods of dividing partnership income are based on: 


1. Services of the partners 
2. Services and investments of the partners 


Dividing Income—Services of Partners One method of dividing partnership income 
is based on the services provided by each partner to the partnership. These services are often 
recognized by partner salary allowances. Such allowances reflect differences in partners’ abili- 
ties and time devoted to the partnership. Since partners are not employees, such allowances are 
recorded as divisions of net income and are credited to the partners’ capital accounts. 

To illustrate, assume that the partnership agreement of Jennifer Stone and Crystal 
Mills provides for the following: 


Monthly Salary Allowance 


Jennifer Stone $5,000 
Crystal Mills 4,000 
Remaining net income: Divided Equally 


The division of income may be reported at the bottom of the partnership income 
statement. Using this format, the division of $150,000 of net income would be reported 
on the bottom of the partnership income statement as follows: 


N@t HCO Gaia: Wievares.asareraseiate 6 aso dratarStare oxevnis CIES 2 oo TCIEDR ep eoeeets oe eter ae $150,000 
Division of net income: 

J. Stone C. Mills Total 
i eee 
Annual salary allowance $ 60,000 $ 48,000 $ 108,000 
Remaining income 21,000 21,000 42,000 


Net income $81,000 $69,000 $150,000 
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The division of net income may also be reported as a separate statement accompany- 
ing the balance sheet and the income statement or in a statement of partnership capital. 

The net income division is recorded as a closing entry, even if the partners do 
not withdraw the amounts of their salary allowances. The entry for closing Income 
Summary and dividing net income is as follows: 


Income Summary 150,000 


Jennifer Stone, Capital 81,000 
- Crystal Mills, Capital i! r 69,000 


If Stone and Mills withdraw their salary allowances monthly, the withdrawals are 
debited to their drawing accounts. At the end of the year, the drawing account debit 
balances of $60,000 and $48,000 are then closed to the partners’ capital accounts. 


Dividing Income—Services of Partners and Investments A partnership 
agreement may divide income not only based upon services, but also based upon the 
amount invested by each partner. In doing so, the partnership may pay interest on the 
capital balance of each partner. In this way, partners with more invested in the partnership 
are rewarded by receiving more of the partnership income. One such method of dividing 
partnership income would be as follows: 


1. Partner salary allowances 
2. Interest on capital investments 
3. Any remaining income equally 


To illustrate, assume that the partnership agreement for Stone and Mills provides 
for the following: 


1 Monthly Salary Allowance 
Jennifer Stone $5,000 
Crystal Mills 4,000 
2. Interest of 12% on each partner's capital balance as of January 1. 
Capital, Jennifer Stone, January 1 $160,000 
Capital, Crystal Mills, January 1 120,000 


3. Remaining income: Divided Equally 
The $150,000 net income for the year is divided as follows: 


ee a aehicch emer eI mCP PS SPT BI ROLE PN IRN SIONS ST INSTT AT'S 415 $150,000 


Division of net income: 


J. Stone C. Mills Total 
a dicate e aec e 
Annual salary allowance $ 60,000 $ 48,000 $ 108,000 
Interest allowance 19,200! 14,400? 33,600 
Remaining income 4,200 4,200 8,400 
Net income $83,400 $66,600 $150,000 


112% X $160,000 
212% X $120,000 


The entry for closing Income Summary and dividing net income is as follows: 


Dec. 31 | Income Summary 150,000 


Jennifer Stone, Capital 83,400 
Crystal Mills, Capital 66,600 
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sie Ss eee esse IR SC Sie Sa ee Nes 


Integrity, Objectivity, 


TYRANNY OF THE MAJORITY 
Some partnerships involve the contribution of money by could take income in the form of a salary allowance, leaving 
one partner and the contribution of effort and expertise by __ little for the investor partner. Thus, partnership agreements 
another. This can create a conflict between the two partners, often require all partners to agree on salary allowances pro- 
since one works and the other doesn’t. Without a properly _ vided to working partners. 

developed partnership agreement, the working partner 


Dividing Income—Allowances Exceed Net Income In the preceding example, 
the net income is $150,000. The total of the salary ($108,000) and interest ($33,600) al- 
lowances is $141,600. Thus, the net income exceeds the salary and interest allowances. In 
some cases, however, the net income may be less than the total of the allowances. In this 
case, the remaining net income to divide is a negative amount. This negative amount is 
divided among the partners as though it were a net loss. 

To illustrate, assume the same salary and interest allowances as in the preceding 
example, but that the net income is $100,000. In this case, the total of the allowances 
of $141,600 exceeds the net income by $41,600 ($100,000 — $141,600). This amount 
is divided equally between Stone and Mills. Thus, $20,800 ($41,600/2) is deducted 
from each partner’s share of the allowances. The final division of net income between 
Stone and Mills is shown below. 

N@tIM COMET coe rescue cueieieca Sala w eichaye accom Revere ere oleae. cin 5 tye 4187s oO a $100,000 


Division of net income: 


J. Stone C. Mills Total 
Annual salary allowance $ 60,000 $ 48,000 S$ 108,000 
Interest allowance 19,200 14,400 33,600 
Total $ 79,200 $ 62,400 $ 141,600 
Deduct excess of allowances over income 20,800 20,800 41,600 
Net income $58,400 $41,600 $100,000 


The entry for closing Income Summary and dividing net income is as follows:* 


Dec. 31 Income Summary 100,000 
eel Jennifer Stone, Capital 58,400 
Crystal Mills, Capital | 41,600 


excel The income of a partnership can be divided using spreadsheet software. The spreadsheet solution for 
Stone and Mills is as follows: 
SUCCCoS 


Inputs: 
J. Stone 
Monthly salary allowance 5,000 
Beginning Capital account balance 160,000 
Income-sharing ratio 1 


| 7_| Net income of the partnership 100,000 
Bo Interest on partnership Capital 12% 


The spreadsheet is developed by creating an input area where partnership income information is provided. 
The income-sharing ratio is presented as a number for each partner, such as 1:1 in this case, which is totaled 


in cell DS. If the partners shared income in the ratio of 2:1, then the numbers in row 5 would be 2 for Stone, 
1 for Mills, totaling to 3. 


4 In the event of a net loss, the amount deducted from the total allowances would be the “excess of allowances over loss” or the sum 
of the net loss and the allowances, divided according to the sharing ratio. 
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sae 


7 Output: Division of Net Income 


Total | 


=B17+C17 | 


| 


: J. Stone | C. Mils_| 
Annual salary allowance | a.——> =B3"12 =C3*12 | =B13+C13 | 
Interest allowance | b.——> =B4*$B$8 | =C4*$B$8 | =B14+C14 | 
15 Total | c. 4 =SUM(B13:B14) | =SUM(C13:C14) | =B15+C15 | 
| 16 | Deduct excess of income over allowances d. —» =($D$15-$B$7)*(B5/$D$5) | =($D$15-$B$7)*(C5/$D$5) | =B16+C16 | 
Net income e. _______» | =C15-C16 


_=B15-B16 | 


The formulas for the output space would be developed as follows: 
a. Enter in cell B13 the formula for the annual salary allowance, =B3*12. (The monthly 
salary allowance must be multiplied by 12 to annualize the salary.) 


b. Enter in cell B14 the formula for the interest allowance on partner capital, 


es The dollar signs in this formula keeps the cell reference fixed 
=B4*$B$8 <— when copying the cell. (See the Absolute / Relative 
tutorial for more information.) 


Cc. Enter in cell B15 the sum function, =SUM(B13:B14). 
d. Enter in cell B16 the formula for the excess of allowances over income that must 
be deducted in determining partnership capital, as follows: 


=($D$15-$B$7)*(B5/$D$5) 


cy 


This term is the total excess of 
allowances over income. The dollar signs 
fix the column and row references. 


This term is the income-sharing 
ratio. The denominator of the ratio is 
an absolute cell reference. 


e. Enter the formula for the net income to the partner in cell B17, =B15-B16. Copy 
the formulas in cells B13:B17 to C13:C17. If you entered the dollar signs 
correctly in all the formulas, the copy command can copy the specified cell references 
during copying. 


The output table for determining the share of partnership income when the total 
income exceeds total allowances would be formulated so that the excess would 
be multiplied by the income-sharing ratio. This would be similar to the equation 
in d. above, except the difference in the first term would be reversed. 


Trylt Go to the hands-on Excel Tutor for this example! 
Trylt This Excel Success example uses an Excel function referred to as cell referencing. 


Go to the Excel Tutor titled Absolute & Relative Cell References for additional 
help on this useful Excel function! 


Example Exercise 12-2 


Steve Prince and Chelsy Bernard formed a partnership, dividing income as follows: 


1. Annual salary allowance to Prince of $42,000. 
2. Interest of 9% on each partner's capital balance on January ite 
3. Any remaining net income divided equally. 


Prince and Bernard had $20,000 and $150,000 in their January 1 capital balances, respectively. Net income for the year 


was $240,000. 
How much net income should be distributed to Prince? 


_er rR A SR ERT EOE OE DLT LET LE I TTL LOTT eee 


(Continued) 
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re 


ipa 


= Describeand §=©9.Partner Admission and Withdrawal 


accounting for 
partner admission and 
withdrawal. 


Follow My Example 12-2 


ET OTT TO OT aaa eT iad 


Chelsy Bernard : - | Total. oy 


Se _ Steve Prince : | 
Apmualsalapyrs eae cen $ 42,000 aS Oa $ 42,000 © 
NITE RES tee ee ce et oe Wega haute cea ores 1,800! + 13,500? 15,300 
Remaining income: 60 Se ‘OF,350° 91,350 182,700 
Total distributed to Prince. 0)... s.06s0ive cress $135,150 $104,850 $240,000 
"$20,000 x 9% : : . | . 
2 $150,000 x 9% 


3 ($240,000 — $42,000 - $15,300) x 50% 


eee ee eee eee rete e newt were nee seer er eeeseee 
Ree OR Meee eee ee HNN Nee RN HHS a eRe Reet e bares EC See eee ee ae se ee reser eneesesaeserereesweenessasesssssseHeneeseseseseses ess eseSesesenssecie ese eie cies erie e)e ce sh 


Practice Exercises: PE 12-2A, PE 12-2B | | 


illustrate the 


Many partnerships provide for admitting new partners and for partner withdrawals 
by amending the existing partnership agreement. In this way, the company may 
continue operating without having to form a new partnership and prepare a.new 
partnership agreement. 


Admitting a Partner 


As shown in Exhibit 2, a person may be admitted to a partnership by either of the 
following: 


1. Purchasing an interest from one or more of the existing partners 
2. Contributing assets to the partnership 


Ae 
: erie 


EXHIBIT2 | cea ee . 
" 1 bu gq Assets to a Partne ® 
Two Methods 1 
for Admitting a 1 
Partner Ske : 
Existing Partner New Partner i New Partner Partnership 
$ 1 
a 
1 
Ownership 1 Mi 
Interest , iS. $ 
1 a) Ownership 
i i Interest 
Bia 
1 
: : 1 
No change in partnership assets 1 Partnership assets increase 


When a new partner is admitted by purchasing an interest from one or more of 
the existing partners, the total assets and the total owners’ equity of the partnership 
are not affected. The capital (equity) of the new partner is recorded by transferring 
capital (equity) from the existing partners. 

When a new partner is admitted by contributing assets to the partnership, the 
total assets and the total owners’ equity of the partnership are increased. The capital 


(equity) of the new partner is recorded as the amount of assets contributed to the 
partnership by the new partner. 


Purchasing an Interest from Existing Partners When a new partner is admit- 
ted by purchasing an interest from one or more of the existing partners, the transaction 
is between the new and existing partners acting as individuals. The admission of the new 
partner is recorded by transferring owners’ equity amounts from the capital accounts of the 
selling partners to the capital account of the new partner. 
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To illustrate, assume that on June 1 Tom Andrews and Nathan Bell each sell one- 
fifth of their partnership equity of Bring It Consulting to Joe Canter for $10,000 in 
cash. On June 1, the partnership has net assets of $100,000 and both existing partners 
have capital balances of $50,000 each. This transaction is between Andrews, Bell, 
and Canter. The only entry required by Bring It Consulting is to record the transfer 
of capital (equity) from Andrews and Bell to Canter, as shown below. 


Siiscceeliaaiaad ate Aiccecel SU RRO c DA SAGAS ALAR ESS RRS ERE TTS Scan Bales SSN 


LLC = 
ites = ; ‘ : 
TomvAndrews, Member Equity 10.000 i June 1 Tom Andrews, Capital 10,000 | 
Nathan Bell, Member Equity 10,000 | Nathan Bell, Capital moee | 

Joe Canter, Member Equity 20,000 Joe Canter, Capital 20,000 | 


a 


The effect of the transaction on the partnership accounts is shown in the follow- 
ing diagram: 


Bring It Consulting 


Partnership Accounts 


Net Assets Tom Andrews, Capital 
100,000 | 10,000 | 50,000 
Joe Canter, Capital Nathan Bell, Capital 


20,000 a 50,000 


After Canter is admitted to Bring It Consulting, the total owners’ equity is still $100,000. 
Canter has a one-fifth (20%) interest and a capital balance of $20,000. Andrews and Bell 
each own two-fifths (40%) interest and have capital balances of $40,000 each. 

Even though Canter has a one-fifth (20%) interest in the partnership, he may not 
be entitled to a one-fifth share of the partnership net income. The division of the net 
income or net loss is made according to the new or amended partnership agreement. 

The preceding entry is not affected by the amount paid by Canter for the one-fifth 
interest. For example, if Canter had paid $15,000 to Andrews and Bell instead of $10,000, 
the entry would still be the same. This is because the transaction is between Andrews, Bell, 
and Canter, rather than the partnership. Any gain or loss by Andrews and Bell on the sale 
of their partnership interest is theirs as individuals and does not affect the partnership. 


Contributing Assets toa Partnership When a new partner is admitted by contrib- 
uting assets to the partnership, the total assets and the total owners’ equity of the partner- 
ship are increased. This is because the transaction is between the new partner and the 
partnership. 

To illustrate, assume that instead of purchasing a one-fifth ownership in Bring 
It Consulting directly from Tom Andrews and Nathan Bell, Joe Canter contributes 
$20,000 cash to Bring It Consulting for ownership equity of $20,000. The entry to 
record this transaction is as follows: 


; : anit as esate Ee ete LS SS SS TT 
BLUES EO ca ene Wes Se _ June qeieGash 20,000 i 
ieee 20,000 . | 
Joe Canter,MemberEquity = 20,000 i 
Peeper Ris Ae ere Shiner et OF: 


5 hae 


PEGS 1S Joe Canter, Capital 20,000 


scommmmesratecitamteeramttcmtet CSI CANO OTR EER EE SS ST sspears eee TENN TTT 
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The effect of the transaction on the partnership accounts is shown in the follow- 
ing diagram: 


Bring It Consulting 


Partnership Accounts 
Net Assets Tom Andrews, Capital 
100,000 50,000 
20,000 
Joe Canter, Capital Nathan Bell, Capital 


20,000 50,000 


After the admission of Canter, the net assets and total owners’ equity of Bring 
It Consulting increase to $120,000, of which Joe Canter has a $20,000 interest. In 
contrast, in the prior example, the net assets and total owners’ equity of Bring It 
Consulting did not change from $100,000. 


Revaluation of Assets Before a new partner is admitted, the balances of a partner- 
ship’s asset accounts should be stated at current values. If necessary, the accounts should 
be adjusted. Any net adjustment (increase or decrease) in asset values is divided among the 
capital accounts of the existing partners similar to the division of income. 

To illustrate, assume that in the preceding example the balance of the merchan- 
dise inventory account is $14,000 and the current replacement value is $17,000. If 
Andrews and Bell share net income equally, the revaluation is recorded as follows: 


a NS SSS Str ROSS CR aN Saati aU a aaa ie iis = ln a acct 


June 1 Merchandise Inventory 3,000 
Tom Andrews, Capital 1,500 
Nathan Bell, Capital 1,500 


eres 


a 


Failure to adjust the partnership accounts for current values before admission of 
a new partner may result in the new partner sharing in asset gains or losses that 
arose in prior periods. 


Example Exercise 12-3 - 


Blake Nelson invested $45,000 in the Lawrence & Kerry partnership for ownership equity of $45,000. Prior to the 
investment, land was revalued to a market value of $260,000 from a book value of $200,000. Lynne Lawrence and Tim 
Kerry share net income in a 1:2 ratio. 

a. Provide the journal entry for the revaluation of land. 

b. Provide the journal entry to admit Nelson. 


Follow My Example 12-3 


Sean te ec ren ce eee, kot, Weert ace 60,000 
byinse Lawrence, Capital cs\ec achonvasinunne cease Seen pemanne 20,000' 
TNO ROMY, CADW scious ate Urata eialn tne gale enced « flag laeincaae Gedo 40,000? 
‘$60,000 x 1/3 
2 $60,000 X 2/3 


( 

| 

$y ADR COSI Sask <0 oath caine a ncn sam emninceaie eed Oe ne or ama 45,000 
Blake Nelson; Canltali (i. kus Mae eee ee eee 45,000 


Bigs nf (i oe ae EIS RR REE ONST®, SSS CSIP AES SIR SIS SR trs/Q/ wine esa 8/8 6:8) 2:00, Mia mpi elie nse: 48) e6i(o iui aqiiara) pheladu lt atwtanara ela shat al\aiaras'h lb Setavaya chara) scecayelefaresesu raf aienen naar ete Bee eee eee! 
. . oe 


Practice Exercises: PE 12-3A, PE 12-3B 
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Partner Bonuses A new partner may pay existing partners a bonus to join a partner- 
po In other cases, existing partners may pay a new partner a bonus to join the partner- 
ship. 

Bonuses are usually paid because of higher than normal profits the new or existing 
partners are expected to contribute in the future. For example, a new partner may 
bring special qualities or skills to the partnership. Celebrities such as actors, musi- 
cians, or sports figures often provide name recognition that is expected to increase 
a partnership’s profits. 

Partner bonuses are illustrated in Exhibit 3. Existing partners receive a bonus when 
the ownership interest received by the new partner is less than the amount paid. In 
contrast, the new partner receives a bonus when the ownership interest received by 
the new partner is greater than the amount paid. 


pyeleagecp alt 
Sppbapk coe ae 


EXHIBIT 3 


Partner Bonuses 


Ownership Interest Ownership Interest 
ee oe 


is less than amount paid is greater than amount paid 
ea ead 


New 
Partner 


Existing 
Partners 


New 
Partner 


Existing 
Partners 


To illustrate, assume that on March 1 the partnership of Marsha Jenkins and Helen 
Kramer is considering a new partner, Alex Diaz. After the assets of the partnership 
have been adjusted to current market values, the capital balances of Jenkins and 
Kramer are as follows: 


Marsha Jenkins, Capital $20,000 
Helen Kramer, Capital 24,000 
Total owners’ equity before admitting Diaz $44,000 


Jenkins and Kramer agree to admit Diaz to the partnership for $31,000. In return, 
Diaz will receive a one-third equity in the partnership and will share equally with 
Jenkins and Kramer in partnership income or losses. In this case, Diaz is paying 
Jenkins and Kramer a $6,000 bonus to join the partnership, computed as follows: 


Marsha Jenkins, Capital $20,000 
Helen Kramer, Capital 24,000 
Diaz’s contribution 31,000 

Total owners’ equity after admitting Diaz $75,000 
Diaz's equity interest after admission Ws 
Alex Diaz, Capital $25,000 
Diaz’s contribution $31,000 
Alex Diaz, Capital 25,000 
Bonus paid to Jenkins and Kramer §$ 6,000 


The $6,000 bonus paid by Diaz increases Jenkins’s and Kramer’s capital ac- 
counts. It is distributed to the capital accounts of Jenkins and Kramer according 
to their income-sharing ratio.” Assuming that Jenkins and Kramer share profits and 
losses equally, the entry to record the admission of Diaz to the partnership is as 


shown on the next page: 


5 Another method used to record the admission of partners attributes goodwill rather than a bonus to the partners. This method is 


discussed in advanced accounting textbooks. 
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phen aye : MaiToR TPA NH 


AUGER GEIIER fl iecta ie gpa 31,000 

Cash | SO a Alex Diaz, Capital 25,000 
Alex Diaz, Member Equity Nase Marsha Jenkins, Capital 3,000 
Marsha Jenkins, Member Equity = ae panes, Hater Kramer Capital 3,000 
Helen Kramer,MemberEquity = =——- 3,000 


Existing partners may agree to pay the new partner a bonus to join a partnership. 
To illustrate, assume that after adjusting assets to market values, the capital balances 
of Janice Cowen and Steve Dodd are as follows: 


Janice Cowen, Capital $ 80,000 
Steve Dodd, Capital 40,000 
Total owners’ equity before admitting Chou $120,000 


Cowen and Dodd agree to admit Ellen Chou to the partnership on June 1 for an 
investment of $30,000. In return, Chou will receive a one-fourth equity interest in the 
partnership and will share in one-fourth of the profits and losses. In this case, Cowen 
and Dodd are paying Chou a $7,500 bonus to join the partnership, computed as follows: 


Janice Cowen, Capital $ 80,000 
Steve Dodd, Capital 40,000 
Chou's contribution 30,000 

Total owners’ equity after admitting Chou $150,000 
Chou’s equity interest after admission x 2 
Ellen Chou, Capital $ 37,500 
Ellen Chou, Capital § 37,500 
Chou’s contribution 30,000 
Bonus paid to Chou $ 7,500 


The $7,500 bonus paid to Chou decreases Cowen’s and Dodd’s capital accounts. It is 
distributed to the capital accounts of Cowen and Dodd according to their income-sharing 
ratio. Assuming that the income-sharing ratio of Cowen and Dodd was 2:1 before the admis- 
sion of Chou, the entry to record the admission of Chou to the partnership is as follows: 


June 1 Cash 30,000 
mat Janice Cowen, Capital 5,000! 
. “a 7 iy Steve Dodd, Capital 2,500? 
ies ’ Ellen Chou, Capital 37,500 
sMenberaity 3750 | : 
CETERA eR i 


1$7,500 x 2/3 
2$7,500 x 1/3 


Example Exercise 12-4 — 
Lowman has a capital balance of $45,000 after adjusting assets to fair market value. Conrad contributes $26,000 to 
receive a 30% interest in a new partnership with Lowman. 


Determine the amount and recipient of the partner bonus. 


Follow My Example 12-4 


FSU Y: OMNI UITRAT Uc seehay cas fo ait aaiaty 4: oe a9 BU ors RGPacaseans es cc hae et $45,000 
RON FAC SICONRMOUBON con: pau eee ituieiiie eluate ates op Sie aaa a wh ts ee ee ee ae 26,000 
Total equity after admitting Comtad s /oc72 Seeiss toes gsc oc doa eee $71,000 
CONtAG S OGUILY ANTERESE: sic cuksgean au Gaccaenied cad wails oud oeannia che eee eres x 30% 
Contad’s equity atten agmlssion 5.4 iahscd esas cucur oped dmecinteathate Se $21,300 
COMAT'S CONMIDULGIT., «aii. Lata saline Soe s hal akin S dO ans ac eee Eton e., Gace mee $26,000 
Conrad's equity after admilsstani is isos cc ean sane sn oonpaowtunic isc ce sk eee ee 21,300 
BONUS ald to LOWMAN, «sass His ag yanhch aA auch cadences ee en ae uae ee $ 4,700 


Be SS eee 8 wip Bee eiaia alae Sei ay8 a el eal ip ARIS ia ina ee. A) Aisle ayn, avai) Oa payaso ig, alae giile\e (Bia h)e'Wai\piaj aap a6, &imiteshiaCya)is: © a! aiuraye) elk slave) a Rt events leriurevavacers]'<} act cete arate eames eae is fe Ca 
: wae ORTON m8 a8 ATO ia e e\'G' ais a\4)¥ e/a aele alu, e)e sie) mie im tN 6 iain Craliaarers leva. e (min /eileialsl ala eievoreintateiehtavalemiete 


Practice Exercises: PE 12-4A, PE 12-4B | 
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Withdrawal of a Partner 


A partner may retire or withdraw from a partnership. In such cases, the withdrawing 
partner’s interest is normally sold to the: 


1. Existing partners or 
2. Partnership 


If the existing partners purchase the withdrawing partner’s interest, the purchase 
and sale of the partnership interest is between the partners as individuals. The only 
entry on the partnership’s records is to debit the capital account of the partner 
withdrawing and to credit the capital account of the partner or partners buying the 
additional interest. 

If the partnership purchases the withdrawing partner’s interest, the assets and 
the owners’ equity of the partnership are reduced by the purchase price. Before the 
purchase, the asset accounts should be adjusted to current values. The net amount 
of any adjustment should be divided among the capital accounts of the partners ac- 
cording to their income-sharing ratio. 

The entry to record the purchase debits the capital account of the withdrawing 
partner and credits Cash for the amount of the purchase. If not enough partnership 
cash is available to pay the withdrawing partner, a liability may be created (credited) 
for the amount owed the withdrawing partner. 


Death of a Partner 


When a partner dies, the partnership accounts should be closed as of the date of 
death. The net income for the current period should then be determined and divided 
among the partners’ capital accounts. The asset accounts should also be adjusted to 
current values and the amount of any adjustment divided among the capital accounts 
of the partners. 

After the income is divided and any assets revalued, an entry is recorded to 
close the deceased partner’s capital account. The entry debits the deceased partner’s 
capital account for its balance and credits a liability account, which is payable to the 
deceased’s estate. The remaining partner or partners may then decide to continue 
the business or liquidate it. 


Liquidating Partnerships 


When a partnership goes out of business, it sells the assets, pays the creditors, and 
distributes the remaining cash or other assets to the partners. This winding-up pro- 
cess is called the liquidation of the partnership. Although liquidating refers to the 
payment of liabilities, it includes the entire winding-up process. 

When the partnership goes out of business and the normal operations are dis- 
continued, the accounts should be adjusted and closed. The only accounts remaining 
open will be the asset, contra asset, liability, and owners’ equity accounts. 

The liquidation process is illustrated in Exhibit 4. The steps in the liquidation 
process are as follows: 


Step 1. Sell the partnership assets. This step is called realization. 

Step 2. Distribute any gains or losses from realization to the partners based on their 
income-sharing <atio. 

Step 3. Pay the claims of creditors using the cash from step 1 realization. 

Step 4. Distribute the remaining cash to the partners based on the balances in their 
capital accounts. 


‘ i 
| : 
f& 

» fi. 


A partner generally 
cannot withdraw without 
permission of the 
remaining partners, nor 
can a partner be forced 
to withdraw by the other 
partners. In this sense, a 
partnership is like a mar- 
riage, “for better or for 
worse.” 


Describe and 
illustrate the 


accounting for 
liquidating a 
partnership. 


Note: 

In liquidation, cash is 
distributed to partners 
according to their 
capital balances. 
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Rare Gtracn rd Rete amedea ta aL 3 aie 

pre diliedeener aeesens since 
EXHIBIT 4 
Steps in 


Liquidating a 
Partnership 


To illustrate, assume that Farley, Green, and Hall decide to liquidate their ~part- 
nership. On April 9, after discontinuing business operations of the partnership and 
closing the accounts, the following trial balance is prepared: 


Farley, Green, and Hall 
Post-Closing Trial Balance 
April 9, 2012 


Noncash Assets 64,000 
Liabilities 

Jean Farley, Capital 

Brad Green, Capital 

Alice Hall, Capital 


Farley, Green, and Hall share income and losses in a ratio of 5:3:2 (50%, 30%, 20%). 
To simplify, assume that all noncash assets are sold in a single transaction and that 
all liabilities are paid at one time. In addition, Noncash Assets and Liabilities will be 
used as account titles in place of the various asset, contra asset, and liability accounts. 


Gain on Realization 


Assume that Farley, Green, and Hall sell all noncash assets for $72,000. Thus, a gain 
of $8,000 ($72,000 — $64,000) is realized. The partnership is liquidated during April 
as follows: 


Step 1. Sale of assets: $72,000 is realized from sale of all the noncash assets. 


Step 2. Division of gain: The gain of $8,000 is distributed to Farley, Green, and Hall in 


the income-sharing ratio of 5:3:2. Thus, the partner capital accounts are credited 
as follows: 


Farley $4,000 ($8,000 x 50%) 
Green 2,400 ($8,000 x 30%) 
Hall 1,600 ($8,000 x 20%) 
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Step 3. Payment of liabilities: Creditors are paid $9,000. 


Step 4. Distribution of cash to partners: The remaining cash of $74,000 is distributed 
to the partners according to their capital balances as follows: 


Farley $26,000 
Green 24,400 
Hall 23,600 


A statement of partnership liquidation, which summarizes the liquidation pro- 
cess, is shown in Exhibit 5. 


eee een Eu ae aS a i a e ds ee ue = ie a ce eee ee mee coi 
E » 4 H 1 B i IT 5 Skatemert of Partnership Liquidation: Gain on Realization | 


Sue es ss ee ee 


Ee Oe 


lS ROS GRRE EES CU als Be OR RO OO OT 


ae 


Farley, Green, and Hall 
Statement of Partnership Liquidation 


For Period April 10-30, 2012 


| | S Capital — es | 

pe - Noncash s ete Eaigg: Green — “Hall, f 

Cash + Assets = Liabilities + (50%) — (30%) © s - (20%) : 

Balances before realization $11,000 | $64,000. $9, U1 $22000. | Poe | $22,000 _ 

Steps 1-2 Sale of assets and division of gain +72,000 64,000 rap 2 ee 4,000 Us 2,400 be a 26ns 
] Balances after realization — Paice SES OOO es Ge aie vee, Ooo! "| $26, 000 | $24400 | $23,600 | 

Step 3 Payment of liabilities eat O00" ees f -9,000 000 gestigeah vain ‘ 
Balances after payment of liabilities Scoe bs ON So 526, 000 | $24,400 | $23,600 | 

Step 4 — Cash distributed to partners — Lex e Witei eT OO0 2c eset athe raat =26,000 © 24,400 — -23,600 | 
Final balances Ving Noses ic 4 epee a a 0) prea CMW Rec etre gil!) Ger! ate yee peaell Cp. )G oS | 

, ae ORES estado cc EUROPE 


The entries to record the steps in the liquidating process are as follows: 


Sale of assets (Step 1): 


ESC CELEB SEGRE NDNA NOS Ee ee eee 

LLC Cash 72,000 

Cash a Noncash Assets 64,000 : 

Noncash Assets sane | Gain on Realization 8,000 | 

Gain on Realization _——— 6000 4 | 

Division of gain (Step 2): 

isc tbeaitais is bai A i SORE ONO SMO ORIE NS SCE CES O EERE LERNER RESIS ELE EEIS. . 

i 

LLC ] Gain on Realization 8,000 

Gain on Realization 8,000 | ‘dora Paley, Capital 4000 | 

Jean Farley, Member Equity 4,000 . Brad Giéen, Capital 2,400 | 

Brad Green, Member Equity 2,400 Alice Hall, Capital 1,600 | 

Alice Hall, Member Equity 1,600 ks | ileus eee er eee | 
Payment of liabilities (Step 3): 

‘ : 

LLC | Liabilities 9,000 L 

Liabilities 9,000 Cash 9,000 

Cash 9,000 | | 


sense senor ccenstrsreceeceoemnaenes 
= i saexcosnenmetnsnanemnnseiere rast cncer seer tr es EASY ENN RC 
EOSIN tee ETN OR OER NY commence < A 
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Distribution of cash to partners (Step 4): 


aan, OO 
iis i oS eile is ES si aaa Z 


ae ; / Jean Farley, Capital 26,000 

Jean Farley, Member ey 26,000 | Brad Green, Capital 24,400 

Brad Green, Member Equity 24,400 / Alice Hall, Capital D3 600 

Alice Hall, Member Equity 23,600 Cash 74,000 
Cash 74,000 


As shown in Exhibit 5, the cash is distributed to the partners based on the balances 
of their capital accounts. These balances are determined after the gain on realization 
has been divided among the partners and the liabilities paid. The income-sharing 
ratio should not be used as a basis for distributing the cash to partners. 


Loss on Realization 


Assume that Farley, Green, and Hall sell all noncash assets for $44,000. Thus, a loss 
of $20,000 ($64,000 — $44,000) is realized. The liquidation of the partnership is as 
follows: : 


Step 1. Sale of assets: $44,000 is realized from the sale of all the noncash assets. 

Step 2. Division of loss: The loss of $20,000 is distributed to Farley, Green, and Hall in 
the income-sharing ratio of 5:3:2. Thus, the partner capital accounts are debited 
as follows: 


Farley $10,000 ($20,000 x 50%) 
Green 6,000 ($20,000 x 30%) 
Hall 4,000 ($20,000 x 20%) 


Step 3. Payment of liabilities: Creditors are paid $9,000. 


Step 4. Distribution of cash to partners: The remaining cash of $46,000 is distributed 
to the partners according to their capital balances as follows: 


Farley $12,000 
Green 16,000 
Hall 18,000 


The steps in liquidating the partnership are summarized in the statement of part- 
nership liquidation shown in Exhibit 6. 


- 


EXHIBIT 6 


Statement of Partnership Liquidation: Loss on Realization 


‘SSDS SAD A ASS ate ea a SC aS NS ae Nik i Ri ia acta a 


Farley, Green, and Hall 


Statement of Partnership Liquidation 
For Period April 10-30, 2012 


: 
SL EOE LER EO EE ION LEE TT 


Capital 
Noncash Farley Green Hall 
Cash + Assets = Liabilities + (50%) + (30%) + (20%) 
/ Balances before realization $11,000 $64,000 $9,000 _ $22,000 $22,000 $22,000 
Steps 1-2 Sale of assets and division of loss +44,000 64,000 | -10,000 - 6,000 — 4,000 
| Balances after realization $55,000 $ 0 $9,000 $12,000 | $16,000 $18,000 
Step 3 — Payment of liabilities -9,000 ~9,000 | 
Balances after payment of liabilities $46,000 $ 0 $ 0 . $12,000 | $16,000 $18,000 
Step 4 Cash distributed to partners -46,000 -12,000 -16,000 -18,000 
| Final balances $ 0 $ 0 S 0 oes 0 $ (0) 


ese erent cere 


$ 0) 
I 


b 
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The entries to liquidate the partnership are as follows: 


Sale of assets (Step 1): 


aS SSSR cc cai RUN Ui ae aa a ca, ne Ree 


LLC 


Se ; ai | aa | Cash 44,000 
Bib: a Loss on Realizati 20,000 
Loss on Realization 20,000 | N v6 2 d ean 
. i | onca : 
Noncash Assets 64,000 Bao das eels 
Division of loss (Step 2): 
int / i tacebenmans aea a UCT SN OR TE SSCL E ESSE LS BHAT BREE I RO RSS ROS TR RCO | 
GS Gio ocracs ae et / Jean Farley, Capital 10,000 I 
oe a eee es utes pois { Brad Green, Capital 6,000 i 
Oe aS nee Alice Hall, Capital 4,000 | 
bs oath ce 7 see as Loss on Realization 20,000 
Loss on Realization 20,0000 | } 
Payment of liabilities (Step 3): 
= | Liabilities 9,000 
Liabilities S000), Gach 9,000 | 
Cash ta 9000 | | 
Distribution of cash to partners (Step 4): 
; 
LLC | Jean Farley, Capital 12,000 
Jean Farley, Member Equity 12,000 Brad Green, Capital 16,000 
Brad Green, Member Equity 16,000 Alice Hall, Capital 18,000 
Alice Hall, Member Equity 18,000 Gach 46,000 | 
Cash 46,000 i 


EST SE EET Pe oS NET ES SE Ry Ee NERC 


Example Exercise 12-5 = 


Prior to liquidating their partnership, Todd and Gentry had capital accounts of $50,000 and $100,000, respectively. 
Prior to liquidation, the partnership had no other cash assets than what was realized from the sale of assets. These 
assets were sold for $220,000. The partnership had $20,000 of liabilities. Todd and Gentry share income and losses 
equally. Determine the amount received by Gentry as a final distribution from the liquidation of the partnership. 


Follow My Example 12-5 


Gentry’s CUE V TIAL 16 HUI AUOM stops emniers ois oie dv oe Sa einai sipinle dtu on sima.s $100,000 
Reval (ZablOrnOmasse wsdl Grrrl taste mere amine alee k vlelb sicloctioleG pw eeinaats ters otal $220,000 

Book value of assets ($50,000 + $100,000 + $20,000) ...........2.00008 170,000 

Gain on HAO AO 0 esi panics painter cn es ches seen wees Cover satan S$ 50,000 
WGentry s share-of dain (90% * 550,000). ¢. occ seen ange ee ees ean 25,000 
Gentry’s GASH CISL MUON cerca mane t cea oat a cis ceseis Wren leDlanezose sain ea eceaiele $125,000 


Giayaie eiav as ata aVeUare)ini pi ales © e-a@ 9) 0ca=6 ele(nle eles. n eielle slain’ shee 
Gale: eiix rare wisi 0. <:1e)s)e; 66a 6 eae, ea 4.0 /0\a)e.s)¢ 8 (eis 6:6.6)8 0 6) 


Practice Exercises: PE 12-5A,PE12-5B 


Steps 1-2 


Step 3 


Step 4 


Capital 
Noncash Farley Green Hall 

Cash + Assets = Liabilities + (50%) + (30%) + (20%) 

Balances before realization $11,000 $64,000 $9,000 $22,000 $22,000 : $22,000 
+ Sale of assets and division of loss e's 0,000 -64,000 -27,000 —16,200 -10,800 

Balances after realization $21,000 $ 0 $9,000 § (5,000) $ 5,800 $1 1,200 

Payment of liabilities - 9,000 ~9,000 | a 
parce: alter. payment of liabilities $12,000 $ 0 Sue 0 | ~—§ (5,000) § 5,800 $1 1,200 ; 
’ Receipt of deficiency + 5,000 + 5,000 ifs 
Balances $17,000 $ COMETS EELS S10 See (0) S 5,800 $11,200 
- Cash distributed to = 

| es | partners 17,000 i S500) =11,200 

' Final balances $ 0 S= 0 § 0 $ 0 § 0 Com bt (9) 


EXHIBIT 7 Statement of Partnership Liquidation: Loss on Realization—Capital Deficiency ” 
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Loss on Realization—Capital Deficiency 


The share of a loss on realization may be greater than the balance in a partner’s capital 
account. The resulting debit balance in the capital account is called a deficiency. It 
represents a claim of the partnership against the partner. 

To illustrate, assume that Farley, Green, and Hall sell all noncash assets for 
$10,000. Thus, a loss of $54,000 ($64,000 - $10,000) is realized. The liquidation of 
the partnership is as follows: 


Step 1. Sale of assets: $10,000 is realized from the sale of all the noncash assets. 


Step 2. Division of loss: The loss of $54,000 is distributed to Farley, Green, and Hall 
in the income-sharing ratio of 5:3:2. The partner capital accounts are debited 


as follows: 
Farley $27,000 ($54,000 x 50%) 
Green 16,200 ($54,000 x 30%) 
Hall 10,800 ($54,000 x 20%) 


Step 3. Payment of liabilities: Creditors are paid $9,000. 


Step 4. Distribution of cash to partners: The share of the loss allocated to Farley, 
$27,000 (50% x $54,000), exceeds the $22,000 balance in her capital account. 
This $5,000 deficiency represents an amount that Farley owes the partnership. 
Assuming that Farley pays the deficiency, the cash of $17,000 is distributed to 
the partners according to their capital balances as follows: 


Farley $ 0 
Green 5,800 
Hall 11,200 


The steps in liquidating the partnership are summarized in the statement of part- 
nership liquidation shown in Exhibit 7. 
The entries to liquidate the partnership are as follows: 


Sale of assets (Step 1): 


ee Oe TN OO 


LLC 1 
Ad ae j Cash 10,000 i 

Cash 10,000 | Bis Ie : 
abe ; i Loss on Realization 54,000 | 

Loss on Realization ; 54,000 | Sones: Winecot: 64.00 i 
Noncash Assets 64,000. feet | 


a Sa ‘ ‘ «by rye - 
=k eat Od ee mee ale it eae: becca ab vin eee am 


Farley, Green, and Hall 


Statement of Partnership Liquidation 
For Period April 10-30, 2012 


Teeter meer nema erten tes cumermnmetcre me eeeespermenninies 
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Division of loss (Step 2): 


a Jean Farley, Capital ae | 4 27,000 | 
Brad Green, Capital, == | | 16,200 | 


Sy picetalCaptel = | jagoo | 
| _LossonRealization | | | sao00 | 


Payment of liabilities (Step 3): 


af Liabilities : i 
Cash 


Receipt of deficiency (Step 4): 


_ Jean Farley, Capital == | 


Distribution of cash to partners (Step 4): 


Me -| Brad Green, Capital = yo biee aa |S, 80021 


| Alice Hall, Capital eg ae Ee an 


If the deficient partner does not pay the partnership their deficiency, there will not 
be sufficient partnership cash to pay the remaining partners in full. Any uncollected 
deficiency becomes a loss to the partnership and is divided among the remaining 
partners’ capital balances based on their income-sharing ratio. The cash balance will 
then equal the sum of the capital account balances. The cash can then be distributed 
to the remaining partners, based on the balances of their capital accounts. 

To illustrate, assume that in the preceding example Farley could not pay her 
deficiency. The deficiency would be allocated to Green and Hall based on their 
income-sharing ratio of 3:2. The remaining cash of $12,000 would then be distributed 
to Green ($2,800) and Hall ($9,200) as shown below. 


Capital Balances Allocated Capital Balances 

Before Deficiency (Deficiency) After Deficiency 
Farley $ (5,000) $ 5,000 $ 0 
Green : 5,800 (3,000)* 2,800 
Hall 11,200 (2,000)** 9,200 
Total $12,000 $12,000 


*$3,000 = [$5,000 x (3/5)] or ($5,000 x 60%) 
**$2 000 = [$5,000 x (2/5)] or ($5,000 x 40%) 


558 Chapter 12 Accounting for Partnerships and Limited Liability Companies 


The entries to allocate Farley’s deficiency and distribute the cash are as follows: 


Allocation of deficiency (Step 4): 


Brad Green, Capital 3,000 
Alice Hall, Capital 2,000 
Jean Farley, Capital 5,000 


Distribution of cash to partners (Step 4): 


Brad Green, Capital 2,800 
Alice Hall, Capital 9,200 
Cash 12,000 


Example Exercise 12-6 


Prior to liquidating their partnership, Short and Bain had capital accounts of $20,000 and $80,000, respectively. The 
_ partnership assets were sold for $40,000. The partnership had no liabilities. Short and Bain share income and losses 
equally. 


a. Determine the amount of Short’s deficiency. 
b. Determine the amount distributed to Bain, assuming Short is unable to satisfy the deficiency. 


Follow My Example 12-6 


. Short's equity prior to liquidation $ 20,000 
Realization of asset sale $ 40,000 
Book value of assets ($20,000 + $80,000) 100,000 
Loss on liquidation $ 60,000 
Short's share of loss (50% x $60, 000) 30,000 
Short’s deficiency $(10,000) 


. $40,000. $80,000 - $30,000 share of loss - $10,000 Short deficiency. 


Practice Exercises: PE 12-6A, PE 12-6B 


mm preparethe otatement of Partnership Equity 


statement of 
partnership equity. 


Reporting changes in partnership capital accounts is similar to that for a proprietor- 
ship. The primary difference is that there is a capital account for each partner. The 
changes in partner capital accounts for a period of time are reported in a statement 
of partnership equity. 

Exhibit 8 illustrates a statement of partnership equity for Investors Associates, a 
partnership of Dan Cross and Kelly Baker. Each partner’s capital account is shown 
as a separate column. The partner capital accounts may change due to capital addi- 
tions, net income, or withdrawals. 

The equity reporting for an LLC is similar to that of a partnership. Instead of a 
statement of partnership capital, a statement of members’ equity is prepared. The 
statement of members’ equity reports the changes in member equity for a period. 
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Investors Associates 


Statement of Partnership Equity Statement of 


Partnership 
Equity 


The statement is similar to Exhibit 8, except that the columns represent member 
equity rather than partner equity. 


Financial Analysis and Interpretation: 


Revenue per Employee =e = x) 


Many partnerships and LLCs operate as service-oriented enterprises. This is the case Analyze and 
for many professions, such as medical, advertising, and accounting. The performance meres 
of such firms can be measured by the amount of net income per partner, as illustrated employes efficiency: 
in this chapter. Another measure used to assess the performance of a service-oriented 
business is revenue per employee. 

Revenue per employee is a measure of the efficiency of the business in generat- 
ing revenues. It is computed as follows: 


Revenue 
Revenvie Per Emp lO Ce 
Number of Employees 
In a partnership, the number of partners may be included with employees or 
partners may be evaluated separately. Generally, the higher the revenue per em- 
ployee the more efficient the company is in generating revenue from its employees. 
In evaluating revenue per employee, changes over time as well as comparisons with 
industry averages are often used. 
To illustrate comparisons over time, assume Washburn & Lovett, CPAs, has the 


following information for two years: 


2013 2012 
Revenues $220,000,000  $180,000,000 
Number of employees 1,600 1,500 


For Washburn & Lovett, the revenue per employee ratio is computed for 2013 
and 2012 as follows: 
$220,000,000 
1,600 employees 
$180,000,000 


Revenue per employee, 2012: ——————_——— = $120,000 per employee 
1,500 employees 


Revenue per employee, 2013: = $137,500 per employee 


Washburn & Lovett increased revenues by $40,000,000 ($220,000,000 —- 
$180,000,000), or 22.2% ($40,000,000/$180,000,000) from 2012 to 2013. The number 
of employees increased by 100, or 6.7% (100 employees/1,500 employees) between 
the two years. Thus, the firm increased revenues at a rate faster than the increase in 
employees. As a result, the revenue per employee improved from $120,000 to $137,500 
between the two years, suggesting improved efficiency in generating revenues. 


560 Chapter 12 Accounting for Partnerships and Limited Liability Companies 


To illustrate comparison within an industry, the revenue per employee for Starbucks 
and Mc j’s for a recent year are as computed below. 
$10,383,000,000 


Starbucks: = $60,366 per employee 
172,000 employees 


$23,500,000,000 
McDonald's: = $58,750 per employee 
400,000 employees 


The difference in the preceding ratios is small enough to conclude that Starbucks 
and McDonald’s are equally efficient in their ability to generate revenue per employee. 

The importance of ee revenue Loa Sommers within an industry is further 
illustrated by comparing Apple, Inc., and Dell Inc. The revenue per employee for Apple, 
Inc., is $1,014,969. In contrast, Dell has revenue per employee of $756,700. Thus, 
Apple has higher revenue per employee efficiency than does Dell. 

Finally, you should note that comparisons across industries are often misleading. 
For example, Apple’s revenue per employee of $1,014,969 is much higher than Star- 
bucks’ $60,366. However, Apple is a much different company than Starbucks; thus, 
this comparison is misleading. McDonald’s is a better comparison for Starbucks, as 
is Dell for Apple. 


Example Exercise 12-7 


AccuTax, CPAs earned $4,200,000 during 2012 using 20 employees. During 2013, the firm grew revenues to $4,560,000 
and expanded the staff to 24 employees. 


a. Determine the revenue per employee for each year. 
b. Interpret the results. 


Follow My Example 12-7 


$4,200,000 
| a. 2012: _~~""_ — $910,000 per employee 
20 employees 
$4,560,000 
| 2013: ___"__ — $190,000 per employee 


24 employees 


b. While AccuTax grew revenues by $360,000 ($4,560,000 - $4,200,000), or 8.6% ($360,000/$4,200,000), the number 
of employees expanded by 4, or 20% (4/20). The growth in revenue was less than the growth in the number 
of employees; thus, the revenue per employee declined between the two years. The firm was less efficient in 
generating revenues from its employees in 2013. 


Practice Exercises: PE 12-7A, PE 12-7B 


Hy 


Describe the characteristics of proprietorships, partnerships, and limited liability companies. 


Key Points The advantages and disadvantages of proprietorships, partnerships, and limited liability compa- 
nies are summarized in Exhibit 1. 


Learning Outcomes Example Practice 


a Exercises Exercises 
* Identify the advantages and disadvantages of proprietorships, partner- 


ships, and limited liability companies. 


ELLE EIN ENT LE TER I a PT SPT TE TT LED Se PSA eee ers " 
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2 Describe and illustrate the accountin 
loss of a partnership. 


g for forming a partnership and for dividing the net income and net 


Key Points When a partnership is formed, accounts are debited for contributed assets and credited for as- 
sumed liabilities, and the partner’s capital account is credited for the net amount. The net income of a part- 


nership may be divided among the partners on the basis of services rendered, interest earned on the capital 
account balance, and the income-sharing ratio. 


Learning Outcomes Example Practice 
ae ae Exercises Exercises 
* Journalize the initial formation of a partnership and establish partner EE12-1 PE12-1A, 12-1B 
capital. 
* Determine and journalize the income distributed to each partner. EE12-2 PE12-2A, 12-2B 


™ Describe and illustrate the accounting for partner admission and withdrawal. 


Key Points Partnership assets should be restated to current values prior to admission or withdrawal of a 
partner. A new partner may be admitted into a partnership by either purchasing an interest from an existing 
partner or by purchasing an interest directly from the partnership. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Prepare for partner admission by revaluing assets to approximate EE12-3 PE12-3A, 12-3B 


current values. 


* Distinguish between partner admission through purchase from an EE12-3 PE12-3A, 12-3B 
existing partner or purchase from the partnership. 


* Determine partner bonuses. EE12-4 PE12-4A, 12-4B 


Describe and illustrate the accounting for liquidating a partnership. 


Key Points A partnership is liquidated by the (1) sale of partnership assets (realization), (2) distribution of 
gain or loss on realization to the partners, (3) payments to creditors, and (4) distribution of the remaining 
cash to partners according to their capital account balances. A partner may be deficient when the amount of 
loss distribution exceeds the capital balance. 


Example Practice 
Exercises Exercises 
EE12-5  |PE12-5A, 12-5B 


Learning Outcomes 


* Apply the four steps of liquidating a partnership for either gain or loss 
on realization. 


* Apply the four steps of partnership liquidation when there is a partner 
deficiency. 


EE12-6 |PE12-6A, 12-6B 
fe ee ee 


= Prepare the statement of partnership equity. 


Key Points A statement of partnership equity reports the changes in partnership equity from capital addi- 
tions, net income, and withdrawals. 


Example Practice 


Learning Outcomes Exercises Exercises 


* Prepare a statement of partnership equity. 
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Analyze and interpret employee efficiency. 


| Key Points The revenue per employee ratio is calculated as the total annual revenues divided by the total 
| employees. This ratio measures the total revenue earned by each employee, and thus, is a measure of the 
efficiency of each employee in revenue terms. The ratio is often used to measure efficiency trends over time 
and across similar firms. 


- Example Practice 
Peaking Surcames Exercises Exercises 
¢ Analyze and interpret the revenue per employee ratio. EE12-7 PE12-7A, 12-7B 


sep Em ESO ts mom a I QU ESE A EY Ta TIO 


Key Terms 

deficiency (556) partnership agreement (539) statement of partnership 
limited liability company (LLC) (540) realization (551) equity (558) 
liquidation (551) revenue per employee (559) statement of partnership 


liquidation (553) 


partnership (539) statement of members’ equity (558) 


Illustrative Problem 


Radcliffe, Sonders, and Towers, who share in income and losses in the ratio of 2:3:5, de- 
cided to discontinue operations as of April 30, 2012, and liquidate their partnership. After 
the accounts were closed on April 30, 2012, the following trial balance was prepared: 


Radcliffe, Sonders, and Towers 
Post-Closing Trial Balance 
April 30, 2012 


Debit Credit 
Balances Balances 
LEE CoM merase Coens CRE oer Race oR Re RESORT CML ISAS Lhe pce eas 5,900 
INGMGASINFASSEtS Ase lo emetas cievsicen, tiaicro ew vce aae-aee Case tare oS rece mn 109,900 
LIEN 0) Ud Pe cearr trace RRM EES oR Seon Tee oes ee cr OPC nee Sew te 26,800 
Radeliffe\Ga pitaliic cic caiucmmresans coss «cs. < os sat Re ae eee aE on 14,600 
SONMGers: Caplitalicc ireceazcrrass ate ccustelesgre foc- ain arcs aoe Rene Oar ear te reece 27,900 
TOWNS; Ca pital ies lesvaistssecessiatepatcat acta es coer st 01 aRRts IRS ee 46,500 
115,800 115,800 


Between May 1 and May 18, the noncash assets were sold for $27,400, and the 
liabilities were paid. 


Instructions 


1. Assuming that the partner with the capital deficiency pays the entire amount owed 
to the partnership, prepare a statement of partnership liquidation. 
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2. Journalize the entries to record (a) the sale of the assets, (b) the division of loss on 
the sale of the assets, (c) the payment of the liabilities, (d) the receipt of the defi- 
ciency, and (e) the distribution of cash to the partners. 


Solution 


3 og 
Radcliffe, Sonders, and Towers | 
: Statement of Partnership Liquidation | 
: For Period May 1-18, 2012 
| i: 
: Capital 
Noncash - Radcliffe Sonders Towers 
Cash + Assets = Liabilities + (20%) + (30%) (50%) | 
; : 
‘ Balances before realization $ 5,900 $109,000 $26,800 $14,600 $27,900 $46,500 | 
Sale of assets and division of loss +27,400 -109,000 -16,500 -24,750 -41,250 
/ Balances after realization $33,300 $ (6) $26,800 $ (1,900) $737 150 $75,250 ; 
| Payment of liabilities -26,800 -26,800 ae ae f 
| Balances after payment of liabilities $ 6,500 S irs 0 $ Oem $ (1,900) $ 3,150 Tot o7250 
| Receipt of deficiency + 1,900 + 1,900 
i Balances S$ 8,400 $ 0 $ 0 $ 0 SES SO Mi eS S250) I 
| Cash distributed to partners -8,400 Aa — 3,150 — 5,250 
| Final balances $ 0 Sie 0 PSO $ 0 $ 0 $ Oo | 
| 2) i 3 | 
1 t 
ST LL TET eC RR RUN 
Da 
{ Dn ee CC RE TIAN ORO TO TET EE, ~aeenn se AER. aerate emu 508) OE 
/ Cash 27,400 | 
| Loss on Realization 82,500 | 
| Noncash Assets 109,900 | 
| . ie | 
b. 
li iti ABARAT At SGst SRS SSS SBS USS SAS SSIS SES ASS US SUI SE SSG SNS IS USNS : 
: : 
Radcliffe, Capital 16,500 : 
Sonders, Capital 24,750 
Towers, Capital 41,250 
Loss on Realization 82,500 
Seen cis SUG EE ie sc i a SGN SRG eee 
(ee 
| Slices Ui Gti il i RES hs le i lis ESSER RAE SSO E RES ESTEE EE DBD EEE TESTES 
Liabilities 26,800 | 
Cash 26,800 


Cash 


Radcliffe, Capital 


1,900 


PRL REN IEEE TES OT NTE IE OT TET TEE 


| 
1,900 | 
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(SSS aia BITS SS ee 


Sonders, Capital 
Towers, Capital 


Cash 


Eas SSeS oe cass ek SSG SRR SAEs GSS SET as aren 


What are the main advantages of (a) proprietor- 
ships, (b) partnerships, and (c) limited liability 
companies? 


What are the disadvantages of a partnership over 
a limited liability company form of organization 
for a profit-making business? 


Emilio Alvarez and Graciela Zavala joined together 
to form a partnership. Is it possible for them to 
lose a greater amount than the amount of their 
investment in the partnership? Explain. 


What are the major features of a partnership agree- 
ment for a partnership, or an operating agreement 
for a limited liability company? 


Josiah Barlow, Patty DuMont, and Owen Maholic 
are contemplating the formation of a partnership. 
According to the partnership agreement, Barlow 
is to invest $60,000 and devote one-half time, Du- 
Mont is to invest $40,000 and devote three-fourths 
time, and Maholic is to make no investment and 
devote full time. Would Maholic be correct in as- 
suming that, since he is not contributing any assets 
to the firm, he is risking nothing? Explain. 


During the current year, Marsha Engles withdrew 
$4,000 monthly from the partnership of Engles and 


Cox Water Management Consultants. Is it possible 
that her share of partnership net income for the 
current year might be more or less than $48,000? 
Explain. 


a. What accounts are debited and credited to re- 
cord a partner’s cash withdrawal in lieu of 
salary? 


b. The articles of partnership provide for a salary 
allowance of $6,000 per month to partner C. 
If C withdrew only $4,000 per month, would 
this affect the division of the partnership net 
income? 


c. At the end of the fiscal year, what accounts 
are debited and credited to record the division 
of net income among partners? 


Explain the difference between the admission of 
a new partner to a partnership (a) by purchase 
of an interest from another partner and (b) by 
contribution of assets to the partnership. 


Why is it important to state all partnership assets 
in terms of current prices at the time of the admis- 
sion of a new partner? 


Why might a partnership pay a bonus to a newly 
admitted partner? 
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Practice Exercises 


Learning 
Objectives 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ. 3 


Example 
Exercises 


EE 12-1 p.542 


EE 12-1 p.542 


EE 12-2 p.545 


EE 12-2 p.545 


EE 12-3 p.548 


PE 12-1A Journalize partner’s original investment 


Brittany Adams contributed a patent, accounts receivable, and $61,000 cash to a partner- 
ship. The patent had a book value of $56,000. However, the technology covered by the 
patent appeared to have significant market potential. Thus, the patent was appraised at 
$240,000. The accounts receivable control account was $78,000, with an allowance for 
doubtful accounts of $4,000. The partnership also assumed a $15,000 account payable 
from Adams. 

Provide the journal entry for Adams’ contribution to the partnership. 


PE12-1B Journalize partner’s original investment 


Kevin LaRoche contributed land, inventory, and $28,000 cash to a partnership. The land 
had a book value of $65,000 and a market value of $135,000. The inventory had a book 
value of $60,000 and a market value of $51,000. The partnership also assumed a $50,000 
note payable owed by LaRoche that was used originally to purchase the land. 

Provide the journal entry for LaRoche’s contribution to the partnership. 


PE 12-2A Dividing partnership net income 

Cody Paulson and Hannah O’Brien formed a partnership, dividing income as follows: 
1. Annual salary allowance to Paulson of $26,000. 

2. Interest of 5% on each partner’s capital balance on January 1. 

3. Any remaining net income divided to Paulson and O’Brien, 2:1. 


Paulson and O’Brien had $50,000 and $120,000, respectively, in their January 1 capital 
balances. Net income for the year was $33,000. 
How much net income should be distributed to Paulson? 


PE 12-2B Dividing partnership net income 

Alex Conyers and Shaunika Stevens formed a partnership, dividing income as follows: 
1. Annual salary allowance to Stevens of $45,000. 

2. Interest of 8% on each partner’s capital balance on January 1. 

3. Any remaining net income divided equally. 

Conyers and Stevens had $50,000 and $160,000, respectively, in their January 1 capital 


balances. Net income for the year was $200,000. 
How much net income should be distributed to Stevens? 


PE 12-3A_ Revaluing and contributing assets to a partnership 

Antoine Dodd purchased one-half of Kyle Bryan’s interest in the Rich and Bryan partner- 
ship for $24,000. Prior to the investment, land was revalued to a market value of $110,000 
from a book value of $84,000. Zach Rich and Kyle Bryan share net income equally. Bryan 
had a capital balance of $25,000 prior to these transactions. 

a. Provide the journal entry for the revaluation of land. 


b. Provide the journal entry to admit Dodd. 
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Learning 
Objectives 


OBJ.3 


OBJ. 3 


OBJ.3 


OBJ.4 


OBJ.4 


OBJ.4 


OBJ. 4 
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Example 
Exercises 


EE 12-3 p. 548 


EE 12-4 p.550 


EE 12-4 p. 550 


EE 12-5 p.555 


EE 12-5 p.555 


EE 12-6 p.558 


EE 12-6 558 


PE 12-3B_ Revaluing and contributing assets to a partnership 

Naseef Asad invested $75,000 in the Lionel and Morehouse partnership for ownership 
equity of $75,000. Prior to the investment, equipment was revalued to a market value of 
$57,000 from a book value of $33,000. Justin Lionel and Courtney Morehouse share net 
income in a 2:1 ratio. 

a. Provide the journal entry for the revaluation of equipment. 


b. Provide the journal entry to admit Asad. 


PE 12-4A Partner bonus 

Sharpe has a capital balance of $300,000 after adjusting assets to fair market value. Rojas 

contributes $250,000 to receive a 60% interest in a new partnership with Sharpe. 
Determine the amount and recipient of the partner bonus. 


PE 12-4B Partner bonus 

Joshi has a capital balance of $80,000 after adjusting assets to fair market value. Costas 

contributes $40,000 to receive a 40% interest in a new partnership with Joshi. 
Determine the amount and recipient of the partner bonus. 


PE 12-5A _Liquidating partnerships 

Prior to liquidating their partnership, Fowler and Ericson had capital accounts of $26,000 
and $40,000, respectively. Prior to liquidation, the partnership had no cash assets other 
than what was realized from the sale of assets. These partnership assets were sold for 
$86,000. The partnership had $12,000 of liabilities. Fowler and Ericson share income and 
losses equally. Determine the amount received by Fowler as a final distribution from 
liquidation of the partnership. 


PE 12-5B_ Liquidating partnerships 

Prior to liquidating their partnership, Quinn and Kestor had capital accounts of $200,000 
and $120,000, respectively. Prior to liquidation, the partnership had no cash assets other 
than what was realized from the sale of assets. These partnership assets were sold for 
$240,000. The partnership had $30,000 of liabilities. Quinn and Kestor share income 
and losses equally. Determine the amount received by Quinn as a final distribution from 
liquidation of the partnership. 


PE 12-6A_ Liquidating partnerships—deficiency 


Prior to liquidating their partnership, Jolly and Haines had capital accounts of $80,000 
and $45,000, respectively. The partnership assets were sold for $30,000. The partnership 
had no liabilities. Jolly and Haines share income and losses equally. 

a. Determine the amount of Haines’ deficiency. 


b. Determine the amount distributed to Jolly, assuming Haines is unable to satisfy the 
deficiency. 


PE 12-6B Liquidating partnerships—deficiency 

Prior to liquidating their partnership, Chow and Fuentes had capital accounts of $85,000 
and $165,000, respectively. The partnership assets were sold for $45,000. The partnership 
had no liabilities. Chow and Fuentes share income and losses equally. 

a. Determine the amount of Chow’s deficiency. 


b. Determine the amount distributed to Fuentes, assuming Chow is unable to satisfy the 
deficiency. 


Learning Example 
Objectives Exercises 


OBJ.6 £EE12-7 1.560 


OBJ.6 EE12-7 p.560 
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PE12-7A Revenue per employee 


Aaron and Rogers, CPAs earned $12,600,000 during 2012 using 90 employees. During 
2013, the firm grew revenues to $14,400,000 and expanded the staff to 96 employees. 
a. Determine the revenue per employee for each year. 


b. Interpret the results. 


PE12-7B Revenue per employee 


TechSystems, Architects earned $3,600,000 during 2012 using 20 employees. During 2013, 
the firm reduced revenues to $3,200,000 and reduced the staff to 16 employees. 


a. Determine the revenue per employee for each year. 
b. Interpret the results. 


OBJ. 2 


OBJ.2 


EX 12-1 Record partner’s original investment 


Amber Moss and Latoya Pell decide to form a partnership by combining the assets of 
their separate businesses. Moss contributes the following assets to the partnership: cash, 
$15,000; accounts receivable with a face amount of $159,000 and an allowance for doubt- 
ful accounts of $9,700; merchandise inventory with a cost of $100,000; and equipment 
with a cost of $155,000 and accumulated depreciation of $100,000. 

The partners agree that $6,000 of the accounts receivable are completely worthless and 
are not to be accepted by the partnership, that $11,400 is a reasonable allowance for the 
uncollectibility of the remaining accounts, that the merchandise inventory is to be recorded 
at the current market price of $91,450, and that the equipment is to be valued at $62,500. 

Journalize the partnership’s entry to record Moss’s investment. 


EX 12-2 Record partner’s original investment 

Jessica Kimble and Carlos Segura form a partnership by combining assets of their for- 
mer businesses. The following balance sheet information is provided by Kimble, sole 
proprietorship: 


Cash $ 50,000 
Accounts receivable $100,000 

Less: Allowance for doubtful accounts 5,900 94,100 
Land 180,000 
Equipment $ 70,000 

Less: Accumulated depreciation—equipment 43,000 27,000 
Total assets $351,100 
Accounts payable $ 22,500 
Notes payable 80,000 
Jessica Kimble, capital 248,600 
Total liabilities and owner's equity $351,100 


Kimble obtained appraised values for the land and equipment as follows: 


Land $284,000 
Equipment 19,000 


An analysis of the accounts receivable indicated that the allowance for doubtful accounts 


should be increased to $7,000. 
Journalize the partnership’s entry for Kimble’s investment. 
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OBJ.2 
V b. Wyatt, $315,000 


OBJ.2 
V c. Wyatt, $76,320 


OBJ.2 


OBJ.2 


OBJ. 2 


¥ a. Richards, 
$85,200 


OBJ. 2,5 


v a. Nelson, 
$269,890 


EX 12-3 Dividing partnership income 

Jennifer Wyatt and Megan Truett formed a partnership, investing $330,000 and $110,000, 
respectively. Determine their participation in the year’s net income of $420,000 under 
each of the following independent assumptions: (a) no agreement concerning division 
of net income; (b) divided in the ratio of original capital investment; (c) interest at the 
rate of 8% allowed on original investments and the remainder divided in the ratio of 2:3; 
(d) salary allowances of $50,000 and $70,000, respectively, and the balance divided equally; 
(e) allowance of interest at the rate of 8% on original investments, salary allowances of 
$50,000 and $70,000, respectively, and the remainder divided equally. 


EX 12-4 Dividing partnership income 


Determine the income participation of Wyatt and Truett, according to each of the five as- 
sumptions as to income division listed in Exercise 12-3 if the year’s net income is $160,000. 


EX 12-5 Dividing partnership net loss 

Ashley Adams and Michael Rovell formed a partnership in which the partnership agree- 
ment provided for salary allowances of $45,000 and $35,000, respectively. Determine the 
division of a $30,000 net loss for the current year. : 


EX 12-6 Negotiating income-sharing ratio 

Sixty-year-old Mary Filmore retired from her computer consulting business in Boston and 
moved to Florida. There she met 27-year-old Emily Wright, who had just graduated from 
Eldon Community College with an associate degree in computer science. Mary and Emily 
formed a partnership called F&W Computer Consultants. Mary contributed $35,000 for 
startup costs and devoted one-half time to the business. Emily devoted full time to the 
business. The monthly drawings were $2,000 for Mary and $4,000 for Emily. 

At the end of the first year of operations, the two partners disagreed on the division 
of net income. Mary reasoned that the division should be equal. Although she devoted 
only one-half time to the business, she contributed all of the startup funds. Emily reasoned 
that the income-sharing ratio should be 2:1 in her favor because she devoted full time to 
the business and her monthly drawings were twice those of Mary. 


a. Can you identify any flaws in the partners’ reasoning regarding the income-sharing 
ratio? 


b. How could an income-sharing agreement resolve this dispute? 


EX 12-7 Dividing LLC income 

Joshua Richards and Taylor Clark formed a limited liability company with an operating 
agreement that provided a salary allowance of $60,000 and $50,000 to each member, 
respectively. In addition, the operating agreement specified an income-sharing ratio of 
3:2. The two members withdrew amounts equal to their salary allowances. 

a. Determine the division of $152,000 net income for the year. 


b. Provide journal entries to close the (1) income summary and (2) drawing accounts for 
the two members. 


c. If the net income were less than the sum of the salary allowances, how would income 
be divided between the two members of the LLC? 


EX 12-8 Dividing LLC net income and statement of members’ equity 


Macro Media, LLC, has three members: WLKT Partners, Amanda Nelson, and Daily Sen- 
tinel Newspaper, LLC. On January 1, 2012, the three members had equity of $250,000, 
$50,000, and $140,000, respectively. WLKT Partners contributed an additional $50,000 to 
Macro Media, LLC, on June 1, 2012. Amanda Nelson received an annual salary allowance 
of $88,700 during 2012. The members’ equity accounts are also credited with 10% interest 
on each member’s January 1 capital balance. Any remaining income is to be shared in 


OBJ.2 


OBJ.3 


OBJ.3 
V b. Faber, $120,000 


OBJ.3 
v b. Rivas, $65,000 
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the ratio of 4:3:3 among the three members. The net income for Macro Media, LLC, for 


2012 was $720,000. Amounts equal to the salary and interest allowances were withdrawn 
by the members. 


a. Determine the division of income among the three members. 


b. Prepare the journal entry to close the net income and withdrawals to the individual 
member equity accounts. 


c. Prepare a statement of members’ equity for 2012. 


. What are the advantages of an income-sharing agreement for the members of this LLC? 


EX 12-9 Partner income and withdrawal journal entries 


The notes to the annual report for KPMG LLP (U.K.) indicated the following policies re- 
garding the partners’ capital: 


The allocation of profits to those who were partners during the financial year oc- 
curs following the finalization of the annual financial statements. During the year, 
partners receive monthly drawings and, from time to time, additional profit distri- 
butions. Both the monthly drawings and profit distributions represent payments on 
account of current-year profits and are reclaimable from partners until profits have 
been allocated. 


Assume that the partners draw £40 million per month for 2012 and the net income 
for the year is £600 million. Journalize the partner capital and partner drawing control 
accounts in the following requirements: 


a. Provide the journal entry for the monthly partner drawing for January. 

b. Provide the journal entry to close the income summary account at the end of the year. 
c. Provide the journal entry to close the drawing account at the end of the year. 
d. 


Why would partner drawings be considered “reclaimable” until profits have been 
allocated? 


EX 12-10 Admitting new partners 


Lily Yuan and Kayla Dunn are partners who share in the income equally and have capital 
balances of $180,000 and $62,500, respectively. Yuan, with the consent of Dunn, sells 
one-third of her interest to Rachel Burnett. What entry is required by the partnership if 
the sales price is (a) $40,000? (b) $80,000? 


EX 12-11 Admitting new partners who buy an interest and contribute assets 

The capital accounts of Jonathan Faber and Faheem Ahmad have balances of $150,000 
and $110,000, respectively. Lauren Wells and Rachel Lee are to be admitted to the part- 
nership. Wells buys one-fifth of Faber’s interest for $35,000 and one-fourth of Ahmad’s 
interest for $25,000. Lee contributes $70,000 cash to the partnership, for which she is to 
receive an ownership equity of $70,000. 

a. Journalize the entries to record the admission of (1) Wells and (2) Lee. 


b. What are the capital balances of each partner after the admission of the new partners? 


EX 12-12 Admitting new partner who contributes assets 

After the tangible assets have been adjusted to current market prices, the capital accounts 
of Brandon Newman and Latrell Osbourne have balances of $75,000 and $125,000, re- 
spectively. Juan Rivas is to be admitted to the partnership, contributing $50,000 cash to 
the partnership, for which he is to receive an ownership equity of $65,000. All partners 
share equally in income. 

a. Journalize the entry to record the admission of Rivas, who is to receive a bonus of $15,000. 
b. What are the capital balances of each partner after the admission of the new partner? 
c. Why are tangible assets adjusted to current market prices, prior to admitting a new 

partner? 
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OBJ.3 


OBJ. 3 


V b. (2) Bonus paid 
to Mann, $15,000 


OBJ.3 


V b. (1) Bonus paid 
to Jenkins, $11,000 


OBJ. 2,3,5 

V Wilson capital, 
Dec. 31, 2012, 
$191,700 


EX 12-13 Admitting new partner with bonus 

Andrew Hall and Brian Li formed a partnership to provide landscaping services. Hall and 
Li shared profits and losses equally. After all the tangible assets have been adjusted to 
current market prices, the capital accounts of Andrew Hall and Brian Li have balances of 
$54,000 and $71,000, respectively. Kristin Lane has expertise with using the computer to 
prepare landscape designs, cost estimates, and renderings. Hall and Li deem these skills 
useful; thus, Lane is admitted to the partnership at a 30% interest for a purchase price 
of $35,000. 

a. Determine the recipient and amount of the partner bonus. 

b. Provide the journal entry to admit Lane into the partnership. 


c. Why would a bonus be paid in this situation? 


EX 12-14 Admitting a new LLC member with bonus 

HealthSource, LLC, consists of two doctors, Drew and Moore, who share in all income 

and losses according to a 2:3 income-sharing ratio. Dr. Mann has been asked to join the 

LLC. Prior to admitting Mann, the assets of HealthSource were revalued to reflect their 

current market values. The revaluation resulted in medical equipment being increased by 

$35,000. Prior to the revaluation, the equity balances for Drew and Moore were $201,000 

and $289,000, respectively. 

a. Provide the journal entry for the asset revaluation. 

b. Provide the journal entry for the bonus under the following independent situations: 
1. Mann purchased a 30% interest in HealthSource, LLC, for $285,000. 


2. Mann purchased a 25% interest in HealthSource, LLC, for $155,000. 


EX 12-15 Admitting new partner with bonus 


J. Witt and K. Torres are partners in Whole Earth Consultants. Witt and Torres share 
income equally. L. Jenkins will be admitted to the partnership. Prior to the admission, 
equipment was revalued downward by $12,000. The capital balances of each partner are 
$106,000 and $141,000, respectively, prior to the revaluation. 


a. Provide the journal entry for the asset revaluation. 


b. Provide the journal entry for Jenkins’ admission under the following independent 
situations: 


1. Jenkins purchased a 20% interest for $45,000. 
2. Jenkins purchased a 30% interest for $135,000. 


EX 12-16 Partner bonuses, statement of partners’ equity 
The partnership of Angel Investor Associates began operations on January 1, 2012, with 
contributions from two partners as follows: 


Scott Wilson 
Michael Goforth 


$120,000 
80,000 


The following additional partner transactions took place during the year: 


1. In early January, Lance McGinnis is admitted to the partnership by contributing $50,000 
cash for a 20% interest. 


2. Net income of $250,000 was earned in 2012. In addition, Scott Wilson received a sal- 
ary allowance of $45,000 for the year. The three partners agree to an income-sharing 
ratio equal to their capital balances after admitting McGinnis. 


3. The partners’ withdrawals are equal to half of the increase in their capital balances 
from salary allowance and income. 


Prepare a statement of partnership equity for the year ended December 51 2042. 


OBJ.3 


OBJ.2,3,5 
W a. 2:3 


OBJ.4 
V a. $6,000 loss 


OBJ.4 
V Mason, $40,000 
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EX 12-17 Withdrawal of partner 


David Winner is to retire from the partnership of Winner and Associates as of March 31, 
the end of the current fiscal year. After closing the accounts, the capital balances of the 
partners are as follows: David Winner, $210,000; Alexis Richards, $125,000; and Marcus 
Williams, $140,000. They have shared net income and net losses in the ratio of 3:2:2. The 
partners agree that the merchandise inventory should be increased by $32,000, and the 
allowance for doubtful accounts should be increased by $4,000. Winner agrees to accept 
a note for $150,000 in partial settlement of his ownership equity. The remainder of his 
claim is to be paid in cash. Richards and Williams are to share equally in the net income 
or net loss of the new partnership. 

Journalize the entries to record (a) the adjustment of the assets to bring them into agree- 
ment with current market prices and (b) the withdrawal of Winner from the partnership. 


EX 12-18 Statement of members’ equity, admitting new member 
The statement of members’ equity for Bonanza, LLC, is shown below. 
Bonanza, LLC 


Statement of Members’ Equity 
For the Years Ended December 31, 2012 and 2013 


Idaho Silver 
Properties, Holdings, Justin 
LLC, LLC, Thomas Total 
Member Member Member Members’ 

Equity Equity Equity Equity 
Members’ equity, December 31, 2011 $552,000 $420,500 § 972,500 
Net income 128,000 192,000 320,000 
Members’ equity, December 31, 2012 $680,000 $612,500 $1,292,500 
Thomas contribution, January 1, 2013 8,000 12,000 $250,000 270,000 
Net income 90,000 225,000 135,000 450,000 
Less member withdrawals (32,000) (48,000) (50,000) (130,000) 
Members’ equity, December 31, 2013 $746,000 $801,500 $335,000 $1,882,500 


What was the income-sharing ratio in 2012? 
. What was the income-sharing ratio in 2013? 


How much cash did Justin Thomas contribute to Bonanza, LLC, for his interest? 


a 7S 


. Why do the member equity accounts of Idaho Properties, LLC, and Silver Holdings, 
LLC, have positive entries for Justin Thomas’ contribution? 


e. What percentage interest of Bonanza did Justin Thomas acquire? 


f. Why are withdrawals less than net income? 


EX 12-19 Distribution of cash upon liquidation 


Lyle and Fisher are partners, sharing gains and losses equally. They decide to terminate 
their partnership. Prior to realization, their capital balances are $15,000 and $7,000, 
respectively. After all noncash assets are sold and all liabilities are paid, there is a cash 
balance of $16,000. 


a. What is the amount of a gain or loss on realization? 
b. How should the gain or loss be divided between Lyle and Fisher? 
c. How should the cash be divided between Lyle and Fisher? 


EX 12-20 Distribution of cash upon liquidation 

Deaiel Mason and Srini Kumar, with capital balances of $34,000 and $36,000, respec- 
tively, decide to liquidate their partnership. After selling the noncash assets and paying 
the liabilities, there is $82,000 of cash remaining. If the partners share income and losses 
equally, how should the cash be distributed? 
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OBJ. 4 
V b. $79,500 


OBJ. 4 
V a. Deacon, $650 


OBJ. 4 


EX 12-21 Liquidating partnerships—capital deficiency 

Gifford, Lawrence, and Ma share equally in net income and net losses. After the partner- 
ship sells all assets for cash, divides the losses on realization, and pays the liabilities, the 
balances in the capital accounts are as follows: Gifford, $32,000 Cr.; Lawrence, $62,500 
Cr.; Ma, $15,000 Dr. 

a. What term is applied to the debit balance in Ma’s capital account? 

b. What is the amount of cash on hand? 


c. Journalize the transaction that must take place for Gifford and Lawrence to receive 
cash in the liquidation process equal to their capital account balances. 


EX 12-22 Distribution of cash upon liquidation 

Deacon, Raines, and Francis arranged to import and sell orchid corsages for a university 
dance. They agreed to share equally the net income or net loss of the venture. Deacon 
and Raines advanced $300 and $450 of their own respective funds to pay for advertising 
and other expenses. After collecting for all sales and paying creditors, the partnership 
has $1,800 in cash. 


a. How should the money be distributed? 


b. Assuming that the partnership has only $600 instead of $1,800, do any of the*three 
partners have a capital deficiency? If so, how much? 


EX 12-23 Liquidating partnerships—capital deficiency 

Arnold, Peters, and Suzuki are partners sharing income 3:2:1. After the firm’s loss from 
liquidation is distributed, the capital account balances were: Arnold, $18,000 Dr.; Peters, 
$75,000 Cr.; and Suzuki, $55,000 Cr. If Arnold is personally bankrupt and unable to pay 
any of the $18,000, what will be the amount of cash received by Peters and Suzuki upon 
liquidation? 


EX 12-24 Statement of partnership liquidation 


After closing the accounts on July 1, prior to liquidating the partnership, the capital ac- 
count balances of Jessup, King, and Oliver are $70,000, $43,000, and $22,000, respectively. 
Cash, noncash assets, and liabilities total $62,000, $108,000, and $35,000, respectively. 
Between July 1 and July 29, the noncash assets are sold for $90,000, the liabilities are 
paid, and the remaining cash is distributed to the partners. The partners share net in- 
come and loss in the ratio of 3:2:1. Prepare a statement of partnership liquidation for 
the period July 1-29, 2012. 


EX 12-25 Statement of LLC liquidation 


Hall, Lang, and Das are members of Evergreen Sales, LLC, sharing income and losses 
in the ratio of 2:2:1, respectively. The members decide to liquidate the limited liability 
company. The members’ equity prior to liquidation and asset realization on May 1, 2012, 
are as follows: 


Hall $37,000 
Lang 40,000 
Das 18,000 
Total $95,000 


In winding up operations during the month of May, noncash assets with a book value of 
$107,000 are sold for $123,000, and liabilities of $25,000 are satisfied. Prior to realization, 
Evergreen Sales has a cash balance of $13,000. 


a. Prepare a statement of LLC liquidation. 
b. Provide the journal entry for the final cash distribution to members. 


c. What is the role of the income- and loss-sharing ratio in liquidating a LLC? 
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OBJ. 2,5 EX 12-26 Partnership entries and statement of partners’ equity 

v b. Menendez, The capital accounts of Gary Menendez and Melissa Breeden have balances of $75,000 
Capital, Dec. 31, and $55,000, respectively, on January 1, 2012, the beginning of the current fiscal year. 
$89,000 On April 10, Menendez invested an additional $12,000. During the year, Menendez and 


Breeden withdrew $44,000 and $35,000, respectively, and net income for the year was 
$92,000. The articles of partnership make no reference to the division of net income. 


a. Journalize the entries to close (1) the income summary account and (2) the drawing 
accounts. 


b. Prepare a statement of partners’ equity for the current year for the partnership of 
Menendez and Breeden. 


OBJ.6 EX 12-27 Revenue per professional staff 


oa The accounting firm of Deloitte & Touche is the largest international accounting firm in the 
* 4 FAT) world as ranked by total revenues. For the last two years, Deloitte & Touche reported 


the following for its U.S. operations: 


2009 2008 
Revenue (in billions) $26.1 $27.4 
Number of professional staff (including partners) 139,760 133,100 


a. For 2009 and 2008, determine the revenue per professional staff. Round to the nearest 
thousand dollars. 


b. Interpret the trend between the two years. 


OBJ.6 EX 12-28 Revenue per employee 
Commerical Cleaning Services, LLC, provides cleaning services for office buildings. The 
firm has 10 members in the LLC, which did not change between 2012 and 2013. Dur- 


ing 2013, the business terminated two commercial contracts. The following revenue and 
employee information is provided: 


2013 2012 
Revenues (in thousands) $20,000 $22,400 
Number of employees (excluding members) 160 200 


a. For 2013 and 2012, determine the revenue per employee (excluding members). 


b. Interpret the trend between the two years. 


Problems Series A | 


OBJ. 2 PR12-1A_ Entries and balance sheet for partnership 

V 3.Colenetincome, On August 1, 2012, Wardell Cole and Marva Landers form a partnership. Cole agrees 
$47,200 to invest $15,600 in cash and merchandise inventory valued at $62,400. Landers invests 
certain business assets at valuations agreed upon, transfers business liabilities, and con- 
tributes sufficient cash to bring her total capital to $60,000. Details regarding the book 
values of the business assets and liabilities, and the agreed valuations, follow: 


Landers’ Ledger Agreed-Upon 


Balance Valuation 
Accounts Receivable $25,300 $23,700 
Allowance for Doubtful Accounts 1,500 1,900 
Equipment 92,300 } Bon 
Accumulated Depreciation—Equipment 35,600 
Accounts Payable 20,000 20,000 


Notes Payable 30,000 30,000 
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OBS. 2 


Vv 1. f. Dyer net 
income, $41,600 


OBJ. 2,5 

V 2. Dec. 31 
capital—Adkins, 
$85,000 


The partnership agreement includes the following provisions regarding the division of 
net income: interest on original investments at 10%, salary allowances of $22,500 (Cole) 


and $30,400 (Landers), and the remainder equally. 


Instructions 

1. Journalize the entries to record the investments of Cole and Landers in the partnership 
accounts. 

2. Prepare a balance sheet as of August 1, 2012, the date of formation of the partnership 
of Cole and Landers. 

3. After adjustments and the closing of revenue and expense accounts at July 31, 2013, 
the end of the first full year of operations, the income summary account has a credit 
balance of $100,500, and the drawing accounts have debit balances of $25,000 (Cole) 
and $30,400 (Landers). Journalize the entries to close the income summary account 
and the drawing accounts at July 31, 2013. 


PR 12-2A Dividing partnership income 


Dyer and Salinas have decided to form a partnership. They have agreed that Dyer is to 
invest $120,000 and that Salinas is to invest $40,000. Dyer is to devote one-half time to 
the business and Salinas is to devote full time. The following plans for the division of 
income are being considered: 


a. Equal division. 
In the ratio of original investments. 
In the ratio of time devoted to the business. 


Interest of 12% on original investments and the remainder equally. 


ona 0 Ft 


Interest of 12% on original investments, salary allowances of $32,000 to Dyer and 
$64,000 to Salinas, and the remainder equally. 


bac) 


Plan (e), except that Salinas is also to be allowed a bonus equal to 20% of the amount 
by which net income exceeds the total salary allowances. 


Instructions 


For each plan, determine the division of the net income under each of the following 
assumptions: (1) net income of $108,000 and (2) net income of $150,000. Present the 
data in tabular form, using the following columnar headings: 


$108,000 $150,000 


Plan Dyer Salinas Dyer Salinas 


PR 12-3A_ Financial statements for partnership 


The ledger of Aiden Durant and Jasmine Adkins, attorneys-at-law, contains the follow- 
ing accounts and balances after adjustments have been recorded on December 31, 2012: 


Aiden, Durant, Adkins 
Trial Balance 
December 31, 2012 


Debit Credit 

Balances Balances 
Cash 42,000 
Accounts Receivable 42,300 
Supplies 1,500 
Land 100,000 
Building 108,100 
Accumulated Depreciation—Building 62,500 
Office Equipment 46,000 
Accumulated Depreciation—Office Equipment 19,400 
Accounts Payable 29,800 
Salaries Payable 3,200 
Aiden Durant, Capital 100,000 


Aiden Durant, Drawing 45,000 


OBJ.3 


v 3. Total assets, 
$282,500 


GENERAL 
* LEDGER:* 
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Jasmine Adkins, Capital 60,000 
Jasmine Adkins, Drawing 65,000 
Professional Fees 364,500 
Salary Expense 146,000 
Depreciation Expense—Building 14,500 
Property Tax Expense 9,000 
Heating and Lighting Expense 7,200 
Supplies Expense 5,200 
Depreciation Expense—Office Equipment 4,500 
Miscellaneous Expense 3,100 
639,400 639,400 


The balance in Adkins’ capital account includes an additional investment of $10,000 made 
on August 10, 2012. 
Instructions 


1. Prepare an income statement for 2012, indicating the division of net income. The ar- 
ticles of partnership provide for salary allowances of $40,000 to Durant and $50,000 
to Adkins, allowances of 10% on each partner’s capital balance at the beginning of 
the fiscal year, and equal division of the remaining net income or net loss. 


2. Prepare a statement of partners’ equity for 2012. 
3. Prepare a balance sheet as of the end of 2012. 


PR12-4A Admitting new partner 


Tosio Kato and Angela Gordon have operated a successful firm for many years, sharing 
net income and net losses equally. Tricia McCay is to be admitted to the partnership on 
May 1 of the current year, in accordance with the following agreement: 


a. Assets and liabilities of the old partnership are to be valued at their book values as 
of April 30, except for the following: 


* Accounts receivable amounting to $2,400 are to be written off, and the allowance 
for doubtful accounts is to be increased to 5% of the remaining accounts. 


* Merchandise inventory is to be valued at $63,200. 
* Equipment is to be valued at $141,900. 


b. McCay is to purchase $60,000 of the ownership interest of Gordon for $65,000 cash 
and to contribute another $35,000 cash to the partnership for a total ownership equity 
of $95,000. 


The post-closing trial balance of Kato and Gordon as of April 30 is as follows: 


Kato and Gordon 
Post-Closing Trial Balance 


April 30, 2012 
Debit Credit 

Balances Balances 
Cash 6,000 
Accounts Receivable 38,400 
Allowance for Doubtful Accounts 1,400 
Merchandise Inventory 59,000 
Prepaid Insurance 2,200 
Equipment 165,000 
Accumulated Depreciation—Equipment 51,700 
Accounts Payable 9,500 
Notes Payable 40,000 
Tosio Kato, Capital 90,000 
Angela Gordon, Capital 78,000 


270,600 270,600 
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Instructions 

1. Journalize the entries as of April 30 to record the revaluations, using a temporary ac- 
count entitled Asset Revaluations. The balance in the accumulated depreciation account 
is to be eliminated. After journalizing the revaluations, close the balance of the asset 
revaluations account to the capital accounts of Tosio Kato and Angela Gordon. 


2. Journalize the additional entries to record McCay’s entrance to the partnership on May 
LezOik2: 


3. Present a balance sheet for the new partnership as of May 1, 2012. 


PR12-5A Statement of partnership liquidation 

After the accounts are closed on July 3, 2012, prior to liquidating the partnership, the 
capital accounts of Rebecca Adams, Austin Cooper, and Ricardo Ruiz are $22,400, $5,300, 
and $31,900, respectively. Cash and noncash assets total $8,800 and $68,800, respectively. 
Amounts owed to creditors total $18,000. The partners share income and losses in the 
ratio of 2:1:1. Between July 3 and July 29, the noncash assets are sold for $33,200, the 
partner with the capital deficiency pays his deficiency to the partnership, and the liabili- 
ties are paid. 


Instructions . 

1. Prepare a statement of partnership liquidation, indicating (a) the sale of assets and 
division of loss, (b) the payment of liabilities, (©) the receipt of the deficiency (from 
the appropriate partner), and (d) the distribution of cash. 

2. Assume the partner with the capital deficiency declares bankruptcy and is unable to 
pay the deficiency. Journalize the entries to (a) allocate the partner’s deficiency and 
(b) distribute the remaining cash. 


PR12-6A Statement of partnership liquidation 

On October 1, 2012, the firm of Sams, Price, and Ladd decided to liquidate their partner- 
ship. The partners have capital balances of $54,000, $77,000, and $12,000, respectively. The 
cash balance is $26,000, the book values of noncash assets total $155,000, and liabilities 
total $38,000. The partners share income and losses in the ratio of 2:2:1. 


Instructions 


1. Prepare a statement of partnership liquidation, covering the period October 1-30 2012, 
for each of the following independent assumptions: 


a. All of the noncash assets are sold for $212,000 in cash, the creditors are paid, and 
the remaining cash is distributed to the partners. 


b. All of the noncash assets are sold for $70,000 in cash, the creditors are paid, the 
partner with the debit capital balance pays the amount owed to the firm, and the 
remaining cash is distributed to the partners. 


2. Assume the partner with the capital deficiency in part (b) above declares bankruptcy 
and is unable to pay the deficiency. Journalize the entries to (a) allocate the partner’s 
deficiency and (b) distribute the remaining cash. 


Problems Series B 


OBJ. 2 


V 3. Harber net 
income, $56,900 


NAY Tits 


} 
“GENERAL 
*LEDGERS* 


PR 12-1B_ Entries and balance sheet for partnership 


On June 1, 2011, Anne Harber and Heather Lamb form a partnership. Harber agrees to 
invest $16,000 cash and merchandise inventory valued at $42,000. Lamb invests certain 
business assets at valuations agreed upon, transfers business liabilities, and contributes 
sufficient cash to bring her total capital to $80,000. Details regarding the book values of 
the business assets and liabilities, and the agreed valuations, follow: 


OBJ. 2 


V 1. f. Snyder net 
income, $128,900 


OBJ. 2,5 


V 2. Dec. 31 capital— The ledger of Jin Ding and Paul Hoffman, attorneys-at-law, contains the following accounts 


Hoffman, $201,200 
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Lamb’s Ledger Agreed-Upon 


Balance Balance 
Accounts Receivable $21,400 $19,400 
Allowance for Doubtful Accounts 1,000 1,300 
Merchandise Inventory 24,300 25,900 
Equipment 44,000 
Accumulated Depreciation—Equipment 14,000 } re 
Accounts Payable 7,000 7,000 
Notes Payable 5,000 5,000 


The partnership agreement includes the following provisions regarding the division of 
net income: interest of 10% on original investments, salary allowances of $36,000 (Harber) 
and $22,000 (Lamb), and the remainder equally. 


Instructions 


1. Journalize the entries to record the investments of Harber and Lamb in the partnership 
accounts. 


2. Prepare a balance sheet as of June 1, 2011, the date of formation of the partnership 
of Harber and Lamb. 


3. After adjustments and the closing of revenue and expense accounts at May 31, 2012, 
the end of the first full year of operations, the income summary account has a credit 
balance of $102,000, and the drawing accounts have debit balances of $40,000 (Harber) 
and $25,000 (Lamb). Journalize the entries to close the income summary account and 
the drawing accounts at May 31, 2012. 


PR 12-2B Dividing partnership income 


Tim Snyder and Jay Wise have decided to form a partnership. They have agreed that 
Snyder is to invest $30,000 and that Wise is to invest $40,000. Snyder is to devote full 
time to the business, and Wise is to devote one-half time. The following plans for the 
division of income are being considered: 


a. Equal division. 


b. In the ratio of original investments. 

c. In the ratio of time devoted to the business. 

d. Interest of 10% on original investments and the remainder in the ratio of 3:2. 

e. Interest of 10% on original investments, salary allowances of $34,000 to Snyder and 
$17,000 to Wise, and the remainder equally. 

f. Plan (e), except that Snyder is also to be allowed a bonus equal to 20% of the amount 


by which net income exceeds the total salary allowances. 


Instructions 

For each plan, determine the division of the net income under each of the following as- 
sumptions: (1) net income of $210,000 and (2) net income of $84,000. Present the data 
in tabular form, using the following columnar headings: 


$210,000 $84,000 
Plan Snyder Wise Snyder Wise 


PR 12-3B Financial statements for partnerships 


and balances after adjustments have been recorded on December 31, 2012: 
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Ding and Hoffman 
Trial Balance 
December 31, 2012 


Debit Credit 

Balances Balances 
Cash 26,900 
Accounts Receivable 41,300 
Supplies 6,700 
Land 140,000 
Building 160,000 
Accumulated Depreciation—Building 52,000 
Office Equipment 62,000 
Accumulated Depreciation—Office Equipment 21,300 
Accounts Payable 3,400 
Salaries Payable 5,200 
Jin Ding, Capital 130,000 
Jin Ding, Drawing 50,000 
Paul Hoffman, Capital 170,000 
Paul Hoffman, Drawing 60,000 
Professional Fees 583,200 
Salary Expense 315,700 
Depreciation Expense—Building 75,000 
Heating and Lighting Expense 11,900 
Depreciation Expense—Office Equipment 6,700 
Property Tax Expense 3,500 
Supplies Expense 3,400 
Miscellaneous Expense 2,000 

965,100 965,100 


The balance in Hoffman’s capital account includes an additional investment of $20,000 
made on April 5, 2012. 


Instructions 

1. Prepare an income statement for the current fiscal year, indicating the division of net 
income. The articles of partnership provide for salary allowances of $60,000 to Ding 
and $75,000 to Hoffman, allowances of 12% on each partner’s capital balance at the 
beginning of the fiscal year, and equal division of the remaining net income or net 
loss. 


2. Prepare a statement of partners’ equity for 2012. 
Prepare a balance sheet as of the end of 2012. 


PR12-4B Admitting new partner 


Anthony Simpson and Shawna Ryder have operated a successful firm for many years, 
sharing net income and net losses equally. Blaine Evans is to be admitted to the partner- 
ship on June 1 of the current year, in accordance with the following agreement: 


a. Assets and liabilities of the old partnership are to be valued at their book values as 
of May 31, except for the following: 


* Accounts receivable amounting to $3,400 are to be written off, and the allowance 
for doubtful accounts is to be increased to 5% of the remaining accounts. 


* Merchandise inventory is to be valued at $64,300. 
* Equipment is to be valued at $88,000. 


b. Evans is to purchase $32,000 of the ownership interest of Ryder for $37,500 cash and 
to contribute $40,000 cash to the partnership for a total ownership equity of $72,000. 


The post-closing trial balance of Simpson and Ryder as of May 31 follows. 
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Simpson and Ryder 
Post-Closing Trial Balance 


May 31, 2012 
Debit Credit : 
Balances Balances 
Cash 14,400 
Accounts Receivable 21,400 
Allowance for Doubtful Accounts 500 
Merchandise Inventory 58,600 
Prepaid Insurance 3,500 
Equipment 97,000 
Accumulated Depreciation—Equipment 25,700 
Accounts Payable 14,700 
Notes Payable 12,000 
Anthony Simpson, Capital 80,000 
Shawna Ryder, Capital 62,000 
194,900 194,900 


Instructions 

1. Journalize the entries as of May 31 to record the revaluations, using a temporary ac- 
count entitled Asset Revaluations. The balance in the accumulated depreciation account 
is to be eliminated. After journalizing the revaluations, close the balance of the asset 
revaluations account to the capital accounts of Anthony Simpson and Shawna Ryder. 


2. Journalize the additional entries to record Evans’ entrance to the partnership on May 
Ai 2082. 


3. Present a balance sheet for the new partnership as of June 1, 2012. 


PR 12-5B Statement of partnership liquidation 

After the accounts are closed on September 10, 2012, prior to liquidating the partner- 
ship, the capital accounts of Randy Campbell, Ken Thayer, and Linda Tipton are $38,000, 
$6,400, and $28,500, respectively. Cash and noncash assets total $17,700 and $64,200, 
respectively. Amounts owed to creditors total $9,000. The partners share income and 
losses in the ratio of 1:1:2. Between September 10 and September 30, the noncash assets 
are sold for $35,000, the partner with the capital deficiency pays his or her deficiency to 
the partnership, and the liabilities are paid. 


Instructions 

1. Prepare a statement of partnership liquidation, indicating (a) the sale of assets and 
division of loss, (b) the payment of liabilities, (c) the receipt of the deficiency (from 
the appropriate partner), and (d) the distribution of cash. 

2. Assume the partner with the capital deficiency declares bankruptcy and is unable to 
pay the deficiency. Journalize the entries to (a) allocate the partner’s deficiency and 
(b) distribute the remaining cash. 


PR 12-6B Statement of partnership liquidation 

On June 3, 2012, the firm of Lyon, Malone, and Chen decided to liquidate their partnership. 
The partners have capital balances of $12,000, $76,000, and $104,000, respectively. The 
cash balance is $19,000, the book values of noncash assets total $218,000, and liabilities 
total $45,000. The partners share income and losses in the ratio of 1:2:2. 


Instructions 
1. Prepare a statement of partnership liquidation, covering the period June 3-29, 2012, 
for each of the following independent assumptions: 

a. All of the noncash assets are sold for $272,000 in cash, the creditors are paid, and 
the remaining cash is distributed to the partners. 

b. All of the noncash assets are sold for $105,000 in cash, the creditors are paid, the 
partner with the debit capital balance pays the amount owed to the firm, and the 
remaining cash is distributed to the partners. 

2. Assume the partner with the capital deficiency in part (b) above declares bankruptcy 
and is unable to pay the deficiency. Journalize the entries to (a) allocate the partner’s 
deficiency and (b) distribute the remaining cash. 
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SA 12-1 Division of partnership income 

Dr. Preston and Dr. Patel are partners in a medical practice. The partnership agreement 
provides for annual salary allowances of $100,000 to Preston and $200,000 to Patel, along 
with a 10% interest allowance based on each partner’s January 1 capital balance. Remain- 
ing profits or losses are to be shared equally. Open file SA12-1_2e and determine the 
division of the partnership income in each of the following independent cases: 


Case 1: Partnership income totaled $650,000. Preston’s beginning Capital account 
balance was $1,200,000, and Patel’s was $2,000,000. 


Case 2: Partnership income totaled $650,000. Preston’s beginning Capital account 
balance was $2,500,000, and Patel’s was $700,000. i 


When you have completed the division of partnership income for both cases 1 and 2, 
perform a “save as,” replacing the entire file name with the following: 


SA12-1_2e[your first name initial]_[your last name] 


SA 12-2 Division of partnership income 


Jill Ahmad and Ramon Garcia are partners in an auto repair business. They have agreed 
to share profits and losses in the following manner. Jill, who is a better mechanic than 
Ramon, will receive a $1,000 per month salary allowance. Ramon will not receive a salary 
allowance, but both partners will be given a 12% interest allowance on their beginning 
capital account balances. Remaining profits and losses will be shared in the ratio of 1:2 
(one third to Jill, and two thirds to Ramon). 

Jill’s beginning Capital account balance is $25,000, Ramon’s beginning Capital account 
balance is $200,000, and the annual net income is $90,000. 

Open file SA72-2_2e to determine the division of the partnership income. 

When you have completed the division of partnership income, perform a “save as,” 
replacing the entire file name with the following: 


SA12-2_2e[your first name initial]_[your last name] 


SA 12-3 Division of partnership income 


Information taken from the partnership records of Kuwanti and Carlita, attorneys-at-law, 
is presented below. 


Kuwanti Carlita Total 
Beginning capital balance $800,000 $700,000 $1,500,000 
Monthly salary allowance $ 12,500 Soo 0 $ 18,750 
Profit and loss sharing ratio 2 1 5 


The partners have agreed to the monthly salary allowances shown above and to interest 
allowances equal to 15% of each partner’s beginning capital account balance. Remaining 
profits and losses are to be divided in the ratio of 2:1. 


Scenario 1: Open file SA12-3_2e to determine the amount each partner will receive if 
the annual partnership income is $600,000. 


Scenario 2: Create a new spreadsheet that determines the amount each partner will 
receive if the annual partnership income is $150,000. 


When you have completed the division of partnership income, perform a “save as,” 
replacing the entire file name with the following: 


SA12-3_2e[your first name initial]_[your last name] 
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Hasbro 


f you purchase a share of stock from , you own a small 
interest in the company. You may request a Hasbro stock cer- 
tificate as an indication of your ownership. 

As you may know, Hasbro is one of the world’s largest toy 
manufacturers and produces popular children’s toys such as 
G.I. Joe, Play-Doh, Tonka toys, Mr. Potato Head, and NERF. In 
addition, Hasbro manufactures family entertainment products 
such as Monopoly, Scrabble, and Trivial Pursuit under the Milton 
Bradley and Parker Brothers labels. In fact, the stock certificate 
of Hasbro has a picture of Mr. Monopoly, the Monopoly game 
icon, printed on it. 

Purchasing a share of stock from Hasbro may be a great 
gift idea for the “hard-to-shop-for person.” However, a stock cer- 
tificate represents more then just a picture that you can frame. 
in fact, the stock certificate is a document that reflects legal 


ownership of the future financial prospects of Hasbro. In addi- 
tion, as a shareholder, it represents your claim against the assets 
and earnings of the corporation. 

If you are purchasing Hasbro stock as an investment, yo 
should analyze Hasbro’s financial statements and management’ 
plans for the future. For example, Hasbro has a unique relation 
ship with Disney that allows it to produce and sell licensed Disne 
products. Should this Disney relationship affect how much yo 
are willing to pay for the stock? Also, you might want to know i 
Hasbro plans to pay cash dividends or whether management i 
considering issuing additional shares of stock. 

This chapter describes and illustrates the nature of corpora- 
tions including the accounting for stock and dividends. This dis- 
cussion will aid you in making decisions such as whether or not 
to buy Hasbro stock. 
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A corporation was 
defined in the 
Dartmouth College case 
of 1819, in which Chief 
Justice Marshall of the 
U.S. Supreme Court 
stated: “A corporation 
is an artificial being, 
invisible, intangible, 
and existing only in 
contemplation of the 
law.” 


& ‘After: studying this chapter, you should be able to: 
Describe the nature of the corporate form of organization. 
Nature of a Corporation 


Characteristics of a Corporation 
Forming a Corporation 


Describe the two main sources of stockholders’ equity. 
Stockholders’ Equity 


Describe and illustrate the characteristics of stock, classes of stock, 
and entries for issuing stock. 
Paid-In Capital from Issuing Stock 

Characteristics of Stock 

Classes of Stock 


Issuing Stock EE 13-2 590 
Premium on Stock EE 13-2 590 
No-Par Stock EE 13-2 590 
ajg, Describe and illustrate the accounting for cash dividends and stock dividends. 
"a | Accounting for Dividends 
Cash Dividends EE 13-3 592 
Stock Dividends EE 13-4 594 
Describe and illustrate the accounting for treasury stock transactions. 
Treasury Stock Transactions EE 13-5 595 
Describe and illustrate the reporting of stockholders’ equity. 
Reporting Stockholders’ Equity 
Stockholders’ Equity on the Balance Sheet EE 13-6 596 
Reporting Retained Earnings EE 13-7 598 
Statement of Stockholders’ Equity 
Reporting Stockholders’ Equity for Mornin’ Joe 
teemm, Describe the effect of stock splits on corporate financial statements. 
= Stock Splits 
Describe and illustrate the use of earnings per share in evaluating 
a company’s profitability. 
Financial Analysis and Interpretation: Earnings per Share EE 13-8 602 
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EE 13-1 excel 587 
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Nature of a Corporation 


Most large businesses are organized as corporations. As a result, corporations generate 
more than 90% of the total business dollars in the United States. In contrast, most small 
businesses are organized as proprietorships, partnerships, or limited liability companies. 


Characteristics of a Corporation 


A corporation is a legal entity, distinct and separate from the individuals who create 
and operate it. As a legal entity, a corporation may acquire, own, and dispose of 
property in its own name. It may also incur liabilities and enter into contracts. Most 
importantly, it can sell shares of ownership, called stock. This characteristic gives 
corporations the ability to raise large amounts of capital. 

The stockholders or shareholders who own the stock own the corporation. They 
can buy and sell stock without affecting the corporation’s operations or continued 
existence. Corporations whose shares of stock are traded in public markets are called 
public corporations. Corporations whose shares are not traded publicly are usually 
owned by a small group of investors and are called nonpublic or private corporations. 

The stockholders of a corporation have limited liability. This means that creditors 
usually may not go beyond the assets of the corporation to satisfy their claims. Thus 
the financial loss that a stockholder may suffer is limited to the amount invested. ’ 

The stockholders control a corporation by electing a board of directors. This board 
meets periodically to establish corporate policies. It also selects the chief executive 
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officer (CEO) and other major officers to manage the corporation’s day-to-day affairs. 
Exhibit 1 shows the organizational structure of a corporation. 
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 EXHIBI 
Organizational 


Structure of a 
Corporation 


Note: 

Corporations have 

a separate legal 
existence, transferable 
units of ownership, and 
limited stockholder 
liability. 


As a separate entity, a corporation is subject to taxes. For example, corpora- 
tions must pay federal income taxes on their income.' Thus, corporate income that 
is distributed to stockholders in the form of dividends has already been taxed. In 
turn, stockholders must pay income taxes on the dividends they receive. This double 
taxation of corporate earnings is a major disadvantage of the corporate form. The 
advantages and disadvantages of the corporate form are listed in Exhibit 2. 


sa ese ane ee. 


d Disadvantz 


| Advantages Explanation 


Separate legal existence 
Continuous life 

Raising large amounts 
of capital 

Ownership rights are 
easily transferable 


Limited liability 


Disadvantages 


Owner is separate from 
management 


Double taxation of 
dividends 


Regulatory costs 


A corporation exists separately from its owners. 
A corporation’s life is separate from its owners; therefore, it exists indefinitely. 
The corporate form is suited for raising large amounts of money from shareholders. 


A corporation sells shares of ownership, called stock. The stockholders of a public company 
can transfer their shares of stock to other stockholders through stock markets, such as the 
New York Stock Exchange. 

A corporation’s creditors usually may not go beyond the assets of the corporation to satisfy 
their claims. Thus, the financial loss that a stockholder may suffer is limited to the amount 
invested. 


Explanation 

Stockholders control management through a board of directors. The board of directors should 
represent shareholder interests; however, the board is often more closely tied to management 
than to shareholders. As a result, the board of directors and management may not always 
behave in the best interests of stockholders. 

As a separate legal entity, a corporation is subject to taxation. Thus, net income distributed as 
dividends will be taxed once at the corporation level, and then again at the individual level. 


Corporations must satisfy many requirements such as those required by the Sarbanes-Oxley 


Act of 2002. 


Forming a Corporation 


The first step in forming a corporation is to file an application of incorporation with 
the state. State incorporation laws differ, and corporations often organize in those 
states with the more favorable laws. For this reason, more than half of the largest 
companies are incorporated in Delaware. Exhibit 3 lists some corporations, their 
states of incorporation and the location of their headquarters. 

After the application of incorporation has been approved, the state grants a charter or 
articles of incorporation. The articles of incorporation formally create the corporation.’ 


1 A majority of states also require corporations to pay income taxes. 
2The articles of incorporation may also restrict a corporation's activities in certain areas, such as owning certain types of real estate, 
conducting certain types of business activities, or purchasing its own stock. 


EXHIBIT 
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two main 


sources of stock- 
holders’ equity. 


Retained 
Earnings 
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Corporation 


Caterpillar 

Delta Air Lines 

The Dow Chemical Company 
General Electric Company 

The Home Depot 

Kellogg Company 

3M 

R.J. Reynolds Tobacco Company 
Starbucks Corporation 

Sun Microsystems, Inc. 

The Washington Post Company 
Whirlpool Corporation 
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State of Incorporation Headquarters 

Delaware Peoria, Ill. 

Delaware Atlanta, Ga. 

Delaware Midland, Mich. 

New York Fairfield, Conn. 

Delaware Atlanta, Ga. 

Delaware Battle Creek, Mich. 

Delaware St. Paul, Minn. 

Delaware Winston-Salem, N.C. 
Washington Seattle, Wash. 

Delaware Palo Alto, Calif. 
Delaware Washington, D.C. 
Delaware Benton Harbor, Mich. 
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The corporate management and board of directors then prepare a set of bylaws, which 
are the rules and procedures for conducting the corporation’s affairs. : 
Costs may be incurred in organizing a corporation. These costs include legal fees, 
taxes, state incorporation fees, license fees, and promotional costs. Such costs are 
debited to an expense account entitled Organizational Expenses. 

To illustrate, a corporation’s organizing costs of $8,500 on January 5 are recorded 
as shown below. 


Jan. | 5 | Organizational Expenses 8,500 


/ 
| Cash 
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Paid costs of organizing the corporation. 
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8,500 
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Stockholders’ Equity 


The owners’ equity in a corporation is called stockholders’ equity, shareholders’ 
equity, shareholders’ investment, or capital. On the balance sheet, stockholders’ equity 
is reported by its two main sources. 


1. Capital contributed to the corporation by the stockholders, called paid-in capital or 


contributed capital. 


2. Net income retained in the business, called retained earnings. 


A Stockholders’ Equity section of a balance sheet is shown below. 


Stockholders’ Equity 
Paid-in capital: 
Common stock $330,000 
Retained earnings 80,000 
Total stockholders’ equity $410,000 


The paid-in capital contributed by the stockholders is recorded in separate accounts 


for each class of stock. If there is only one class of stock, the account is entitled 


Common Stock or Capital Stock. 

Retained earnings is a corporation’s cumulative net income that has not been 
distributed as dividends. Dividends are distributions of a corporation’s earnings to 
stockholders. Sometimes retained earnings that are not distributed as dividends are 


referred to in the financial statements as earnings retained for use in the business 
and earnings reinvested in the business. 


3 The reporting of stockholders’ equity is further discussed and illustrated later in this chapter. 
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Net income increases retained earnings, while a net loss and dividends decrease 
retained earnings. The net increase or decrease in retained earnings for a period is 
recorded by the following closing entries: 


1. The balance of Income Summary (the net income or net loss) is transferred to Retained 
Earnings. For net income, Income Summary is debited and Retained Earnings is cred- 
ited. For a net loss, Retained Earnings is debited and Income Summary is credited. 

2. The balance of the dividends account, which is similar to the drawing account for a 
proprietorship, is transferred to Retained Earnings. Retained Earnings is debited and 
Dividends is credited for the balance of the dividends account. 


Most companies generate net income. In addition, most companies do not pay 
out all of their net income in dividends. As a result, Retained Earnings normally has 
a credit balance. However, in some cases, a debit balance in Retained Earnings may 
occur. A debit balance in Retained Earnings is called a deficit. Such a balance often 
results from accumulated net losses. In the Stockholders’ Equity section, a deficit is 
deducted from paid-in capital in determining total stockholders’ equity. 

The balance of Retained Earnings does not represent surplus cash or cash left 
over for dividends. This is because cash generated from operations is normally used 
to improve or expand operations. As cash is used, its balance decreases; however, 
the balance of the retained earnings account is unaffected. As a result, over time the 
balance in Retained Earnings becomes less and less related to the balance of Cash. 


Paid-In Capital from Issuing Stock 


The two main sources of stockholders’ equity are paid-in capital (or contributed capi- 
tal) and retained earnings. The main source of paid-in capital is from issuing stock. 


Characteristics of Stock 


The number of shares of stock that a corporation is authorized to issue is 
stated in its charter. The term issued refers to the shares issued to the stock- 
holders. A corporation may reacquire some of the stock that it has issued. 
The stock remaining in the hands of stockholders is then called outstanding 
stock. The relationship between authorized, issued, and outstanding stock is 
shown in the graphic at the right. 

Upon request, corporations may issue stock certificates to stockholders to 
document their ownership. Printed on a stock certificate is the name of the 
company, the name of the stockholder, and the number of shares owned. The 
stock certificate may also indicate a dollar amount assigned to each share of 
stock, called par value. Stock may be issued without par, in which case it is 
called no-par stock. In some states, the board of directors of a corporation is 
required to assign a stated value to no-par stock. 

Corporations have limited liability and, thus, creditors have no claim against 
stockholders’ personal assets. To protect creditors, however, some states require cor- 
porations to maintain a minimum amount of paid-in capital. This minimum amount, 
called legal capital, usually includes the par or stated value of the shares issued. 

The major rights that accompany ownership of a share of stock are as follows: 


1. The right to vote in matters concerning the corporation. 
2. The right to share in distributions of earnings. 
3. The right to share in assets upon liquidation. 


These stock rights normally vary with the class of stock. 


Classes of Stock 


When only one class of stock is issued, it is called common stock. Each share of 
common stock has equal rights. 


EW Describe and 
illustrate the 


characteristics of stock, 
classes of stock, and 
entries for issuing stock. 
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Note: A corporation may also issue one or more classes of stock with various preference 
The two primary rights such as a preference to dividends. Such a stock: is called a preferred stock. 
BLESS Tt The dividend rights of preferred stock are stated either as dollars per share or as 


capital are common 
stock and preferred 
stock. 


a percent of par. For example, a $50 par value preferred stock with a $4 per share 
dividend may be described as either:* 


$4 preferred stock, $50 par 
or 
8% preferred stock, $50 par 


Because they have first rights (preference) to any dividends, preferred stockholders 
have a greater chance of receiving dividends than common stockholders. However, 
since dividends are normally based on earnings, a corporation cannot guarantee 
dividends even to preferred stockholders. 

The payment of dividends is authorized by the corporation’s 
board of directors. When authorized, the directors are said to have 
| Money declared a dividend. 

Breiner Cumulative preferred stock has a right to receive regular divi- 
dends that were not declared (paid) in prior years. Noncumulative 
preferred stock does not have this right. 

Cumulative preferred stock dividends that have not been paid 
in prior years are said to be in arrears. Any preferred dividends 
in arrears must be paid before any common stock dividends are 
paid. In addition, any dividends in arrears are normally disclosed 
in notes to the financial statements. 

To illustrate, assume that a corporation has issued the following preferred and 
common stock: 


1,000 shares of $4 cumulative preferred stock, $50 par 
4,000 shares of common stock, $15 par 


The corporation was organized on January 1, 2010, and paid no dividends in 
2010 and 2011. In 2012, the corporation paid $22,000 in dividends, of which $12,000 
was paid to preferred stockholders and $10,000 was paid to common stockholders 
as shown below. 


Totalidividendsipaldies. cures. bepie. + Aaoraaceiec here dotece esas etree $ 22,000 
Preferred stockholders: 
2010 dividends in arrears (1,000 shares X $4)..........0.0000- $4,000 
2011 dividends in arrears (1,000 shares X $4)..........00.000e 4,000 
Z2On2saividenadHOOOsharessa54)) eee eee eee 4,000 
Total|preferredidividendsipaids.. a2... 4. ssueeen sean (12,000) 
Dividends available to common stockholders ................ $10,000 


As a result, preferred stockholders received $12.00 per share ($12,000 + 1,000 
shares) in dividends, while common stockholders received $2.50 per share ($10,000 = 
4,000 shares). 

In addition to dividend preference, preferred stock may be given preferences to 
assets if the corporation goes out of business and is liquidated. However, claims of 
creditors must be satisfied first. Preferred stockholders are next in line to receive any 
remaining assets, followed by the common stockholders. 


Issuing Stock 


A separate account is used for recording the amount of each class of stock issued 
to investors in a corporation. For example, assume that a corporation is authorized 
to issue 10,000 shares of $100 par preferred stock and 100,000 shares of $20 par 
common stock. The corporation issued 5,000 shares of preferred stock and 50,000 


4 In some cases, preferred stock may receive additional dividends if certain conditions are met. Such stock, called participating 
preferred stock, is not often issued. 


Chapter 13 Corporations: Organization, Stock Transactions, and Dividends 


excel The calculation for the dividends per share can be accomplished using a spreadsheet as follows: 


SUCCESS ge oe ee 
Inputs: . | 
| Number of shares | Dividend per share | 
Preferred stock | 1,000 | $ 4.00 | 
Common stock | 4,000 | | 
Preferred dividends in arrears: | 2010 and 2011 
i i 
| | 
Dividend paid in 2012: L$ 22,000 | 
| | 
Outputs: | 
| | | 
Total amount to be distributed: | | =B8 <—————_—__ a. 
Preferred dividend: | 
2010 dividend in arrears |_=$B$3*$C$3 ee se aad 7 
2011 dividend in arrears | =$B$3*$C$3 | | 
2012 dividend | =$B$3*$C$3_ | =SUM(B14:B16) <«— ©. 
Common dividend | | =C12-C16 cee EG 
18 | Dividends per share | | | 
Preferred stock | | =C16/B3 | 4 
20 Common stock | __=C17/B4 | 


The spreadsheet is designed with inputs and outputs. The inputs are the stock and dividend 
information, and the output is the distribution of the dividend to the two classes of stock. 
a. Enter in cell C12 the cell reference for the dividend paid in 2010, =B8. 
b. Enter in cell B14 the formula for the 2008 dividend in arrears, =$B$3*$C$3. 
Use the dollar sign ($) to fix the cell reference. This will allow you to copy 
this formula from B14 to B15:B16. 


Cc. Enter in cell C16 the formula for the sum of the preferred dividends to be distributed, 
=SUM(B14:B16). 

d. Enter in cell C17 the formula for the remaining common dividend, =C12-C16. 

e. Enter in cells C19 and 20 the dividends per share for the two classes of stock 


by dividing the total dividend by the number of shares. The formula from C19 
can be copied to C20. 


Trylt Go to the hands-on Excel Tutor for this example! 


Trylt This Excel Success example uses an Excel function referred to as cell referencing. 
Go to the Excel Tutor titled Absolute & Relative Cell References for additional 
help on this useful Excel function! 


Example Exercise 13-1 


Sandpiper Company has 20,000 shares of 1% cumulative preferred stock of $100 par and 100,000 shares of $50 par 
common stock. The following amounts were distributed as dividends: 


Year 1 $10,000 
Year 2 45,000 
Year 3 80,000 


Determine the dividends per share for preferred and common stock for each year. 
Follow My Example 13-1 


Year1 Year2 _‘Year3 
Amount distributed $10,000 $45,000 $80,000 
Preferred dividend (20,000 shares) 10,000 30,000* 20,000 
Common dividend (100,000 shares) $ 0 $15,000 $60,000 
*($10,000 + $20,000) 
Divicends per share: 
Preferred stock $0.50 $1.50 $1.00 
Common stock . None $0.15 $0.60 
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shares of common stock at par for cash. The corporation’s entry to record the stock 
issue is as follows: 


Si aa NR iat leo ISR i ri NAAN NBM Ri i tala siditnses 


Cash 1,500,000 i 
| Preferred Stock 500,000 i 
| Common Stock 1,000,000 | 
' Issued preferred stock and common 

| stock at par forcash. 

| 


ee 


Stock is often issued by a corporation at a price other than its par. The price at 
which stock is sold depends on a variety of factors, such as the following: 


1. The financial condition, earnings record, and dividend record of the corporation. 
2. Investor expectations of the corporation’s potential earning power. 
3. General business and economic conditions and expectations. 


If stock is issued (sold) for a price that is more than its par, the stock has been 
sold at a premium. For example, if common stock with a par of $50 is sold for $60 
per share, the stock has sold at a premium of $10. 

If stock is issued (sold) for a price that is less than its par, the stock has been sold 
at a discount. For example, if common stock with a par of $50 is sold for $45 per 
share, the stock has sold at a discount of $5. Many states do not permit stock to be 
sold at a discount. In other states, stock may be sold at a discount in only unusual 
cases. Since stock is rarely sold at a discount, it is not illustrated. 

In order to distribute dividends, financial statements, and other reports, a corpo- 
ration must keep track of its stockholders. Large public corporations normally use 
a financial institution, such as a bank, for this purpose.® In such cases, the financial 
institution is referred to as a transfer agent or registrar. 


Premium on Stock 


When stock is issued at a premium, Cash is debited for the amount received. Common 
Stock or Preferred Stock is credited for the par amount. The excess of the amount 
paid over par is part of the paid-in capital. An account entitled Paid-In Capital in 
Excess of Par is credited for this amount. 

To illustrate, assume that Caldwell Company issues 2,000 shares of $50 par pre- 
ferred stock for cash at $55. The entry to record this transaction is as follows: 


iii SC SU AS i a 


Cash 110,000 
Preferred Stock 100,000 
Paid-In Capital in Excess of Par—Preferred Stock 10,000 
Issued $50 par preferred stock at $55. 


os sreeeeanrer erste teereremngennense ee pees soteremenenceseoee 


When stock is issued in exchange for assets other than cash, such as land, 
buildings, and equipment, the assets acquired are recorded at their fair market 
value. If this value cannot be determined, the fair market price of the stock is- 
sued is used. 

To illustrate, assume that a corporation acquired land with a fair market value 
that cannot be determined. In exchange, the corporation issued 10,000 shares of its 


5 The accounting for investments in stocks from the point of view of the investor is discussed in Chapter 15. 


6 Small corporations may use a subsidiary ledger, called a stockholders ledger. in this case, the stock accounts (Preferred Stock and 
Common Stock) are controlling accounts for the subsidiary ledger. 
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$10 par common. If the stock has a market price of $12 per share, the transaction 
is recorded as follows: 


Biss Ss pues 2358 xs Bis 5 é 
*emaeeaeematchmmuntmarims ma a A Ri STO IOS SES 


Land 120,000 ' 
Common Stock 100,000 / 
Paid-In Capital in Excess of Par 20,000 i 


Issued $10 par common stock, valued : 
at $12 per share, for land. i 


SOL LE I TEENIE NE TE NE PT TUR temp epee heoentetmemnpeeommeonneromennmrsertmmen eee 


No-Par Stock 


In most states, no-par preferred and common stock may be issued. When no-par 
stock is issued, Cash is debited and Common Stock is credited for the proceeds. 
As no-par stock is issued over time, this entry is the same even if the issuing 
price varies. 

To illustrate, assume that on January 9 a corporation issues 10,000 shares of 
no-part common stock at $40 a share. On June 27, the corporation issues an ad- 
ditional 1,000 shares at $36. The entries to record these issuances of the no-par 
stock are as follows: 


Jan. 9) Cash 400,000 
Common Stock 400,000 
Issued 10,000 shares of no-par 
common at $40. 


June |27} Cash 36,000 
Common Stock 36,000 
Issued 1,000 shares of no-par 
common at $36. 


Emerita et meee cee cate cmemee cee ee etceameeeee 


In some states, no-par stock may be assigned a stated value per share. The stated 


value is recorded like a par value. Any excess of the proceeds over the stated value 
is credited to Paid-In Capital in Excess of Stated Value. 


@ 8 STE! NC. | be not less than eight (8) nor more than fifteen (15), 
eo idle ... to be (determined) by... the Board of Directors or 
Cisco Systems, Inc., manufactures and sells networking and shareholders. 
communications products worldwide. Some excerpts of its ARTICLE 4 

_bylaws are shown below. OFFICERS 


Section 4.01 Number and Term. The officers of the Corpo- 
ration shall include a President, a Secretary and a Chief 
Financial Officer, all of which shall be chosen by the Board 


ARTICLE 2 
~ SHAREHOLDERS’ MEETINGS 
Section 2.01 Annual Meetings. The annual meeting of the 


shareholders of the Corporation . .. shall be held each year on of Directors. ... 

the second Thursday in November at 10:00 A.M... . Section 4.06 President. The President shall be the general 
manager and chief executive officer of the Corporation, .. . 

eee /RECTORS shall preside at all meetings of shareholders, shall have general 


Section 3.02 Number and Qualification of Directors. The supervision of the affairs of the Corporation. .. . 


number of authorized directors of this Corporation shall 
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To illustrate, assume that in the preceding example the no-par common stock is 
assigned a stated value of $25. The issuance of the stock on January 9 and June 27 


is recorded as follows: 


ici Sacta 


Jan. 9| Cash 


Common Stock 


at $40; stated value, $25. 


June |27| Cash 


Example Exercise 13-2 


Common Stock 

Paid-In Capital in Excess of Stated Value 
Issued 1,000 shares of no-par common 
at $36; stated value, $25. 


400,000 
250,000 
Paid-In Capital in Excess of Stated Value 150,000 
Issued 10,000 shares of no-par common 
36,000 
25,000 
11,000 


On March 6, Limerick Corporation issued for cash 15,000 shares of no-par common stock at $30. On April 13, Limerick 
issued at par 1,000 shares of 4%, $40 par preferred stock for cash. On May 19, Limerick issued for cash 15,000 shares of 


4%, $40 par preferred stock at $42. 


Journalize the entries to record the March 6, April 13,,and May 19 transactions. 


| Follow My Example 13-2 


Paid-In Capital in Excess of Par 
(15,000 shares x $42). 


In 2010, the International Accounting Standards Board 
(IASB) issued a set of accounting standards specifically 
designed for small- and medium-sized enterprises (SMEs) 
called International Financial Reporting Standards (IFRS) 
for SMEs. SMEs in the United States are private compa- 
nies and such small corporations that they do not report 
to the Securities and Exchange Commission (SEC). iFRS 
for SMEs consist of only 230 pages, compared to 2,700 


450,000 


40,000 


600,000 


pages for full IFRS. These standards are designed to be 
cost effective for SMEs. Thus, IFRS for SMEs require fewer 
disclosures and contain no industry-specific standards 
or exceptions. 

The American Institute of CPAs (AICPA) has accepted 
IFRS for SMEs as part of U.S. Generally Accepted Accounting 
Principles (GAAP) for private companies not reporting to the 
SEC. If users, such as bankers and investors, accept these 
financial statements, IFRS for SMEs may become popular in 
the United States.* 


“Differences between U.S. GAAP and IFRS are further discussed and illustrated in Appendix D. 
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Accounting for Dividends 


When a board of directors declares a cash dividend, it authorizes the distribution 
of cash to stockholders. When a board of directors declares a stock dividend, it au- 
thorizes the distribution of its stock. In both cases, declaring a dividend reduces the 
retained earnings of the corporation.’ 


Cash Dividends 


A cash distribution of earnings by a corporation to its shareholders is a cash dividend. 
Although dividends may be paid in other assets, cash dividends are the most common. 
Three conditions for a cash dividend are as follows: 


1. Sufficient retained earnings 
2. Sufficient cash 
3. Formal action by the board of directors 


There must be a sufficient (large enough) balance in Retained Earnings to declare 
a cash dividend. That is, the balance of Retained Earnings must be large enough so 
that the dividend does not create a debit balance in the retained earnings account. 
However, a large Retained Earnings balance does not mean that there is cash avail- 
able to pay dividends. This is because the balances of Cash and Retained Earnings 
are often unrelated. 

Even if there are sufficient retained earnings and cash, a corporation’s board 
of directors is not required to pay dividends. Nevertheless, many corporations pay 
quarterly cash dividends to make their stock more attractive to investors. Special 
or extra dividends may also be paid when a corporation experiences higher than 
normal profits. 

Three dates included in a dividend announcement are as follows: 


1. Date of declaration 
2. Date of record 
3. Date of payment 


The date of declaration is the date the board of directors formally authorizes the 
payment of the dividend. On this date, the corporation incurs the liability to pay the 
amount of the dividend. 

The date of record is the date the corporation uses to determine which stock- 
holders will receive the dividend. During the period of time between the date 
of declaration and the date of record, the stock price is quoted as selling with- 
dividends. This means that any investors purchasing the stock before the date of 
record will receive the dividend. 

The date of payment is the date the corporation will pay the dividend to the 
stockholders who owned the stock on the date of record. During the period of time 
between the record date and the payment date, the stock price is quoted as selling 
ex-dividends. This means that since the date of record has passed, any new investors 
will not receive the dividend. 

To illustrate, assume that on October 1 Hiber Corporation declares the cash divi- 
dends shown below with a date of record of November 10 and a date of payment 


of December 2. 


Dividend Total 
per Share Dividends 
Preferred stock, $100 par, 5,000 shares outstanding.........-...+sseeees $2.50 $12,500 
Common stock, $10 par, 100,000 shares outstanding ..............+.05- $0.30 30,000 
$42,500 


7 In rare cases, when a corporation is reducing its operations or going out of business, a dividend may be a distribution of paid-in 
capital. Such a dividend is called a liquidating dividend. 
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Describe and 
illustrate the 


accounting for cash 
dividends and stock 
dividends. 


7 oy 
| 
: i 
: : 
\ J 


Microsoft Corporation 
declared a dividend 

of $0.13 per share on 
December 9, 2009, to 
common stockholders of 
record as of February 18, 
2010, payable on March 
11, 2010. 
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On October 1, the declaration date, Hiber Corporation records the following entry: 


LALLA LAA ORDA, 


‘ 
i 


GRLLLLAL GLB LR LLLA ALLL ARM LL ALLO LLL LLL NSA 


Cash Dividends ‘42,500 
Cash Dividends Payable 
Declared cash dividends. 


| Oct 


Declaration Date 42,500 | | 


spot sec preteen eee me a PN SS 
conugeentesegnnsomtonsceeen encores orem on ese neeortererente a stonmsrerss eect = * : 


On November 10, the date of record, no entry is necessary. This date merely 
determines which stockholders will receive the dividends. 

On December 2, the date of payment, Hiber Corporation records the payment of 
the dividends as follows: 


Date of Record 


ee enema 


Dec. | 2 | Cash Dividends Payable 42,500 
Ales Cash 


Paid cash dividends. 


Date of Payment 42,500 | 


i 


seroma 


Sot ee gE RNS 


At the end of the accounting period, the balance in Cash Dividends will be trans- 
ferred to Retained Earnings as part of the closing process. This closing entry debits 
Retained Earnings and credits Cash Dividends for the balance of the cash dividends 
account. If the cash dividends have not been paid by the end of the period, Cash 
Dividends Payable will be reported on the balance sheet as a current liability. 


Example Exercise 13-3 | 


THE PROFESSOR WHO KNEW TOO MUCH 


A major Midwestern university released a quarterly “Ameri- 
can Customer Satisfaction Index” based on its research of 


the dean stated: “| have instructed anyone affiliated with the 
(index) not to make personal use of information gathered 


customers of popular U.S. products and services. Before the 
release of the index to the public, the professor in charge of 
the research bought and sold stocks of some of the compa- 
nies in the report. The professor was quoted as saying that 
he thought it was important to test his theories of customer 
satisfaction with “real” [his own] money. 

Is this proper or ethical? Apparently, the dean of the 
Business School didn’t think so. In a statement to the press, 


in the course of producing the quarterly index, prior to the 
index’s release to the general public, and they [the research- 
ers] have agreed.” 


Sources: Jon E. Hilsenrath and Dan Morse, “Researcher Uses Index to 
Buy, Short Stocks,” The Wall Street Journal, February 18, 2003: and Jon E. 
Hilsenrath, “Satisfaction Theory: Mixed Results,” The Wall Street Journal, 
February 19, 2003. 
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Stock Dividends 


A stock dividend is a distribution of shares of stock to stockholders. Stock dividends 
are normally declared only on common stock and issued to common stockholders. 

A stock dividend affects only stockholders’ equity. Specifically, the amount of the stock 
dividend is transferred from Retained Earnings to Paid-In Capital. The amount transferred 
is normally the fair value (market price) of the shares issued in the stock dividend.® 


To illustrate, assume that the stockholders’ equity accounts of Hendrix Corpora- 
tion as of December 15 are as follows: 


Common Stock, $20 par (2,000,000 shares issued) $40,000,000 
Paid-In Capital in Excess of Par—Common Stock 9,000,000 
Retained Earnings 26,600,000 


On December 15, Hendrix Corporation declares a stock dividend of 5% or 100,000 
shares (2,000,000 shares x 5%) to be issued on January 10 to stockholders of record 
on December 31. The market price of the stock on December 15 (the date of dec- 
laration) is $31 per share. 

The entry to record the stock dividend is as follows: 


seein ON NT OO 


Dec. |15]} Stock Dividends 3,100,000 
Stock Dividends Distributable 2,000,000 
Paid-In Capital in Excess of Par—Common Stock 1,100,000 


Declared 5% (100,000 share) stock 
dividend on $20 par common stock 
with a market price of $31 per share. 


a eee cc aaraee cacti ane terrence 


After the preceding entry is recorded, Stock Dividends will have a debit balance 
of $3,100,000. Like cash dividends, the stock dividends account is closed to Retained 
Earnings at the end of the accounting period. This closing entry debits Retained Earn- 
ings and credits Stock Dividends. 

At the end of the period, the stock dividends distributable and paid-in capital 
in excess of par—common stock accounts are reported in the Paid-In Capital section 
of the balance sheet. Thus, the effect of the preceding stock dividend is to transfer 
$3,100,000 of retained earnings to paid-in capital. 

On January 10, the stock dividend is distributed to stockholders by issuing 100,000 
shares of common stock. The issuance of the stock is recorded by the following entry: 


Sissi suse eee 


assis i stidissas 


Jan. |10] Stock Dividends Distributable 2,000,000 
Common Stock 2,000,000 
Issued stock as stock dividend. 


A stock dividend does not change the assets, liabilities, or total stockholders’ 
equity of a corporation. Likewise, a stock dividend does not change an individual 
stockholder’s proportionate interest (equity) in the corporation. 

To illustrate, assume a stockholder owns 1,000 of a corporation’s 10,000 shares 
outstanding. If the corporation declares a 6% stock dividend, the stockholder’s pro- 
portionate interest will not change as shown below. 


Before After 
Stock Dividend Stock Dividend 
Total shares issued 10,000 10,600 [10,000 + (10,000 x 6%)] 
Number of shares owned 1,000 1,060 [1,000 + (1,000 x 6%)] 
Proportionate ownership 10% (1,000/10,000) 10% (1,060/10,600) 


8 The use of fair market value is justified as long as the number of shares issued for the stock dividend is small (less than 25% of the 


shares outstanding). 
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Example Exercise 13-4 


Vienna Highlights Corporation has 150,000 shares of $100 par common stock outstanding. On June 14, Vienna i 
| Highlights declared a 4% stock dividend to be issued August 15 to stockholders of record on July 1. The market price of 
| the stock was $110 per share on June 14. | 

7 Journalize the entries required on June 14, July 1, and August 15. 
_ Follow My Example 13-4 | 
June 14 Stock Dividends (150,000 x 4% X $110).......00esseeeeeereeeees 660,000 : i 
Stock Dividends Distributable (6,000 x $100) .........6662005 600,000 
: Paid-In Capital in Excess of Par—Common Stock | 
| (SG60:000' = S600000) ic sre anna tic Sere sais ceeceaneisoeAconteyiateiac 60,000 
July 1. No entry required. : 
Aug. 15 Stock Dividends Distributable .............06c0ceeeeeeeeeneeeeees 600,000 . 
Common Stock siis. fie oy Eee Sree weeess Aine ot 600,000 ; 


| See i i rc ee cae PE 1 3-4A, PE 1 3-4B 


= bescribeand = PW Yeasury Stock Transactions 


illustrate the 
accounting for treasury Treasury stock is stock that a corporation has issued and then reacquired. A corporation 
stock transactions. may reacquire (purchase) its own stock for a variety of reasons, including the following: 


1. To provide shares for resale to employees 
2. To reissue as bonuses to employees, or 
3.To support the market price of the stock 


The cost method is normally used for recording the purchase and resale of treasury 
wf stock.’ Using the cost method, Treasury Stock is debited for the cost (purchase price) 
' of the stock. When the stock is resold, Treasury Stock is credited for its cost. Any 


The 2009 edition of difference between the cost and the selling price is debited or credited to Paid-In 
Accounting Trends & Capital from Sale of Treasury Stock. 
Techniques indicated To illustrate, assume that a corporation has the following paid-in capital on January 1: 
that over 70% of the 
companies surveyed Common stock, $25 par (20,000 shares authorized and issued) $500,000 
reported treasury stock. Excess of issue price over par 150,000 

$650,000 


On February 13, the corporation purchases 1,000 shares of its common stock at 
$45 per share. The entry to record the purchase of the treasury stock is as follows: 


EST i SS Sa NS a aS cSt eA SS A STS Ea Si i 


i 

] 

/ Feb. |13] Treasury Stock 45,000 

| Cash 45,000 
Purchased 1,000 shares of treasury 

! stock at $45. 

| 


rrermeane sameeren temmeceme semen mre ei emer seme eon een tacteeeeeeeceemonecreamenemeaeeeeeenenes 5 


On April 29, the corporation sells 600 shares of the treasury stock for $60. The 
entry to record the sale is as follows: 


RCA UAC OA 


scene imams tetenaoemmmnemiaiinieiaeeciaeinamaia aiuto ea aac eS TT eT Tee eA aT ey eee 


| Apr. }29] Cash 36,000 

] ft 

| Treasury Stock 27,000 
' Paid-In Capital from Sale of Treasury Stock 9,000 


Sold 600 shares of treasury stock at $60. 


Sense eae etenen ea eaegenconeentemre an eonopeeanenenenmnsne cnet 


2S SERENE ET eee eee eee mentee om 


9 Another method that is infrequently used, called the par value method, is discussed in advanced accounting texts. 
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A sale of treasury stock may result in a decrease in paid-in capital. To the extent 
that Paid-In Capital from Sale of Treasury Stock has a credit balance, it is debited 
for any such decrease. Any remaining decrease is then debited to the retained earn- 
ings account. 

To illustrate, assume that on October 4, the corporation sells the remaining 400 
shares of treasury stock for $40 per share. The entry to record the sale is as follows: 


= NSE ee Ua UN ES NU ANU Gs is 


) Oct. | 4] Cash 16,000 | 
| Paid-In Capital from Sale of Treasury Stock 2,000 i 
( Treasury Stock 18,000 | 
Sold 400 shares of treasury stock at $40. 
| 


nai caterer mmm orm 


The October 4 entry shown above decreases paid-in capital by $2,000. Since 
Paid-In Capital from Sale of Treasury Stock has a credit balance of $9,000, the entire 
$2,000 was debited to Paid-In Capital from Sale of Treasury Stock. 

No dividends (cash or stock) are paid on the shares of treasury stock. To do so 
would result in the corporation earning dividend revenue from itself. 


Example Exercise 13-5 


On May 3, Buzz Off Corporation reacquired 3,200 shares of its common stock at $42 per share. On July 22, Buzz Off sold 
2,000 of the reacquired shares at $47 per share. On August 30, Buzz Off sold the remaining shares at $40 per share. 
Journalize the transactions of May 3, July 22, and August 30. 


Follow My Example 13-5 


i Bicheno BeeIGeASUMV STOCK (S200. S42 aan ese eects On a eee ae ek ie as ea ate e! 134,400 
eee tae Wk a 134,400 
| Me eae SI OU USAT) Acletiar rena coude Mae oan ahs woSa mau Mit oak Nee Ve Aes aacay oh a cake 94,000 
| MheasUny StOCkKA(2OOU S42). temo crane ort ene Meee Bonne 84,000 
| Paid-In Capital from Sale of Treasury Stock [2,000 x ($47 - $42)] ........ 2. cece eee eee 10,000 
DPeriep sot Cask (200 S40) ee ST) Ee ty oes 3 ae oe 48,000 
Paid-In Capital from Sale of Treasury Stock [1,200 x ($42 — $40)] ....... cece eee eee 2,400 
SSSI MOC 200 94D). ress valu cane tans nadte saa valu b eben okie oF uments 50,400 


Serre eee eee eee ee eee eee ee eee ee ee ee ee ee er i a i ee ee iy 


Practice Exercises: PE 13-5A,PE13-5B 


Reporting Stockholders’ Equity Deeeeane 


illustrate the 
reporting of stock- 
holders’ equity. 


As with other sections of the balance sheet, alternative terms and formats may be 
used in reporting stockholders’ equity. Also, changes in retained earnings and paid-in 
capital may be reported in separate statements or notes to the financial statements. 


Stockholders’ Equity on the Balance Sheet 


Exhibit 4 shows two methods for reporting stockholders’ equity for the December 
31, 2012, balance sheet for Telex Inc. 


Method 1. Each class of stock is reported, followed by its related paid-in capital accounts. 
Retained earnings is then reported followed by a deduction for treasury stock. 


Method 2. The stock accounts are reported, followed by the paid-in capital reported as a single 
item, Additional paid-in capital. Retained earnings is then reported followed by a 


deduction for treasury stock. 
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ie we ee rr 


oa ae ee ee 


EXHIBIT 4 innit oe | 

Stockholders) | eee | 

Equity Section = December 31, 2012 

of a Balance i: 
Sheet 

| Stockholders’ Equity | 

| Paid-in capital: | 

Preferred 10% stock, $50 par (2,000 shares | 

aUthOnlzedcanGussticd) sec asyoe cetacean eee eeeeiene erie $100,000 i 

| Excess of Isstie price OVer pat... c.--02-cncrcectnreravieos 10,000 $ 110,000 | 

Common stock, $20 par (50,000 shares authorized, : 

45000 Shanesissuedica cela spustsstiad been ae cece aa ee $900,000 I 

pathod Excess of iSsWe! PhICQOVGIOAN si. vstas's sicyemctye aieo piel nieve s sipnele 190,000 1,090,000 | 

EVO Salevof treasuryiStOCK. ase s stem ase sbiaciaprtentae)> 2,000 [ 

Tolalipatd-in/capitalcs\ acini, ote eee $1,202,000 

Retained earings ......... eset cece eee et ect e nnn ecetteeenees 350,000 i 

| Otel SBicavara clacecittemtestes siesta heL EAS cera Sattauan Mel seem ere enna cuat ema $1,552,000 

| Deduct treasury stock (600 shares at COSt).............eeeee eee 27,090 

Totalstockholderssequity vane aakicuscat a ee emia eae $1,525,000 | 

| wo Stockholders’ Equity 

Contributed capital: . i 

Preferred 10% stock, $50 par (2,000 shares — i 

. authorized and issued)...... Gavia Ree as Dies Rebar aor Saige ohne tac $100,000 

i Common stock, $20 par (50,000 shares authorized, i 

| AIODO shvares: Issued) oo 1. cases hactn be Abate er eich a a ae a ate 900,000 i 

Method 2 1 Acsditianalipatdsin capital... sxces oa ss Seek eee eae pecs 202,000 

Fotaliconthibuted: capitals vec ie vekteodsleye civic) <tayeteetetsts «lacie eer een $1,202,000 i: 

| isle liaele NF Any Lils Cee er eC Rade Maem aa eres oiinn cians domo gavonannar 350,000 

| Mi SRa aa acai accndcihk de eisasha tas sig cant Rite hee aeene steele ae Re pa $1,552,000 | 

Deduct treasury stock (600 shares at COSt)....... 0. cece cence cence eneeees 27000 

| otalstockhaldenrstecuityins: avacatincasacrnic ce eerie Pea aeEa cer tee erstenteea $1,525,000 | 


Significant changes in stockholders’ equity during a period may also be presented 
in a statement of stockholders’ equity or in the notes to the financial statements. The 
statement of stockholders’ equity is illustrated later in this section. 

Relevant rights and privileges of the various classes of stock outstanding should 
also be reported.'° Examples include dividend and liquidation preferences, conversion 
rights, and redemption rights. Such information may be disclosed on the face of the 
balance sheet or in the notes to the financial statements. 


Example Exercise 13-6 


Using the following accounts and balances, prepare the Stockholders’ Equity section of the balance sheet. Forty 
thousand shares of common stock are authorized, and 5,000 shares have been reacquired. 


T Common Stock, $50 par $1,500,000 
| Paid-In Capital in Excess of Par 160,000 
/ Paid-In Capital from Sale of Treasury Stock 44,000 
| Retained Earnings 4,395,000 
Treasury Stock 120,000 
: 


a cae tear ene ee 


10 FASB Accounting Standards Codification, Section 505-10-50, 
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Follow My Example 13-6 


| Stockholders’ Equity | 
| Paid-in capital: | 
' Common stock, $50 par 
| (40,000 shares authorized, 30,000 shares issued)...................... $1,500,000 
/ ExCess OF (Ssie"pice OEE Dal lei 160,000 $1,660,000 | 
/ From Sale or Weasity toc ee 44,000 | 
Reve Damen Capital 660. le ee $1,704,000 
| PeraNeCMaUWNGS 6.5 a 4,395,000 
ee $6,099,000 | 
Decuet treasury stock (5,000 shares at cost) ©. 6320-2. 2. 120,000 
i Total stockholders’ equity ............. ee ee re $5,979,000 . 
4 Si 
| 


Practice Exercises: PE 13-6A, PE13-6B | 


Reporting Retained Earnings 
Changes in retained earnings may be reported using one of the following: 


1. Separate retained earnings statement 
2. Combined income and retained earnings statement 
3. Statement of stockholders’ equity 


Changes in retained earnings may be reported in a separate retained earnings 
statement. When a separate retained earnings statement is prepared, the begin- 
ning balance of retained earnings is reported. The net income is then added (or net 
loss is subtracted) and any dividends are subtracted to arrive at the ending retained 
earnings for the period. 

To illustrate, a retained earnings statement for Telex Inc. is shown in Exhibit 5. 


"eXHTSTT Ss 


Telex Inc. i ’ 

: Retained Earnings Statement | _ Retained 
| For the Year Ended December 31, 2012 Earnings 
| . —— ™ = Statement 
| Retained earnings January 1, Di alae > Sener ty Peter ake ~ , $245,000 

| Netincome....... ode: ea em a re aoe . $180,000 | | 

| Less dividends: : ere ie 

F CBS aa! tena se) Glia ie Ci RUN Ss nen a Oi meen $10,000 i 

| Common stock. Fed Nias hal arin oh ne ids Waaielglns x rir l@icjn-ain es . 65,000 _ 75,000 iT 

| Us Increase in retained earnings......... Sa nC freee eee e eee me nic} ae 105,000 

i ae cieverc er? 0 aay cio ease oa $350,000 | 

Ee oct iphone | 


"scape TRUE CETTE ETT TERE STILL EE PTE OO 


Changes in retained earnings may also be reported in combination with the in- 
come statement. This format emphasizes net income as the connecting link between 
the income statement and ending retained earnings. Since this format is not often 
used, we do not illustrate it. 

Changes in retained earnings may also be reported in a statement of stockhold- 
ers’ equity. An example of reporting changes in retained earnings in a statement of 
stockholders’ equity for Telex Inc. is shown in Exhibit 6. 
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Example Exercise 13-7 | 


Dry Creek Cameras Inc. reported the following results for the year ending March 31, 2012: 


Retained earnings, April 1, 2011 $3,338,500 
Net income 461,500 
Cash dividends declared 80,000 


Stock dividends declared 120,000 


Prepare a retained earnings statement for the fiscal year ended March 31, 2012. 


Follow My Example 13-7 


Dry Creek Cameras Inc. 
Retained Earnings Statement 
For the Year Ended March 31, 2012 


Retained earings, April 1) 2011 wing cic cakes Maceo Made d ares $3,338,500 
Nie ero. 2), ect am Ales RAIS UIGUOnU Ne eran me ar noc PED! Anoop ananiaS a $461,500 

Less dividends:declared ces. ic So reas cess dase aden dace ee siecle omsie 200,000 

Inerease:in retained earnings: ¢. 060. caves soe carci ime nince nae 261,500 
Retainediearnings: March 31, 20) 25a. cee acige neem eae $3,600,000 ~ 


java) 6 (6 € 010 4.610660 oie 6.0 6 wiele's oie e 6leceie 0 8 0,6 0.0 \ure o:ele-w bo 08h 00's. # pial vi6:s 0 6.016.0.6.6.¢ 8 af ¢i0.ele)6 0.e)6 610-0.8.0 6:0 0:9 0.9/6. 0:6 010.0) 010 0\a\e Sieleln 016.4 v.06 6.6 0.6)¢.6 0 6/08/58 0.6 90. 4/6/6 4 0)0\0 0/8 006 /0.s\n a sig eie)/s)9 9/06 6/9/60) 5\ si s/s)e iui 


Practice Exercises: PE 13-7A, PE 13-7B 


Restrictions The use of retained earnings for payment of dividends may be restricted 
by action of a corporation’s board of directors. Such restrictions, sometimes called appro- 
priations, remain part of the retained earnings. 

Restrictions of retained earnings are classified as: 


1. Legal. State laws may require a restriction of retained earnings. 


Example: States may restrict retained earnings by the amount of treasury stock 
purchased. In this way, legal capital cannot be used for dividends. 


2. Contractual. A corporation may enter into contracts that require restrictions of retained 
earnings. 


Example: A bank loan may restrict retained earnings so that money for repay- 
ing the loan cannot be used for dividends. 


3. Discretionary. A corporation’s board of directors may restrict retained earnings 
voluntarily. 


Example: The board may restrict retained earnings and, thus, limit dividend 
distributions so that more money is available for expanding the business. 


Restrictions of retained earnings must be disclosed in the financial statements. 
Such disclosures are usually included in the notes to the financial statements. 


Prior Period Adjustments An error may arise from a mathematical mistake or 
from a mistake in applying accounting principles. Such errors may not be discovered 
within the same period in which they occur. In such cases, the effect of the error 
should not affect the current period’s net income. Instead, the correction of the er- 
ror, called a prior period adjustment, is reported in the retained earnings statement. 


Such corrections are reported as an adjustment to the beginning balance of retained 
earnings." 


11 Prior period adjustments are illustrated in advanced texts. 
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Statement of Stockholders’ Equity 


When the only change in stockholders’ equity is due to net income or net loss and 
dividends, a retained earnings statement is sufficient. However, when a corporation 
also has changes in stock and paid-in capital accounts, a statement of stockholders’ 
equity is normally prepared. 

A statement of stockholders’ equity is normally prepared in a columnar format. 
Each column is a major stockholders’ equity classification. Changes in each classifica- 
tion are then described in the left-hand column. Exhibit 6 illustrates a statement of 
stockholders’ equity for Telex Inc. 


eS ea Ree 


ee ee ee eae eee 


Delliad Senin tee Duprey nen ha a eee = aig ne et Rin pe ase ae tee pope ee A 


XHIBIT 6 _ Statement of Stockholders’ Equity 


Ee Ce OER Re TE Oe Basis FO j aye tierguiices. 


Telex Inc. 
Statement of Stockholders’ Equity 
For the Year Ended December 31, 2012 


Additional 


Preferred Common Paid-In Retained Treasury 
Stock Stock Capital Earnings Stock Total 
Balance, January 1;-2012 2.000... sees $100,000 $850,000 $177,000 $245,000 —- $(17,000) $1,355,000 
NeGincOMe sc. sant its Castanea ; 180,000 ee 
Dividends on preferred stock............ : gis cesar) : (10,000) 
Dividends on common stock............ me eucvesay (65,000) 
Issuance of additional common stock.... ESO O00 oe 25,000; Terenas 


Purchase of treasury stock ........... ee d panies SU akan ee (10,000) 
Balance, December 31, 2012 ............ $100,000 $900,000 $202,000 + ~— $350,000 $(27,000) 


RON RT ESTEE RETO PRP IEEE ON TTT TE ae ET BOE TT EETE ION ES TIES ET I TIES TR PESTON TY ES SETS PREIS RTO IEEE TS TE NTT OO TON OTE 


Reporting Stockholders’ Equity for Mornin’ Joe 


Mornin’ Joe reports stockholders’ equity in its balance sheet. Mornin’ Joe also includes 
a retained earnings statement and statement of stockholders’ equity in its financial 
statements. 

The Stockholders’ Equity section of Mornin’ Joe’s balance sheet as of December 
31, 2012, is shown below. 


Mornin’ Joe 
Balance Sheet 
December 31, 2012 


Stockholders’ Equity 
Paid-in capital: 
- Preferred 10% stock, $50 par (6,000 shares 


mutborized BOG ISSUGO) <6 60k. oss aie es $ 300,000 
Excess of issue price OVEl Dal... - chess tieeeecs reel 50,000 $ 350,000 
Common stock, $20 par (50,000 shares authorized, 
45,000 erates (sed) es hd ee ta $ 900,000 
Excess of issue Price OVEF Pal... ssc ee eee eee e tte te tent e es 1,450,000 _ 2,350,000 
“Total paid-in caplig) 00... ves Se $2,700,000 
1 Retained earnings ee 1,200,300 
lo fel 2. oe. ee : $3,900,300 
| Deduct treasury stock (1,000 shares at cost)..... : 46,000 
Total stockholders’ equity............2++++++ (. $3,854,300 
$6,169,700 


| Total liabilities and stockholders’ equity........--.-++ce0seeree+ 
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Mornin’ Joe’s retained earnings statement for the year ended December 31, 2012, 
is as follows: 


Mornin’ Joe 


Retained Earnings Statment 
For the Year Ended December 31, 2012 


Retained earnings, January 1,2012.............505: $ 852,700 
Netincome..........: We oe ee $421,600 
Less dividends: 
Preferred stockc.04 bar a eee $30,000 
COMMON SEOCK: 520. i eee es 44,000 74,000 
| Increase in retained earningsS................ sees : 347,600 
| Retained earnings, December 31, 2012.............. $1,200,300 


E 
” eRe en terrence reer ara eparemrUrec ea 


stomps cence teeter em eee a a eee tm eter ce cer me FRE OT OR 


The statement of stockholders’ equity for Mornin’ Joe is shown below. 


i i Us ala Sin iat sD cei DSBS SD uaa, 


Statement of Stockholders’ Equity 


For the Year Ended December 31, 2012 


Additional 


. Preferred Common Paid-In Retained Treasury 

Stock Stock Capital Earnings Stock Total 
Balance, January 1,2012........... $300,000 $800,000 —_ $1,325,000 S 852,700 $(36,000) $3,241,700 
| Net income......... ee 421,600 421,600 
_ Dividends on preferred stock....... : (30,000) (30,000) 
| Dividends on common stock....... (44,000) (44,000) 
Issuance of additional 

| COMMON Stock... 6.1... 100,000 175,000 275,000 
' Purchase of treasury stock ......... (10,000) (10,000) 
_ Balance, December 31, 2012 ....... $300,000 $900,000 $1,500,000 $1,200,300 $(46,000) $3,854,300 


Describe the Stock Splits 


effect of stock 
splits on corporate 
financial statements. 


A stock split is a process by which a corporation reduces the par or stated value of 
its common stock and issues a proportionate number of additional shares. A stock 
split applies to all common shares including the unissued, issued, and treasury shares. 

A major objective of a stock split is to reduce the market price per share of 
the stock. This attracts more investors and broadens the types and numbers of 
stockholders. 

To illustrate, assume that Rojek Corporation has 10,000 shares of $100 par com- 
mon stock outstanding with a current market price of $150 per share. The board of 
directors declares the following stock split: 


1. Each common shareholder will receive 5 shares for each share held. This is called a 
5-for-I stock split. As a result, 50,000 shares (10,000 shares x 5) will be outstanding. 


2. The par of each share of common stock will be reduced to $20 ($100/5). 


The par value of the common stock outstanding is $1,000,000 both before and 
after the stock split as shown below. 


Before Split After Split 
Number of shares 10,000 50,000 
Par value per share x $100 x $20 


Total $1,000,000 $1,000,000 
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In addition, each Rojek Corporation shareholder owns the same 
total par amount of stock before and after the stock split. For 
example, a stockholder who owned 4 shares of $100 par stock : Shs) 
before the split (total par of $400) would own 20 shares of $20 whee $100 par 20 shares, $20 = 
par stock after the split (total par of $400). Only the number of 
shares and the par value per share have changed. 

Since there are more shares outstanding after the stock split, 
the market price of the stock should decrease. For example, in the 
preceding example, there would be 5 times as many shares out- 
standing after the split. Thus, the market price of the stock would 
be expected to fall from $150 to about $30 ($150/5). aS 

Stock splits do not require a journal entry since only the par $400 total par value 


Before After 5:1 


Stock Split Stock Split 


$400 total par value 


(or stated) value and number of shares outstanding have changed. Note: 
However, the details of stock splits are normally disclosed in the A stock split does not 
notes to the financial statements. require a journal entry. 


BUFFETT ON STOCK SPLITS New York Stock Exchange. Such a high price doesn’t bother 


Buffet since he believes that high stock prices attract more 
Warren E. Buffett, chairman and chief executive officer sophisticated and long-term investors and discourage stock 
of Berkshire Hathaway Inc., opposes stock splits on the speculators and short-term UN lee fee 
basis that they add no value to the company. Since its incep- In contrast, Microsoft Corporation has split its stock 


nine times since it went public in 1986. As a result, one share 
of Microsoft purchased in 1986 is equivalent to 288 shares 
today, which would be worth approximately $7,500. 


tion, Berkshire Hathaway has never declared a stock split 
on its primary (Class A) common stock. As a result, Berk- 
shire Hathaway's Class A common stock sells well above 
$100,000 per share, which is the most expensive stock on the 


Financial Analysis and Interpretation: 
Earnings per Share 


Describe and 

Net income is often used by investors and creditors in evaluating a company’s profit- illustrate the 
ability. However, net income by itself is difficult to use in comparing companies of use of earnings per 
different sizes. Also, trends in net income may be difficult to evaluate if there have _ share in evaluating a 
been significant changes in a company’s stockholders’ equity. Thus, the profitability company’s profitability. 
of companies is often expressed as earnings per share. 

Earnings per common share (EPS), sometimes called basic earnings per share, 
is the net income per share of common stock outstanding during a period.’ Corpo- 
rations whose stock is traded in a public market must report earnings per common 
share on their income statements. 

Earnings per share is computed as follows: 


Net Income - Preferred Dividends 


i Share = ; 
ea PER er Anate Average Number of Common Shares Outstanding 


If a company has preferred stock outstanding, any preferred dividends are sub- 
tracted from net income. This is because the numerator represents only those earnings 


available to the common shareholders. 
To illustrate, the following data (in thousands) were taken from Hasbro's financial 


statements: 


12 For complex capital structures, earnings per share assuming dilution may also be reported as described in Chapter 17. 
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2009 2008 
Netingommelaecreree « onseack 1 See Beane $374,930 $306,766 
Average number of common shares 
WICC eosananat cuoncSanontoncodee 139,487 shares 140,877 shares 
Earnings pensMarews meas. settee veer $2.69 $2.18 


($374,930 + 139,487 shares) ($306,766 + 140,877 shares) 


Hasbro had no preferred stock outstanding during 2008; thus, no preferred divi- 
dends were subtracted in computing earnings per share. As shown above, Hasbro’s 
earnings per share increased from $2.18 in 2008 to $2.69 in 2009. An increase in 
earnings per share is generally considered a favorable trend. 

Earnings per share can be used to compare two companies with different net in- 
comes. For example, the following data (in millions) were taken from a recent year’s 
financial statements for Bank of America Corporation and JP Morgan Chase & Co. 


Bank of America JP Morgan Chase 


NetingoMme.saceeccnce scene eee ee niee $4,008 $5,605 
Preferredidividencdsi..ss se ncciteeeiineeieieen $1,452 $674 
Average number of common 

Shares;OuLStAaNGIiNGs. vaastentaenerie tee a 4,592 shares 3,501 shares 


Bank of America: 


Average Number of Common 4,592 shares 4,592 shares 
Shares Outstanding 


i Net Income — Preferred Dividends $5,605 - $674 $4,931 
Earnings per Share = ———_______—-. = ——___—_ = —————_ = $1 4] 
Average Number of Common 3,501 shares 3,501 shares 


Shares Outstanding 


On the bases of net income and earnings per share, JP Morgan Chase is more 
profitable than Bank of America. 


Financial statement data for years ending December 31 for Finnegan Company are shown below. 


2012 2011 


NGTAINCORV Os rcs qiscrisui a cins cuktraa ofr a ee $350,000 $195,000 
Preferred: civic emcdSeax cere, a2 1 enn derarsae oh ei eaceer ee $20,000 $15,000 
Average number of common shares outstanding ........ 75,000 shares 50,000 shares 


a. Determine earnings per share for 2012 and 2011. 
b. Does the change in the earnings per share from 2011 to 2012 indicate a favorable or an unfavorable trend? 


RICO 


Follow My Example 13-8 


a. 


i 

+ 2012: . 

: & 

Net Income - Preferred Dividends = : 

. Earnings per Share = ———————_—SS SSS _ = $350,000 - $20,000 = __9330,000 __ = $4.40 [ 

| Average Number of Common Shares Outstanding 75,000 shares 75,000 shares 

| 2011: | 

: Me : 
: Net Income — Preferred Dividend - : 

Earnings per Share = wie EE es CS ee aaaaat ie) = _£195,000 - $15,000 = __ $180,000 = $3.60 : 

Average Number of Common Shares Outstanding 50,000 shares 50,000 shares : 

/ 


b. The increase in the earnings per share from $3.60 to $4.40 indicates a favorable trend in the company’s profitability. 


SE REE COSA ROS CSR OE 6104 'W 6 BIE Oe '0ck, A189) eee) eleXanNAM) Mids8)|@Ca ej ehep ei eiWlo)\blase.e\9)ie/arniayel aiwiteiatanieva tata ei plehciotal ¢ crane tee ie 
POP ee meer eraser crew re eee e wees 


Practice Exercises: PE 13-8A, PE 13-8B _ | 
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Ata Glance 


7a Describe the nature of the corporate form of organization. 


: 


Key Points Corporations have a separate legal existence, transferable units of stock, unlimited life, and 
limited stockholders’ liability. The advantages and disadvantages of the corporate form are summarized in 
Exhibit 2. Costs incurred in organizing a corporation are debited to Organizational Expenses. 


Learning Outcomes Example Practice 
Exercises Exercises 

¢ Describe the characteristics of corporations. 

* List the advantages and disadvantages of the corporate form. 


* Prepare a journal entry for the costs of organizing a corporation. 


eE Describe the two main sources of stockholders’ equity. 


Key Points The two main sources of stockholders’ equity are (1) capital contributed by the stockholders 
and others, called paid-in capital, and (2) net income retained in the business, called retained earnings. 
Stockholders’ equity is reported in a corporation balance sheet according to these two sources. 


Example | Practice 


Learning Outcomes t 
Exercises Exercises 


* Describe what is meant by paid-in capital. 


* Describe what is meant by net income retained in the business. 


* Prepare a simple Stockholders’ Equity section of the balance sheet. 


= Describe and illustrate the characteristics of stock, classes of stock, and entries for issuing stock. 


Key Points The main source of paid-in capital is from issuing common and preferred stock. Stock issued 
at par is recorded by debiting Cash and crediting the class of stock issued for its par amount. Stock issued 
for more than par is recorded by debiting Cash, crediting the class of stock for its par, and crediting Paid-In 
Capital in Excess of Par for the difference. When no-par stock is issued, the entire proceeds are credited to 
the stock account. No-par stock may be assigned a stated value per share, and the excess of the proceeds 
over the stated value may be credited to Paid-In Capital in Excess of Stated Value. 


: | Example Practice 

| et Exercises Exercises 

| * Describe the characteristics of common and preferred stock including EE13-1 13-1A, 13-1B 
| tights to dividends. 

' * Journalize the entry for common and preferred stock issued at par. EE13-2 13-2A, 13-2B 
* Journalize the entry for common and preferred stock issued at more EE13-2 13-2A, 13-2B 
( than par. 

i. Journalize the entry for issuing no-par stock. EE13-2 13-2A, 13-2B 


604 Chapter 13 Corporations: Organization, Stock Transactions, and Dividends 


Describe and illustrate the accounting for cash dividends and stock dividends. 
Key Points The entry to record a declaration of cash dividends debits Dividends and credits Dividends 
Payable. When a stock dividend is declared, Stock Dividends is debited for the fair value of the stock to be 
issued. Stock Dividends Distributable is credited for the par or stated value of the common stock to be is- 
sued. The difference between the fair value of the stock and its par or stated value is credited to Paid-In 
Capital in Excess of Par—Common Stock. When the stock is issued on the date of payment, Stock Dividends 
Distributable is debited and Common Stock is credited for the par or stated value of the stock issued. 


| Example Practice 
see nga Exercises Exercises 
* Journalize the entries for the declaration and payment of cash EE13-3 PE13-3A, 13-3B 
dividends. 
z= Journalize the entries for the declaration and payment of stock EE13-4 PE13-4A, 13-4B 
dividends. 


1 paren eterno 2559 GE ee eee ree acerca rma ee 


Describe and illustrate the accounting for treasury stock transactions. 


| Key Points When a corporation buys its own stock, the cost method of accounting is normally used. 
Treasury Stock is debited for its cost, and Cash is credited. If the stock is resold, Treasury Stock is credited 
for its cost and any difference between the cost and the selling price is normally debited or credited to 
Paid-In Capital from Sale of Treasury Stock. 


Practice 
Exercises 


Example 
Exercises 


Learning Outcomes 


* Define treasury stock. 
| * Describe the accounting for treasury stock. 


* Journalize entries for the purchase and sale of treasury stock. PE13-5A, 13-5B 


Describe and illustrate the reporting of stockholders’ equity. 


i 4 ‘ : ; ‘ es 

_ Key Points Two alternatives for reporting stockholders’ equity are shown in Exhibit 4. Changes in retained 

/ earnings are reported in a retained earnings statement, as shown in Exhibit 5. Restrictions to retained earnings 
_ should be disclosed. Any prior period adjustments are reported in the retained earnings statement. Changes in 
_ stockholders’ equity may be reported on a statement of stockholders’ equity, as shown in Exhibit 6. 
| 

4 

| 


_ Learning Outcomes Example Practice 
] Exercises Exercises 
| ¢ Prepare the Stockholders’ Equity section of the balance sheet. EE13-6 PE13-6A, 13-6B 
| * Prepare a retained earnings statement. EE13-7 PE13-7A, 13-7B 


* Describe retained earnings restrictions and prior period adjustments. 


* Prepare a statement of stockholders’ equity. 


co tm RoeAR TN SEER RERUN Nat 


SSSA AS SSPE aT RHE 
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Describe the effect of stock splits on corporate financial statements. 


Key Points When a corporation reduces the par or stated value of its common stock and issues a propor- 
tionate number of additional shares, a stock split has occurred. There are no changes in the balances of any 
accounts, and no entry is required for a stock split. 


Example Practice 


Learning Outcomes ; . 
Exercises Exercises 


* Define and give an example of a stock split. 


AOE IS ETL ISLE OTE LETTE 


* Describe the accounting for and effects of a stock split on the finan- 
cial statements. 


Describe and illustrate the use of earnings per share in evaluating a company’s profitability. 


Key Points The profitability of companies is often expressed as earnings per share. Earnings per share is 
computed by subtracting preferred dividends from net income and dividing by the average number of com- 
mon shares outstanding. 


3 Example Practice 
Esocolee Outcomes Exercises Exercises 
* Describe the use of earnings per share in evaluating a company’s 
profitability. 
* Compute and interpret earnings per share. EE13-8 PE13-8A, 13-8B 


pea Sac Naa aise 


Key Terms 
cash dividend (591) in arrears (586) retained earnings statement (597) 
common stock (585) outstanding stock (585) statement of stockholders’ 
cumulative preferred paid-in capital (584) equity (599) 
stock (586) par (585) stock (582) 
deficit (585) preferred stock (586) stock dividend (593) 
discount (588) premium (588) stock split (600) 
dividends (584) prior period adjustments (598) stockholders (582) 
earnings per common restrictions (598) stockholders’ equity (584) 
share (EPS) (601) retained earnings (584) treasury stock (594) 


Illustrative Problem 


Altenburg Inc. is a lighting fixture wholesaler located in Arizona. During its current 
fiscal year, ended December 31, 2012, Altenburg Inc. completed the following selected 


t: ansactions: 


Feb. 3. Purchased 2,500 shares of its own common stock at $26, recording the stock 
at cost. (Prior to the purchase, there were 40,000 shares of $20 par common 


stock outstanding.) 
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May 1. Declared a semiannual dividend of $1 on the 10,000 shares of preferred 
stock and a 30¢ dividend on the common stock to stockholders of record 
on May 31, payable on June 15. 


June 15. Paid the cash dividends. 
Sept. 23. Sold 1,000 shares of treasury stock at $28, receiving cash. 


Nov. 1. Declared semiannual dividends of $1 on the preferred stock and 30¢ on the 
common stock. In addition, a 5% common stock dividend was declared on 
the common stock outstanding, to be capitalized at the fair market value of 
the common stock, which is estimated at $30. 


Dec. 1. Paid the cash dividends and issued the certificates for the common stock 
dividend. 


Instructions 


Journalize the entries to record the transactions for Altenburg Inc. 


Solution 


Treasury Stock 
Cash 


Cash Dividends 21,250 
Cash Dividends Payable 21,250 
(10,000 x $1) + [(40,000 - 2,500) x $0.30]. 


Cash Dividends Payable 21,250 
Cash 21,250 


Cash 
Treasury Stock 
Paid-In Capital from Sale of Treasury Stock 


Cash Dividends 
Cash Dividends Payable 21,550 
(10,000 x $1) + [(40,000 — 1,500) x $0.30]. 


Stock Dividends 
Stock Dividends Distributable 38,500 
Paid-In Capital in Excess of 
Par—Common Stock 19,250 
*(40,000 - 1,500) x 5% x $30. 


Cash Dividends Payable 21/550 
Stock Dividends Distributable 38,500 


Cash 21,550 
Common Stock 38,500 
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Discussion Questions 


i: 


4, 


Of two corporations organized at approximately 
the same time and engaged in competing busi- 
nesses, one issued $150 par common stock, and 
the other issued $1.00 par common stock. Do the 
par designations provide any indication as to which 
stock is preferable as an investment? Explain. 


. A stockbroker advises a client to “buy preferred 


stock. . . . With that type of stock, . . . [you] will 
never have to worry about losing the dividends.” 
Is the broker right? 


A corporation with both preferred stock and com- 
mon stock outstanding has a substantial credit 
balance in its retained earnings account at the 
beginning of the current fiscal year. Although net 
income for the current year is sufficient to pay the 
preferred dividend of $90,000 each quarter and a 
common dividend of $275,000 each quarter, the 
board of directors declares dividends only on the 
preferred stock. Suggest possible reasons for pass- 
ing the dividends on the common stock. 


An owner of 1,000 shares of Simmons Company 
common stock receives a stock dividend of 6 shares. 


a. What is the effect of the stock dividend on the 
stockholder’s proportionate interest (equity) in 
the corporation? 


b. How does the total equity of 1,006 shares 
compare with the total equity of 1,000 shares 
before the stock dividend? 


10. 


607 


a. Where should a declared but unpaid cash divi- 
dend be reported on the balance sheet? 


b. Where should a declared but unissued stock 
dividend be reported on the balance sheet? 


. A corporation reacquires 25,000 shares of its own 


$10 par common stock for $1,000,000, recording 
it at cost. 


a. What effect does this transaction have on rev- 
enue or expense of the period? 


b. What effect does it have on stockholders’ equity? 


The treasury stock in Discussion Question 6 is 
resold for $1,200,000. 


a. What is the effect on the corporation’s revenue 
of the period? 


b. What is the effect on stockholders’ equity? 


What are the three classifications of restrictions of 
retained earnings, and how are such restrictions 
normally reported on the financial statements? 


Indicate how prior period adjustments would be 
reported on the financial statements presented 
only for the current period. 


What is the primary purpose of a stock split? 
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Practice Exercises 


Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


OBJ. 4 


Example 
Exercises 


EE 13-1 p.587 


EE 13-1 p.587 


EE 13-2 590 


EE 13-2 p.590 


EE 13-3 592 


EE 13-3 p.592 


EE 13-4 p.594 


PE 13-1A Dividends per share 


Hays-Smith Company has 18,000 shares of 4% cumulative preferred stock of $125 par 
and 50,000 shares of $40 par common stock. The following amounts were distributed 
as dividends: 


Year 1 $ 72,000 
Year 2 125,000 
Year 3 160,000 


Determine the dividends per share for preferred and common stock for each year. 


PE 13-1B Dividends per share 

Lasers4U Company has 10,000 shares of 2% cumulative preferred stock of $50 par and 
25,000 shares of $100 par common stock. The following amounts were distributed as 
dividends: 


Year 1 $18,000 
Year 2 7,500 
Year 3 35,000 


Determine the dividends per share for preferred and common stock for each year. 


PE 13-2A_ Entries for issuing stock 
On February 23, Muir Corporation issued for cash 75,000 shares of no-par common stock 
(with a stated value of $80) at $125. On October 6, Muir issued 20,000 shares of 1%, $50 
preferred stock at par for cash. On November 4, Muir issued for cash 12,000 shares of 
1%, $50 par preferred stock at $59. 

Journalize the entries to record the February 23, October 6, and November 4 transactions. 


PE 13-2B_ Entries for issuing stock 
On August 7, Asian Artifacts Corporation issued for cash 300,000 shares of no-par com- 
mon stock at $1.75. On September 1, Asian Artifacts issued 25,000 shares of 2%, $40 
preferred stock at par for cash. On November 2, Asian Artifacts issued for cash 10,000 
shares of 2%, $40 par preferred stock at $52. 

Journalize the entries to record the August 7, September 1, and November 2 transactions. 


PE 13-3A_ Entries for cash dividends 


The declaration, record, and payment dates in connection with a cash dividend of $115,000 
on a corporation’s common stock are October 15, November 14, and December 14. Jour- 
nalize the entries required on each date. 


PE 13-3B_ Entries for cash dividends 


The declaration, record, and payment dates in connection with a cash dividend of $275,000 
on a corporation’s common stock are March 3, April 2, and May 2. Journalize the entries 
required on each date. 


PE 13-4A_ Entries for stock dividends 


Arroyo Corporation has 100,000 shares of $60 par common stock outstanding. On February 8, 

Arroyo Corporation declared a 6% stock dividend to be issued April 11 to stockholders of 

record on March 10. The market price of the stock was $94 per share on February 8. 
Journalize the entries required on February 8, March 10, and April 11. 


Learning 
Objectives 


OBJ. 4 


OBJ.5 


OBJ.5 


OBJ.6 


OBJ. 6 


OBJ.6 


OBJ. 6 


Example 
Exercises 


EE 13-4 p.594 


EE 13-5 p.595 


EE 13-5 p.595 


EE 13-6 p. 5% 


EE 13-6 p.5% 


EE 13-7 p.598 


EE 13-7 p.598 


Chapter 13 Corporations: Organization, Stock Transactions, and Dividends 609 


PE 13-4B Entries for stock dividends 


U-Store Corporation has 250,000 shares of $15 par common stock outstanding. On July 20, 

U-Store Corporation declared a 3% stock dividend to be issued September 18 to stockhold- 

ers of record on August 19. The market price of the stock was $54 per share on July 20. 
Journalize the entries required on July 20, August 19, and September 18. 


PE 13-5A_ Entries for treasury stock 


On March 8, Golf Resorts Inc. reacquired 13,000 shares of its common stock at $42 per 
share. On May 16, Golf Resorts sold 9,500 of the reacquired shares at $50 per share. On 
August 30, Golf Resorts sold the remaining shares at $40 per share. 

Journalize the transactions of March 8, May 16, and August 30. 


PE 13-5B_ Entries for treasury stock 


On September 9, Palin Clothing Inc. reacquired 9,000 shares of its common stock at $24 

per share. On October 7, Palin Clothing sold 4,800 of the reacquired shares at $29 per 

share. On December 20, Palin Clothing sold the remaining shares at $22 per share. 
Journalize the transactions of September 9, October 7, and December 20. 


PE 13-6A Reporting stockholders’ equity 

Using the following accounts and balances, prepare the Stockholders’ Equity section of 
the balance sheet. Fifty thousand shares of common stock are authorized, and 2,500 
shares have been reacquired. 


Common Stock, $120 par $4,800,000 
Paid-In Capital in Excess of Par 600,000 
Paid-In Capital from Sale of Treasury Stock 59,000 
Retained Earnings 7,138,500 
Treasury Stock 287,500 


PE 13-6B Reporting stockholders’ equity 

Using the following accounts and balances, prepare the Stockholders’ Equity section of 
the balance sheet. Two-hundred thousand shares of common stock are authorized, and 
24,000 shares have been reacquired. 


Common Stock, $15 par $2,400,000 
Paid-In Capital in Excess of Par 480,000 
Paid-In Capital from Sale of Treasury Stock 100,000 
Retained Earnings 5,275,000 
Treasury Stock 336,000 


PE 13-7A Retained earnings statement 
Emmy Leaders Inc. reported the following results for the year ending August 31, 2012: 


Retained earnings, September 1, 2011 $740,000 
Net income 145,000 
Cash dividends declared 5,000 
Stock dividends declared 30,000 


Prepare a retained earnings statement for the fiscal year ended August 31, 2012. 


PE 13-7B Retained earnings statement 
Auckland Cruises Inc. reported the following results for the year ending April 30, 2012: 


Retained earnings, May 1, 2011 $3,180,000 
Net income 515,000 
Cash dividends declared 100,000 
Stock dividends declared 125,000 


Prepare a retained earnings statement for the fiscal year ended April 30, 2012. 
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Learning Example 
Objectives _ Exercises 


OBJ.8 £EE13-8 p.602 PE13-8A_ Earnings per share 


Financial statement data for years ending December 31 for Jardine Company are shown 
FAT] below. 
2012 2011 
Net income $117,000 $104,000 
Preferred dividends $18,000 $18,000 
Average number of common shares outstanding 50,000 shares 40,000 shares 


a. Determine the earnings per share for 2012 and 2011. 


b. Does the change in the earnings per share from 2011 to 2012 indicate a favorable or 
an unfavorable trend? 


OBJ.8 £E13-8 p602 PE13-8B Earnings per share 


Financial statement data for years ending December 31 for Duffner Company are shown 
wD below. 
2012 2011 
Net income $971,000 $692,000 
Preferred dividends $35,000 $35,000 
Average number of common shares outstanding 120,000 shares 90,000 shares 


a. Determine the earnings per share for 2012 and 2011. 


b. Does the change in the earnings per share from 2011 to 2012 indicate a favorable or 
an unfavorable trend? 


OBJ.3 EX 13-1 Dividends per share 


Baxter Inc., a developer of radiology equipment, has stock outstanding as follows: 18,000 
shares of cumulative 2%, preferred stock of $75 par, and 40,000 shares of $10 par com- 
mon. During its first four years of operations, the following amounts were distributed 
as dividends: first year, $22,500; second year, $28,800; third year, $40,100; fourth year, 
$77,000. Calculate the dividends per share on each class of stock for each of the four years. 


V Preferred stock, 
Ist year: $1.25 


OBJ.3 EX 13-2 Dividends per share 


Wings Inc., a software development firm, has stock outstanding as follows: 25,000 shares 
of cumulative 1%, preferred stock of $40 par, and 50,000 shares of $120 par common. 
During its first four years of operations, the following amounts were distributed as divi- 
dends: first year, $7,500; second year, $10,500; third year, $25,000; fourth year, $60,000. 
Calculate the dividends per share on each class of stock for each of the four years. 


V Preferred stock, 
Ist year: $0.30 


OBJ. 3 EX 13-3 Entries for issuing par stock 


On January 14, Mountain Rocks Inc., a marble contractor, issued for cash 24,000 shares 
of $25 par common stock at $32, and on March 17, it issued for cash 60,000 shares of 
$10 par preferred stock at $11. 


a. Journalize the entries for January 14 and March 17. 


b. What is the total amount invested (total paid-in capital) by all stockholders as of March 17? 


OBJ.3 EX 13-4 Entries for issuing no-par stock 


On July 12, Lasting Carpet Inc., a carpet wholesaler, issued for cash 300,000 shares of 
no-par common stock (with a stated value of $4) at $9, and on November 18, it issued 
for cash 40,000 shares of $90 par preferred stock at $100. 


a. Journalize the entries for July 12 and November 18, assuming that the common stock 
is to be credited with the stated value. 


b. What is the total amount invested (total paid-in capital) by all stockholders as of 
November 18? 


OBJ. 3 


OBJ.3 


OBJ.3 


OBJ.3 
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EX 13-5 Issuing stock for assets other than cash 


On April 15, Hass Corporation, a wholesaler of hydraulic lifts, acquired land in exchange 
for 17,500 shares of $20 par common stock with a current market price of $30. Journalize 
the entry to record the transaction. 


EX 13-6 Selected stock transactions 


Fantastic Sounds Corp., an electric guitar retailer, was organized by Pam Mikhail, Jane 
Lo, and Dale Nadal. The charter authorized 400,000 shares of common stock with a par 
of $50. The following transactions affecting stockholders’ equity were completed during 
the first year of operations: 


a. Issued 20,000 shares of stock at par to Pam Mikhail for cash. 


b. Issued 1,000 shares of stock at par to Dale Nadal for promotional services provided 
in connection with the organization of the corporation, and issued 15,000 shares of 
stock at par to Dale Nadal for cash. 


c. Purchased land and a building from Jane Lo. The building is mortgaged for $300,000 
for 20 years at 5%, and there is accrued interest of $2,500 on the mortgage note 
at the time of the purchase. It is agreed that the land is to be priced at $200,000 
and the building at $500,000, and that Jane Lo’s equity will be exchanged for stock 
at par. The corporation agreed to assume responsibility for paying the mortgage note 
and the accrued interest. 


Journalize the entries to record the transactions. 


EX 13-7 Issuing stock 


Wildwood Nursery, with an authorization of 50,000 shares of preferred stock and 400,000 
shares of common stock, completed several transactions involving its stock on June 1, the 
first day of operations. The trial balance at the close of the day follows: 


GE ee ae A ant er nae ee MnO On he osconorney ove de. 1,584,000 

WV nie ee oO eee enc Sac aphg oars. Be Ginn a Sinai Leiner OmrONe Once ION Toes 350,000 

SUB GUISS eceorsrs a aihreteia etcra seine wie nie Pisletare w vin ere elm h nig Gale Mepe atesiets 910,000 

CHCA RAG] SO SOLE S00) [Bases nan od benno aponousaacuononedendoudo 1,200,000 

Paid-In Capital in Excess of Par—Preferred StOCKincen ceuwisoeee oe 60,000 

(Gosinininy Ser 6 / SSO) Walp we snov ude SoLAaN Ads dosaSoceseCoHoNhs Voonss 1,500,000 

Paid-In Capital in Excess of Par—Common Stock .......-++++00++++5 84,000 
2,844,000 2,844,000 


All shares within each class of stock were sold at the same price. The preferred stock 
was issued in exchange for the land and buildings. 
Journalize the two entries to record the transactions summarized in the trial balance. 


EX 13-8 Issuing stock 

Baird Products Inc., a wholesaler of office products, was organized on January 30 of 
the current year, with an authorization of 80,000 shares of 2% preferred stock, $75 par 
and 800,000 shares of $20 par common stock. The following selected transactions were 
completed during the first year of operations: 


Jan. 30. Issued 300,000 shares of common stock at par for cash. 


31. Issued 750 shares of common stock at par to an attorney in payment of legal 
fees for organizing the corporation. 


Feb. 21. Issued 32,000 shares of common stock in exchange for land, buildings, and 
equipment with fair market prices of $150,000, $460,000, and $90,000, respec- 
tively. 

Mar. 2. Issued 15,000 shares of preferred stock at $77.50 for cash. 


Journalize the transactions. 
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OBJ. 4 


OBJ. 4 


V b. (1) $18,060,000 
(3) $93,556,000 


OBJ.5 
WV b. $102,000 credit 


OBJ. 5,6 
V b. $94,000 credit 


OBJ. 5,6 
V b. $24,000 credit 


EX 13-9 Entries for cash dividends 

The declaration, record, and payment dates in connection with a cash dividend of $365,850 
on a corporation’s common stock are April 1, May 1, and June 3. Journalize the entries 
required on each date. 


EX 13-10 Entries for stock dividends 

Organic Life Co. is an HMO for businesses in the Portland area. The following account 

balances appear on the balance sheet of Organic Life Co.: Common stock (250,000 shares 

authorized), $125 par, $17,500,000; Paid-in capital in excess of par—common stock, 

$560,000; and Retained earnings, $75,496,000. The board of directors declared a 3% stock 

dividend when the market price of the stock was $132 a share. Organic Life Co. reported 

no income or loss for the current year. 

a. Journalize the entries to record (1) the declaration of the dividend, capitalizing an 
amount equal to market value, and (2) the issuance of the stock certificates. 

b. Determine the following amounts before the stock dividend was declared: (1) total 
paid-in capital, (2) total retained earnings, and (3) total stockholders’ equity. 

c. Determine the following amounts after the stock dividend was declared and closing 
entries were recorded at the end of the year: (1) total paid-in capital, (2) total retained 
earnings, and (3) total stockholders’ equity. ‘ 


EX 13-11 Treasury stock transactions 


Deer Creek Inc. bottles and distributes spring water. On April 27 of the current 
year, Deer Creek reacquired 15,000 shares of its common stock at $60 per share. On July 
13, Deer Creek sold 9,000 of the reacquired shares at $72 per share. The remaining 6,000 
shares were sold at $59 per share on October 8. 


a. Journalize the transactions of April 27, July 13, and October 8. 


b. What is the balance in Paid-In Capital from Sale of Treasury Stock on December 31 
of the current year? 


c. «iii For what reasons might Deer Creek have purchased the treasury stock? 


EX 13-12 Treasury stock transactions 

Golden Gardens Inc. develops and produces spraying equipment for lawn maintenance 

and industrial uses. On June 19 of the current year, Golden Gardens Inc. reacquired 

24,000 shares of its common stock at $64 per share. On August 30, 19,000 of the reac- 

quired shares were sold at $68 per share, and on September 6, 3,000 of the reacquired 

shares were sold at $70. 

a. Journalize the transactions of June 19, August 30, and September 6. 

b. What is the balance in Paid-In Capital from Sale of Treasury Stock on December 31 
of the current year? 

c. What is the balance in Treasury Stock on December 31 of the current year? 


. How will the balance in Treasury Stock be reported on the balance sheet? 


EX 13-13 Treasury stock transactions 


Conyers Water Inc. bottles and distributes spring water. On July 5 of the current year, 
Conyers Water Inc. reacquired 12,500 shares of its common stock at $80 per share. On 
November 3, Conyers Water Inc. sold 7,000 of the reacquired shares at $85 per share. 
The remaining 5,500 shares were sold at $78 per share on December 10. 


a. Journalize the transactions of July 5, November 3, and December 10. 


b. What is the balance in Paid-In Capital from Sale of Treasury Stock on December 31 
of the current year? 


c. Where will the balance in Paid-In Capital from Sale of Treasury Stock be reported on 
the balance sheet? 


d <a FOr what reasons might Conyers Water Inc. have purchased the treasury stock? 


OBJ.6 


¥ Total paid-in capital, 
$7,720,000 


OBJ. 6 


¥ Total stockholders’ 
equity, $11,677,000 


OBJ.6 


V Total stockholders’ 
equity, $31,308,000 


OBJ.6 


VY Retained earnings, 
October 31, $966,750 


OBJ.6 

v Corrected total 
stockholders’ equity, 
$53,527,000 
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EX 13-14 Reporting paid-in capital 


The following accounts and their balances were selected from the unadjusted trial balance 
of CW Group Inc., a freight forwarder, at March 31, the end of the current fiscal year: 


Pheretnedal oS tock S75) palace sett tonite eect oat ote fs bepnoeuee $ 4,500,000 
Paid-In Capital in Excess of Par—Preferred Stock ............ ccc e cece cence 180,000 
EOMmMOnISlocks noipalpoSstateG Wallin ncaate nate tee. em tes se cle, stesetyern ers 2,400,000 
Paid-In Capital in Excess of Stated Value—Common Stock ...........0005 450,000 
Paid-n Eapitali frommsalevon ireasuny Stocks, .cs sce ecemtee- = tie nace siemeiciets 190,000 
REtaimeGiEAalmMinigs we tert erctecctiac- oc cec ne hainott onic detterenmeemren nae 11,570,000 


Prepare the Paid-In Capital portion of the Stockholders’ Equity section of the balance 
sheet. There are 500,000 shares of common stock authorized and 100,000 shares of pre- 
ferred stock authorized. 


EX 13-15 Stockholders’ equity section of balance sheet 


The following accounts and their balances appear in the ledger of Cline Properties Inc. 
on April 30 of the current year: 


GommomStoackss Opals ceases scsi cncaaietin su beeites ucoienieaooions $2,700,000 
Parcelm@apitalnimiexGess Of Palate cians «1-16 o)stevst elcie ieiererwlete etetelowe efetstele Teo 120,000 
Paid-In Capital from Sale of Treasury Stock.......... 000s cee eee eee e ee eens 36,000 
racy aio Tat iaiine Sea cansopaee momsem ans obaconsOnen domsou DoD anoddan Ioanpor 9,173,000 
TIN@ASUMVISLOGKe errs see eerrratet cistrentae sic 1pee tacts re itis ish eases 352,000 


Prepare the Stockholders’ Equity section of the balance sheet as of April 30. Fifty thou- 
sand shares of common stock are authorized, and 4,000 shares have been reacquired. 


EX 13-16 Stockholders’ equity section of balance sheet 

Furious and Fast Car Inc. retails racing products for BMWs, Porsches, and Ferraris. The 
following accounts and their balances appear in the ledger of Furious and Fast Car Inc. 
on November 30, the end of the current year: 


COMMIVON STOCK, SOIDAI ass a. sass cinicinre ei aaisisiaces o2a06 ae iecoleies reininton Catacaein § 3,000,000 
Paid-In Capital in Excess of Par—Common Stock.......-...005+sseeree eee 525,000 
Paid-In Capital in Excess of Par—Preferred StOGK scx Sderot ce Sec anpee 280,000 
Paid-In Capital from Sale of Treasury Stock—Common ..........s00++0e: 175,000 
Preferred 2% Stock, S125 par... 2.0.0. c-vmbeaiele scree le weeps scene cee ane 5,000,000 
RetaieG:EArMlGS rece tei ees ce v0 on weasels ole edie 6 cine sy niet soe nk 23,120,000 
Treasury Stock—COMMON ......... cece esse ee eeee eee ett e tte t sees 792,000 


Sixty thousand shares of preferred and 500,000 shares of common stock are authorized. 
There are 88,000 shares of common stock held as treasury stock. 

Prepare the Stockholders’ Equity section of the balance sheet as of November 30, the 
end of the current year. 


EX 13-17 Retained earnings statement 
Sandusky Corporation, a manufacturer of industrial pumps, reports the following results 
for the year ending October 31, 2012: 


Retained earnings, November 1, 2011 .........eeeeeen eee eee e eee e eee e eee: $796,750 
NTT aYelol nataheto we nian ae Che onGun ty 16 Dad Ud IC COO OS Unnb ic ap nickron so baI5 DOD 215,000 
GASIGIVIGENGS GEClAFCC ccc coe cence wc vc cece ence ewes sm aimie eins eieeiele ee 15,000 
Stock dividends declared .. 5. .c ecw c ees ssite einem nesiscienler silee eee teres 30,000 


Prepare a retained earnings statement for the fiscal year ended October 31, 2012. 


EX 13-18 Stockholders’ equity section of balance sheet 
List the errors in the following Stockholders’ Equity section of the balance sheet prepared 
as of the end of the current year. 
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OBJ. 6 


¥ Total stockholders’ 
equity, Dec. 31, 
$10,773,000 


OBJ.7 


OBJ. 4, 7 


Stockholders’ Equity 


Paid-in capital: 
Preferred 1% stock, $200 par 
(25,000 shares authorized and issued).............+.+- $5,000,000 
Excess Of iSSU@IPRICE OVEN Dal oc :a.- eee aietekey=iatemerete oes eee 75,000 $ 5,075,000 
Retained earnings. svscecastas ei erm eaeiie Yd acre ears 41,750,000 
Treasury stock (45,000 shares at COSt) ......-.. ess eee eee e renee 648,000 
Dividendsipayablemnmesanece ire cee eer areicen rth rane toe 175,000 
Total paid-incapitaliena pecs tr teerent ds eune aie sere $ 47,648,000 
Common stock, $14 par (800,000 shares 
authorized, 500,000 shares issued)...........:.0seereeeeee 7,600,000 
OFQAMIZING COSTES tracts rote retete sere ielelersteiatelels ene etoistenerrs eastersters cat iste erats 250,000 
Totalistockholders equity” sanesn mc ccee cect: setae ceases elnwas $55,498,000 


EX 13-19 Statement of stockholders’ equity 


The stockholders’ equity T accounts of Life’s Greeting Cards Inc. for the current fiscal year 
ended December 31, 2012, are as follows. Prepare a statement of stockholders’ equity for 
the fiscal year ended December 31, 2012. 


COMMON STOCK 


Balance 3,000,000 


Mar. 7 Issued 
27,000 shares 1,350,000 
Dec. 31 Balance 4,350,000 


PAID-IN CAPITAL IN EXCESS OF PAR 


Jan. 1 Balance 480,000 

Mar. 7 Issued 
27,000 shares 324,000 

Dec. 31 Balance 804,000 

TREASURY STOCK 
Aug. 7 Purchased 
4,500 shares 216,000 
RETAINED EARNINGS 


Mar. 31 Dividend 37,500 Balance 5,220,000 
June 30 Dividend 37,500 | Dec.31 Closing 

Sept. 30 Dividend 37,500 (net income) 765,000 
Dec. 31 Dividend 37,500 | Dec.31 Balance 5,835,000 


EX 13-20 Effect of stock split 


Gino’s Restaurant Corporation wholesales ovens and ranges to restaurants throughout 
the Midwest. Gino’s Restaurant Corporation, which had 100,000 shares of common stock 
outstanding, declared a 5-for-1 stock split (4 additional shares for each share issued). 


a. What will be the number of shares outstanding after the split? 


b. If the common stock had a market price of $200 per share before the stock split, what 
would be an approximate market price per share after the split? 


EX 13-21 Effect of cash dividend and stock split 


Indicate whether the following actions would (+) increase, (-) decrease, or (0) not affect 
Indigo Inc.’s total assets, liabilities, and stockholders’ equity: 


Stockholders’ 
Assets Liabilities Equity 


(1) Authorizing and issuing stock certificates 
in a stock split 


(2) Declaring a stock dividend 


(3) Issuing stock certificates for the stock 
dividend declared in (2) 


(4) Declaring a cash dividend 
(5) Paying the cash dividend declared in (4) 


OBJ. 4,7 


OBJ.8 
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EX 13-22 Selected dividend transactions, stock split 
Selected transactions completed by Gene’s Boating Corporation during the current fiscal 
year are as follows: 


Feb. 10. Split the common stock 3 for 1 and reduced the par from $60 to $20 per 
share. After the split, there were 300,000 common shares outstanding. 


May 1. Declared semiannual dividends of $2.00 on 40,000 shares of preferred stock 
and $0.12 on the common stock payable on June 15. 


June 15. Paid the cash dividends. 
Nov. 1. Declared semiannual dividends of $2.00 on the preferred stock and $0.08 
on the common stock (before the stock dividend). In addition, a 2% com- 


mon stock dividend was declared on the common stock outstanding. The fair 
market value of the common stock is estimated at $28. 


Dec. 15. Paid the cash dividends and issued the certificates for the common stock 
dividend. 


Journalize the transactions. 


EX 13-23 EPS 


Malen Arts, Inc., had earnings of $133,750 for 2012. The company had 25,000 shares 
of common stock outstanding during the year. In addition, the company issued 10,000 
shares of $100 par value preferred stock on January 3, 2012. The preferred stock has 
a dividend of $4 per share. There were no transactions in either common or preferred 
stock during 2012. 

Determine the basic earnings per share for Malen Arts. 


EX 13-24 EPS 
Procter & Gamble (P&G) is one of the largest consumer products companies in the world, 
famous for such brands as Crest® and Tide®. Financial information for the company for 
three recent years is as follows: 

Fiscal Years Ended 


(in millions) 
2009 2008 2007 
Net income $11,293 $11,798 $10,063 
Preferred dividends $192 $176 $161 
Average number of common shares outstanding 2,952 3,081 3,159 


a. Determine the earnings per share for fiscal years 2009, 2008, and 2007. Round to the 
nearest cent. 

b. Evaluate the growth in earnings per share for the three years in comparison to the 
growth in net income for the three years. 


EX 13-25 EPS 

OfficeMax and Staples are two companies competing in the retail office supply business. 
OfficeMax had a net income of $667,000 for a recent year, while Staples had a net 
income of $738,671,000. OfficeMax had preferred stock of $36,479,000 with preferred 
dividends of $2,818,000. Staples had no preferred stock. The outstanding common shares 
for each company were as follows: 


Average Number of 
Common Shares Outstanding 


OfficeMax 77,483,000 
Staples 721,838,000 


a. Determine the earnings per share for each company. Round to the nearest cent. 


b. Evaluate the relative profitability of the two companies. 
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Problems Series A 


ES aoa ES LL 


OBJ.3 PR 13-1A Dividends on preferred and common stock 

vY 1. Common Love Theatre Inc. owns and operates movie theaters throughout New Mexico and Utah. 
dividends in 2009: Love Theatre has declared the following annual dividends over a six-year period: 2007, 
$9,000 $16,000; 2008, $48,000; 2009, $65,000; 2010, $90,000; 2011, $115,000; and 2012, $140,000. 


During the entire period ending December 31 of each year, the outstanding stock of the 
company was composed of 25,000 shares of cumulative, 2% preferred stock, $80 par, and 
100,000 shares of common stock, $4 par. 


Instructions 

1. Calculate the total dividends and the per-share dividends declared on each class of 
stock for each of the six years. There were no dividends in arrears on January 1, 2007. 
Summarize the data in tabular form, using the following column headings: 


Total Preferred Dividends Common Dividends 
Year Dividends Total PerShare _—siTotal_ _——Per Share 
2007.—C—«=<“‘<‘ 272C*«NKdKSOOO!UCUU!U!UC 
2008 48,000 
2009 65,000 
2010 90,000 
2011 115,000 
2012 140,000 


2. Calculate the average annual dividend per share for each class of stock for the six-year 
period. 


3. Assuming a market price per share of $128 for the preferred stock and $7.80 for the 
common stock, calculate the average annual percentage return on initial shareholders’ 
investment, based on the average annual dividend per share (a) for preferred stock 
and (b) for common stock. 


OBJ. 3 PR 13-2A_ Stock transactions for corporate expansion 


On March 1 of the current year, the following accounts and their balances appear in the 
ledger of Mocha Corp., a coffee processor: 


Preferred 2% Stock, $25 par (300,000 shares authorized, 


GENERAL 
** LEDGER:® 


T20,000;sharesiissued) i. -:cas ox acs curraetenes nal saps eee er Se ere ee eee § 3,000,000 
Paid-In Capital in Excess of Par—Preferred Stock ............0ccceceeceeeeees 480,000 
Common Stock, $100 par (800,000 shares authorized, 

25OOOO0isharestissued)izs. Vii ts. Mat Se, URED 25,000,000 
Paid-In Capital in Excess of Par—Common Stock ............00.-ceeeeeeeeues 2,000,000 
REtAINGALEANTIING Siskin’. tags a neste sel criuree otters for ER CSR ier oes eee 50,000,000 


At the annual stockholders’ meeting on April 18, the board of directors presented a plan 
for modernizing and expanding plant operations at a cost of approximately $14,000,000. The 
plan provided (a) that a building, valued at $3,500,000, and the land on which it is located, 
valued at $5,000,000, be acquired in accordance with preliminary negotiations by the issuance 
of 80,000 shares of common stock, (b) that 85,000 shares of the unissued preferred stock be 
issued through an underwriter, and (c) that the corporation borrow $3,000,000. The plan was 
approved by the stockholders and accomplished by the following transactions: 


June 5. Issued 80,000 shares of common stock in exchange for land and a building, 
according to the plan. 


16. Issued 85,000 shares of preferred stock, receiving $30 per share in cash. 
29. Borrowed $3,000,000 from First City Bank, giving a 6% mortgage note. 


No other transactions occurred during June. 


Instructions 
Journalize the entries to record the foregoing transactions. 


OBJ. 3, 4,5 


v¥ f. Cash dividends, 
$57,200 


OBJ. 3, 4,5,6 


V 4. Total 
stockholders’ equity, 
$15,599,960 


ae 
4 — = 
g GENERAL 
* LEDGERS* 
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PR 13-3A_ Selected stock transactions 
The following selected accounts appear in the ledger of Patton Environmental Inc. on 


July 1, 2012, the beginning of the current fiscal year: 


Preferred 2% Stock, $75 par (40,000 shares authorized, 


2. OOOUSMahesSSUCG) wererrvetasttavarxsloteta isco ciao vis sieyesteyeinteiase)oisie eons e wie:ein erection $ 1,500,000 
Paid-In Capital in Excess of Par—Preferred Stock.............ece cece ee eeeees 240,000 
Common Stock, $15 par (500,000 shares authorized, 

PEWOOO!Sh ates ISSUCG) marnpioet ace sia da6 akilae bs tcniel.Ae edeie's sidlnversjocehtBilaveieie 3 900,000 
Paid-In Capital in Excess of Par—Common Stock...........0 cece cece cece eeee 400,000 
RetainediEanning Sane asta thy ckewhotrs ink teas 2 sujtsstdailde te wade noletithe noe 12,750,000 


During the year, the corporation completed a number of transactions affecting the 
stockholders’ equity. They are summarized as follows: 


Issued 50,000 shares of common stock at $20, receiving cash. 
Issued 10,000 shares of preferred 2% stock at $92. 

Purchased 30,000 shares of treasury common for $480,000. 
Sold 15,000 shares of treasury common for $322,500. 

Sold 10,000 shares of treasury common for $155,000. 


Declared cash dividends of $1.50 per share on preferred stock and $0.04 per share 
on common stock. 


g. Paid the cash dividends. 


Seno 2 SS 


Instructions 
Journalize the entries to record the transactions. Identify each entry by letter. 


PR 13-4A_ Entries for selected corporate transactions 


Tolbert Enterprises Inc. manufactures bathroom fixtures. The stockholders’ equity accounts 
of Tolbert Enterprises Inc., with balances on January 1, 2012, are as follows: 


Common Stock, $10 stated value (600,000 shares 


authorized, 400,000 shares issued) .........- 0. eee cere cece eee eens $4,000,000 
Paid-In Capital in Excess of Stated Value ........--. sess se esses eee ees 750,000 
REIEVINel ENING son ote serMancen a cate sod ors coodochaaGeHobbanano Goss 9,150,000 
Treasury Stock (40,000 shares, at COSt) ....-... sees e eee reece eee eee ees 600,000 


The following selected transactions occurred during the year: 


Jan. 4. Paid cash dividends of $0.13 per share on the common stock. The dividend 
had been properly recorded when declared on December 1 of the preceding 
fiscal year for $46,800. 


Apr. 3. Issued 75,000 shares of common stock for $1,200,000. 
June 6. Sold all of the treasury stock for $725,000. 


July 1. Declared a 4% stock dividend on common stock, to be capitalized at the mar- 
ket price of the stock, which is $18 per share. 


Aug. 15. Issued the certificates for the dividend declared on July 1. 
Nov. 10. Purchased 25,000 shares of treasury stock for $500,000. 
Dec. 27. Declared a $0.16-per-share dividend on common stock. 
31. Closed the credit balance of the income summary account, $950,000. 
31. Closed the two dividends accounts to Retained Earnings. 
Instructions 
1. Enter the January 1 balances in T accounts for the stockholders’ equity accounts listed. 


Also prepare T accounts for the following: Paid-In Capital from Sale of Treasury Stock; 
Stock Dividends Distributable; Stock Dividends, Cash Dividends. 


2. Journalize the entries to record the transactions, and post to the eight selected 
accounts. 


618 Chapter 13 


OBJ. 3,4,5,7 


Y Nov. 15, cash 
dividends, $159,400 


Le) 5 
GENERAL 
** LEDGER-* 
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3. Prepare a retained earnings statement for the year ended December 31, 2012. 
4. Prepare the Stockholders’ Equity section of the December 31, 2012, balance sheet. 


PR 13-5A_ Entries for selected corporate transactions 


Selected transactions completed by Big Water Boating Corporation during the current 
fiscal year are as follows: 


Jan. 3. Split the common stock 3 for 1 and reduced the par from $90 to $30 per 


share. After the split, there were 750,000 common shares outstanding. 


. Purchased 50,000 shares of the corporation’s own common stock at $33, 
recording the stock at cost. 


May 1. Declared semiannual dividends of $1.40 on 35,000 shares of preferred stock 
and $0.09 on the common stock to stockholders of record on May 15, payable 
on June 1. 


June 1. Paid the cash dividends. 
July 29. Sold 36,000 shares of treasury stock at $40, receiving cash. 


Nov. 15. Declared semiannual dividends of $1.40 on the preferred stock and $0.15 on 
the common stock (before the stock dividend). In addition, a 2% common , 
stock dividend was declared on the common stock outstanding. The fair mar- 
ket value of the common stock is estimated at $41. 


Dec. 31. Paid the cash dividends and issued the certificates for the common stock divi- 
dend. 


Instructions 
Journalize the transactions. 


Problems Series B 
REESE AN SSR SIS SU ARR TSE EO NT SRE ARE AP EE RIE I SEU ORBISON REE A ASS SNES INES AABN ESA SS LI CRNA PR ROR IS TNR IRIE SRD ARIES ET 


OBJ.3 


¥ 1.Common 
dividends in 2009: 
$2,000 


PR 13-1B_ Dividends on preferred and common stock 


Boise Bike Corp. manufactures mountain bikes and distributes them through retail out- 
lets in Montana, Idaho, Oregon, and Washington. Boise Bike Corp. has declared the 
following annual dividends over a six-year period ending December 31 of each year: 
2007, $8,000; 2008, $24,000; 2009, $60,000; 2010, $75,000; 2011, $80,000; and 2012, 
$98,000. During the entire period, the outstanding stock of the company was composed 
of 20,000 shares of 2% cumulative preferred stock, $75 par, and 50,000 shares of com- 
mon stock, $5 par. 


Instructions 

1. Determine the total dividends and the per-share dividends declared on each class of 
stock for each of the six years. There were no dividends in arrears on January 1, 2007. 
Summarize the data in tabular form, using the following column headings: 


Total _Preferred Dividends — Common Dividends 
Year Dividends Total Per Share Total Per Share 
2007 $ 8,000 
2008 24,000 
2009 60,000 
2010 75,000 
2011 80,000 
2012 98,000 


2. Determine the average annual dividend per share for each class of stock for the six- 
year period. 


3. Assuming a market price of $125 for the preferred stock and $13.75 for the common 
stock, calculate the average annual percentage return on initial shareholders’ invest- 


ment, based on the average annual dividend per share (a) for preferred stock and (b) 
for common stock. 


“GENERAL 
+ LEDGERS* 


OBJ.3,4,5 


v f. Cash dividends, 
$135,750 


GENERAL 
** LEDGER.* 
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PR13-2B Stock transaction for corporate expansion 


Picasso Optics produces medical lasers for use in hospitals. The accounts and their balances 
appear in the ledger of Picasso Optics on November 30 of the current year as follows: 


Preferred 2% Stock, $80 par (150,000 shares authorized, 


HP OOOISIMANES ISSUCG Pemrrn eee eee eee eee eee ONTOS» oo cs $ 6,000,000 
Paid-In Capital in Excess of Par—Preferred Stock ..........0.ceeeeeeuees 225,000 
Common Stock, $100 par (500,000 shares authorized, 

HS OMMOO'SharesiisSUed) ince camel cree eee coe tie cen san Geena 15,000,000 
Paid-In Capital in Excess of Par-—Common Stock...........0c0eeeeeeees 1,800,000 
RetanecsEanminGs Reece. meee a ee ae rece eae ere PERE 50,250,000 


At the annual stockholders’ meeting on December 10, the board of directors pre- 
sented a plan for modernizing and expanding plant operations at a cost of approximately 
$15,500,000. The plan provided (a) that the corporation borrow $6,000,000, (b) that 45,000 
shares of the unissued preferred stock be issued through an underwriter, and (c) that a 
building, valued at $5,000,000, and the land on which it is located, valued at $487,500, 
be acquired in accordance with preliminary negotiations by the issuance of 52,500 shares 
of common stock. The plan was approved by the stockholders and accomplished by the 
following transactions: 


Jan. 12. Borrowed $6,000,000 from Livingston National Bank, giving a 5% mortgage 
note. 
18. Issued 45,000 shares of preferred stock, receiving $85 per share in cash. 


25. Issued 52,500 shares of common stock in exchange for land and a building, 
according to the plan. 


No other transactions occurred during January. 


Instructions 
Journalize the entries to record the foregoing transactions. 


PR 13-3B Selected stock transactions 


Daley Welding Corporation sells and services pipe welding equipment in Illinois. The 
following selected accounts appear in the ledger of Daley Welding Corporation on May 1, 
2012, the beginning of the current fiscal year: 


Preferred 2% Stock, $40 par (50,000 shares authorized, 


AG OW IS ENCE cle))) Mateo Padlanaean damocenon ado ocdauo don tiacpudoes ssouaacne S$ 1,600,000 
Paid-In Capital in Excess of Par—Preferred Stock ........ sss sees cece eee e eee e eens 240,000 
Common Stock, $8 par (1,000,000 shares authorized, 

F5O000sharesisslied)) Soateti-t. ceeieeis sitar ldalerctal sila seissielereinwleltielojatetails «aie ein ele 6,000,000 
Paid-In Capital in Excess of Par-—Common Stock ........0 000s eee cece 2,500,000 
REV eIatecL esi No fa 6 do spea Sonat non Seamcgeert cots toed nb tr bet xpodcud aodGnodr 43,175,000 


During the year, the corporation completed a number of transactions affecting the 
stockholders’ equity. They are summarized as follows: 


Purchased 100,000 shares of treasury common for $1,500,000. 
Sold 60,000 shares of treasury common for $1,080,000. 

Issued 8,000 shares of preferred 2% stock at $50. 

Issued 150,000 shares of common stock at $21, receiving cash. 
Sold 25,000 shares of treasury common for $362,500. 


Declared cash dividends of $0.80 per share on preferred stock and $0.11 per share 
on common stock. 


so ao rp 


g. Paid the cash dividends. 


Instructions 
Journalize the entries to record the transactions. Identify each entry by letter. 


620 Chapter 13 Corporations: Organization, Stock Transactions, and Dividends 


OBJ. 3,4, 5,6 


v 4. Total 
stockholders’ equity, 
$5,190,460 


GENERAL 
** LEDGER.* 


OBJ. 3,4, 5,7 


V Sept. 1, Cash 
dividends, $156,000 


“GENERAL 
* LEDGER:* 


PR 13-4B_ Entries for selected corporate transactions 

Ruffalo Enterprises Inc. produces aeronautical navigation equipment. The stockholders’ 
equity accounts of Ruffalo Enterprises Inc., with balances on January 1, 2012, are as 
follows: 


Common Stock, $8 stated value (250,000 shares authorized, 


175,000 sharesiisSUCG) nnia.cle eee cee errata treater ean $1,400,000 
Paid-In Capital in Excess of Stated Value ..0.......60 eee eee eee ee ees 700,000 
Retaimed!EalininnGs> cn om tlevne cee oo Aerie yoke steed ene ene pepsner acy te teh sketere- otek 1,840,000 
Treasury Stock (40,000 shares, at COSt) .........0. see eene sere ener nese 400,000 


The following selected transactions occurred during the year: 


Jan. 9. Paid cash dividends of $0.10 per share on the common stock. The dividend 
had been properly recorded when declared on November 30 of the preceding 
fiscal year for $13,500. 


Mar. 15. Sold all of the treasury stock for $540,000. 
May 13. Issued 50,000 shares of common stock for $680,000. 


June 14. Declared a 2% stock dividend on common stock, to be capitalized at the 
market price of the stock, which is $15 per share. 


July 16. Issued the certificates for the dividend declared on June 14. 
Oct. 30. Purchased 25,000 shares of treasury stock for $320,000. 
Dec. 30. Declared a $0.12-per-share dividend on common stock. 
31. Closed the credit balance of the income summary account, $775,000. 
31. Closed the two dividends accounts to Retained Earnings. 
Instructions 
1. Enter the January 1 balances in T accounts for the stockholders’ equity accounts listed. 


Also prepare T accounts for the following: Paid-In Capital from Sale of Treasury Stock; 
Stock Dividends Distributable; Stock Dividends; Cash Dividends. 


2. Journalize the entries to record the transactions, and post to the eight selected accounts. 
3. Prepare a retained earnings statement for the year ended December 31, 2012. 
4. Prepare the Stockholders’ Equity section of the December 31, 2012, balance sheet. 


PR 13-5B_ Entries for selected corporate transactions 


Maui Outfitters Corporation manufactures and distributes leisure clothing. Selected transac- 
tions completed by Maui Outfitters during the current fiscal year are as follows: 


Feb. 19. Split the common stock 4 for 1 and reduced the par from $80 to $20 per 
share. After the split, there were 600,000 common shares outstanding. 


Mar. 1. Declared semiannual dividends of $1.20 on 75,000 shares of preferred stock 
and $0.08 on the 600,000 shares of $20 par common stock to stockholders of 
record on March 31, payable on April 30. 


Apr. 30. Paid the cash dividends. 


June 27. Purchased 90,000 shares of the corporation’s own common stock at $24, 
recording the stock at cost. 


Aug. 17. Sold 40,000 shares of treasury stock at $30, receiving cash. 


Sept. 1. Declared semiannual dividends of $1.20 on the preferred stock and $0.12 
on the common stock (before the stock dividend). In addition, a 1% 
common stock dividend was declared on the common stock outstanding, 
to be capitalized at the fair market value of the common stock, which is 
estimated at $28. 


Oct. 31. Paid the cash dividends and issued the certificates for the common stock 
dividend. 


Instructions 
Journalize the transactions. 
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Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


excel 


SUCCESS 


excel 


SUCCESS 


SA 13-1 Dividends per share 

Truett Company issued 100,000 shares of $1 par value common stock and 12,000 shares 
of $100 par value cumulative preferred stock. The preferred stock has a dividend rate of 
$6.50 per share. The preferred dividend is in arrears for 2010 and 2011. Truett is able to 
pay a total dividend of $420,000 in 2012. 


a. Open file SA13-1_2e and determine the dividend and dividend per share for common 
and preferred stock in 2013. 


b. When you have completed the dividend calculations, perform a “save as,” replacing 
the entire file name with the following: 


S$A13-1_2e [your first name initial]_[your last name] 


SA 13-2 Dividends per share 


Daniels Company began business on January 1, 2009, by issuing 50,000 shares of $1 

par value common stock. On January 1, 2010, Daniels issued 4,000 shares of $120 par 

value, 5% cumulative preferred stock. A dividend was paid on the preferred stock in 2010, 

but not in 2011. A total dividend of $68,000 was paid in 2012. 

a. Open file SA13-2_2e and determine the dividend and dividend per share for common 
and preferred stock in 2012. 


? 


b. When you have completed the dividend calculations, perform a “save as,’ 
the entire file name with the following: 


SA13-2_2e [your first name initial]_[your last name] 


replacing 


SA 13-3 Dividends per share 

Sable Company has two classes of stock issued on January 1, 2010, as follows: 

* Common stock, $1 par value, 150,000 issued and outstanding 

* $2 cumulative preferred stock, $25 par value, 8,000 shares issued and outstanding 


The cumulative preferred stock paid no dividends in 2010. The total dividends paid in 
2011 and 2012 were $4,000 and $56,000, respectively. 


a. Open file SA13-3_2e and determine the dividend and dividend per share for common 
and preferred stock in 2012. 

b. When you have completed the dividend calculations, perform a “save as,” replacing 
the entire file name with the following: 


$A13-3_2e [your first name initial]_[your last name] 
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Long-Term Liabilities: 
Bonds and Notes 


CHAPTER 


ost of us don’t have enough money in our bank accounts to 

buy a house or a car by simply writing a check. Just imagine 
if you had to save the entire purchase price of a house before you 
could buy it! To help us make these types of purchases, banks 
will typically lend us the money, as long as we agree to repay the 
loan with interest in smaller future payments. Loans such as this, 
or long-term debt, allow us to purchase assets such as houses and 


cars today, which benefit us over the long term. 

The use of debt can also help a business reach its objec- 
tives. Most businesses have to borrow money in order to ac- 
quire assets that they will use to generate income. For example, 

a maker of performance athletic clothing, uses 
debt to acquire assets that it needs to manufacture and sell its 


products. Since it began in 1995, the company has used long- 
term debt to transform itself from a small business to a leading 
athletic wear company. The company now sells products in over 
8,000 retail stores across the world. In addition, Under Armour® 
products are used by a number of teams in the National Football 
League, Major League Baseball, the National Hockey League, and 
in Olympic sports. 

While debt can help companies like Under Armour® grow 
to achieve financial success, too much debt can be a financial 
burden that may even lead to bankruptcy. Just like individuals, 
businesses must manage debt wisely. In this chapter, we will dis- 
cuss the nature of, accounting for, analysis of, and investments in 
long-term debt. 


Learning pvrestives 
‘After. studying this chapter, you should beableto: we - Example Exercis Sees 


Compute the potential impact of long-term borrowing on earnings per share. 
Financing Corporations EE 14-1 


Describe the characteristics and terminology of bonds Payee 
Nature of Bonds Payable 

_ Bond Characteristics and Terminology _ 

Proceeds from Issuing Bonds 


Journalize entries for bonds payable. 

Accounting for Bonds Payable 
Bonds Issued at Face Amount 
Bonds Issued at a Discount 
Amortizing a Bond Discount 
Bonds Issued at a Premium 
Amortizing a Bond Premium 
Bond Redemption 


Describe and illustrate the accounting for installment notes. 
Installment Notes ‘ = 
~ Issuing an Installment Note ; 
Annual Payments 


Describe and illustrate the reporting of long-term liabilities including 
bonds and notes payable. 
Reporting Long-Term Liabilities 


Describe and illustrate how the number of times interest charges are 
earned is used to evaluate a company’s financial condition. ee aa iS x 
Financial Analysis and Interpretation: Number of Times Interest Sis : EE 14-8 639 


Charges Are Earned 


| Compute the 
potential 


impact of long-term 
borrowing on earnings 
per share. 


- Ata Glance Page 646 


Financing Corporations 


Corporations finance their operations using the following sources: 


1. Short-term debt, such as purchasing goods or services on account. 
2. Long-term debt, such as issuing bonds or notes payable. 
3. Equity, such as issuing common or preferred stock. 


Short-term debt including the purchase of goods and services on account and 
the issuance of short-term notes payable was discussed in Chapter 11, while issuing 
equity in the form of common or preferred stock was discussed in Chapter 13. This 
chapter focuses on the use of long-term debt such as bonds and notes payable to 
finance a company’s operations. 

A bond is a form of an interest-bearing note. Like a note, a bond requires periodic in- 
terest payments with the face amount to be repaid at the maturity date. As creditors of the 
corporation, bondholder claims on the corporation’s assets rank ahead of stockholders. 

To illustrate the effects of long-term financing, assume Huckadee Corporation is 
considering the following plans to issue debt and equity: 


Plan 1 Plan 2 Plan 3 
Amount Percent Amount Percent Amount Percent 

Issue 12% bonds — 0% — 0% $2,000,000 50% 
Issue 9% preferred 

stock, $50 par value — (0) $2,000,000 50 1,000,000 25 
Issue common 

stock, $10 par value $4,000,000 100 2,000,000 50 1,000,000 25 

Total amount of 
financing $4,000,000 100% $4,000,000 100% $4,000,000 100% 


Each of the preceding plans finances some of the corporation’s operations by 
issuing common stock. However, the percentage financed by common stock varies 
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from 100% (Plan 1) to 25% (Plan 3). In deciding among financing plans, the effect 
on earnings per share is often considered. 


Earnings per share (EPS) measures the income earned by each share of common 
stock. It is computed as follows:! 


Net Income - Preferred Dividends 
EalninGSiDen Sale aa 
Number of Common Shares Outstanding 


To illustrate, assume the following data for Huckadee Corporation: 


1. Earnings before interest and income taxes are $800,000. 
2. The tax rate is 40%. 


3. All bonds or stocks are issued at their par or face amount. 


The effect of the preceding financing plans on Huckadee’s net income and earn- 
ings per share is shown in Exhibit 1. 


OOM OMG Sue gales si oe Aula eieresioigin ss» eae omineie's a — $2,000,000 ae oe 
Prefered 996: stock: S50\pal s¢caccc- ccs neo scee cece: — $2,000,000 1,000,000 puRetD ALIVE 
GEouimMon StOCKASILOlPal. ccc cookin Sogeetna uses. « s $4,000,000 2,000,000 1,000,000 SUEMEIG 
Re ee neni aon. $4,000,000 $4,000,000 $4,000,000 Plans—$800,000 
Earnings before interest and income tax ............++: $ 800,000 § 800,000 §$ 800,000 Earnings 
Deduct interesboOn bonds... .c0..6. ences set ecu tees — — 240,000 

Income beforedincome tax ciiiaks scr acct cceese ese §$ 800,000 $ 800,000 § 560,000 
DECUGEINCOMNC Taare isnt ices cern cia scien paleeinriceiniems sins 320,000 320,000 224,000 

INSET G IMIR pases oss oe ls wT $ 480,000 §$ 480,000 § 336,000 
Dividends on preferred stock ........... cs eeeee seen ees — 180,000 90,000 
Available for dividends on common stock...........++- $ 480,000 § 300,000 $ 246,000 
Shares of common stock outstanding .........-.-.+.++- + 400,000 + 200,000 + 100,000 
Earnings per share on common stock ..........-+++0055 $ 1.20 $ 1.50 $ 2.46 


Exhibit 1 indicates that Plan 3 yields the highest earnings per share on common 
stock and, thus, is the most attractive for common stockholders. If the estimated 
earnings are more than $800,000, the difference between the earnings per share to 
common stockholders under Plans 1 and 3 is even greater.’ 

If smaller earnings occur, however, Plans 1 and 2 become more attractive to com- 
mon stockholders. To illustrate, Exhibit 2 shows the effect on earnings per share if 
estimated earnings are $440,000 rather than $800,000 as estimated in Exhibit 1. 


DSR SE RT a eer ss ila aleuiacls 


Effect of 


q Plan 1 Plan 2 Plan 3 
BG Bonds 8 he se Oo BD Poe es Pe eS ae $2,000,000 Alternative 
Preferred 9% stock, $50 Par... 1. cece eee eee e terete eens — $2,000,000 1,000,000 Financing 
Common stock, $10 par......-.ee cece eee ee eee nent eens $4,000,000 2,000,000 1,000,000 Plans—$440,000 
ETcrtea leg Rania Lim ct oy bts aiotte « aiet anaes ofaldicvereoy oinie 6/40 8.8 $4,000,000 $4,000,000 $4,000,000 Earnings 
Earnings before interest and income tax.......--+.-++++- $ 440,000 $ 440,000 $ 440,000 
Deduct interest on DONdS.......-..s eee eer e scene eee ees — — 240,000 
Income before income tax... ..... eer e sees etree eee es § 440,000 $ 440,000 $ 200,000 
Deduct INCOME taX 6... 2.220 e nce r scene erste ce seco t nes 176,000 176,000 80,000 
NO@PINCOME $2 cucics ctsitec ers rset nccscaneeicns $ 264,000 § 264,000 $ 120,000 
Dividends on preferred stock ..........00 eee eeeeseee eens — 180,000 90,000 
Available for dividends on common SLOG Kec eictaootncretaeas $ 264,000 § 84,000 $ 30,000 
Shares of common stock OULSTANOING ccc e ces erie oe + 400,000 + 200,000 + 100,000 
Earnings per share on common stock .....-.-.-0-0s0e ee $ 0.66 $ 0.42 $ 0.30 


r share is also discussed in the Financial Analysis and Interpretation section of Chapter 13 and in Chapter 17. 


1 Earnings pe 
2 The higher earnings per share under Plan 3 is due to a finance concept known as leverage. This concept is discussed further in 


Chapter 17. 
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In addition to earnings per share, the corporation should consider other factors in 
deciding among the financing plans. For example, if bonds are issued, the interest and 
the face value of the bonds at maturity must be paid. If these payments are not made, the 
bondholders could seek court action and force the company into bankruptcy. In contrast, 
a corporation is not legally obligated to pay dividends on preferred or common stock. 


Example Exercise 14-1 


Gonzales Co. is considering the following alternative plans for financing its company: 


Plan 1 Plan 2 
Issue 10% bonds (at face value) —_— $2,000,000 
Issue common stock, $10 par $3,000,000 1,000,000 


Income tax is estimated at 40% of income. 
Determine the earnings per share of common stock under the two alternative financing plans, assuming income 
before bond interest and income tax is $750,000. 


Follow My Example 14-1 


Plan 1 Plan 2 
Earnings before bond interest and income tax $750,000 $750,000 
Bond interest ; 0 200,000? 
Balance $750,000 $550,000 
Income tax 300,000' 220,000? 
Net income ‘i $450,000 $330,000 
Dividends on preferred stock 0 0 
_ Earnings available for common stock : : $450,000 $330,000 

Number of common shares +300,000 +100,000 
Earnings per share on common stock . 


'$750,000 x 40% $2,000,000 x 10%  3$550,000 x 40% 


Practice Exercises: PE 14-1A, PE 14-1B 


= pescribethe Nature of Bonds Payable 


characteristics 
and terminology of 
bonds payable. 


Corporate bonds normally differ in face amount, interest rates, interest payment dates, 
and maturity dates. Bonds also differ in other ways such as whether corporate assets 
are pledged in support of the bonds. 


Bond Characteristics and Terminology 


The underlying contract between the company issuing bonds and the bondholders is 
called a bond indenture or trust indenture. A bond issue is normally divided into a 
J number of individual bonds. The face amount of each bond is call the principal. This 
wf is the amount that must be repaid on the dates the bonds mature. The principal is 
slo usually $1,000, or a multiple of $1,000. The interest on bonds may be payable annu- 

Dow Chemical Company's ally, semiannually, or quarterly. Most bonds pay interest semiannually. 
8.55% bonds, maturing in When all bonds of an issue mature at the same time, they are called term bonds. 
ice tes on If the bonds mature over several dates, they are called serial bonds. For example, 
; ; one-tenth of an issue of $1,000,000 bonds, or $100,000, may mature 16 years from 

the issue date, another $100,000 in the 17th year, and so on. 

Bonds that may be exchanged for other securities, such as common stock, are 
called convertible bonds. Bonds that a corporation reserves the right to redeem before 
their maturity are called callable bonds. Bonds issued on the basis of the general 
credit of the corporation are called debenture bonds. 
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Proceeds from Issuing Bonds 


When a corporation issues bonds, the proceeds received for the bonds depend on: 


1. The face amount of the bonds, which is the amount due at the maturity date. 
2. The interest rate on the bonds. 


3. The market rate of interest for similar bonds. 


The face amount and the interest rate on the bonds are identified in the bond 
indenture. The interest rate to be paid on the face amount of the bond is called the 
contract rate or coupon rate. 

The market rate of interest, sometimes called the effective rate of interest, is 
the rate determined from sales and purchases of similar bonds. The market rate of 
interest is affected by a variety of factors, including investors’ expectations of current 
and future economic conditions. 

By comparing the market and contract rates of interest, it can be determined whether 
the bonds will sell for more than, less than, or at their face amount, as shown below. 


If | Market Rate > Contract Rate If | Market Rate = Contract Rate If; Market Rate < Contract Rate 


& 
== 


Less than $1,000 $1,000 More than $1 ,000 
Then: Selling Price < Face Amount Then: Selling Price = Face Amount Then: Selling Price > Face Amount 
Sold at a DISCOUNT Sold at FACE AMOUNT Sold at a PREMIUM 


If the market rate equals the contract rate, bonds will sell at the face amount. 

If the market rate is greater than the contract rate, the bonds will sell for less 
than their face value. The face amount of the bonds less the selling price is called a 
discount. A bond sells at a discount because buyers are not willing to pay the full 
face amount for bonds whose contract rate is lower than the market rate. 


If the market rate is less than the contract rate, the bonds will sell for more than 
their face value. The selling price of the bonds less the face amount is called a pre- 
mium. A bond sells at a premium because buyers are willing to pay more than the 
face amount for bonds whose contract rate is higher than the market rate. 

The price of a bond is quoted as a percentage of the bond’s face value. For example, 
a $1,000 bond quoted at 98 could be purchased or sold for $980 (1,000 x 0.98). 
Likewise, bonds quoted at 109 could be purchased or sold for $1,090 ($1,000 x 1.09). 


U.S. GOVERNMENT DEBT 


Like many corporations, the U.S. government issues debt to Department in the form of U.S. Treasury bills, notes, and 
finance its operations. The debt is issued by the U.S. Treasury bonds, which have the following characteristics: 
Issued at Interest Paid Maturity 

U.S. Treasury bills Discount None 1 year or less 

U.S. Treasury notes Face value Semiannual 1 to 10 years 

U.S. Treasury bonds Face value Semiannual 10 years or more 
At the end of 2008, total U.S. government debt issued by the Budget Office estimated that this amount would grow to 
federal government was $9,985 billion. The Congressional $18,350 billion by 2014. 


Source: Historical Tables: Budget-of the U.S. Government, Fiscal Year 2010, U.S. Office of Management and Budget. 
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= jounaize Accounting for Bonds Payable 


entries for 


porto ans Bonds may be issued at their face amount, a discount, or a premium. When bonds 
are issued at less or more than their face amount, the discount or premium must be 
amortized over the life of the bonds. At the maturity date, the face amount must be 
repaid. In some situations, a corporation may redeem bonds before their maturity 
date by repurchasing them from investors. 


Bonds Issued at Face Amount 


If the market rate of interest is equal to the contract rate of interest, the bonds will 
sell for their face amount or a price of 100. To illustrate, assume that on January 1, 
2011, Eastern Montana Communications Inc. issued the following bonds: 


FaC@alnouinit!: te eae lee seee todas timer hase. $100,000 
Gontractitatefoninterestiy. om... ce abi okey att ta 12% 
Interest paid semiannually on 
June 30 and December 31. 
Térm OF DOMES serrate sate bons c ca oc eae teLae ate 5 years 
Market ratelofilnte retin areorcre eat rereemeeenerre 12% = 


Since the contract rate of interest and the market rate of interest are the same, the bonds 
will sell at their face amount. The entry to record the issuance of the bonds is as follows: 


2011 


Jan. 1] Cash 100,000 
Bonds Payable 100,000 
Issued $100,000 bonds payable at 
face amount. 


Every six months (on June 30 and December 31) after the bonds are issued, inter- 
est of $6,000 ($100,000 x 12% x %) is paid. The first interest payment on June 30, 
2011, is recorded as follows: 


2011 
June |30] Interest Expense 6,000 


Cash 6,000 
Paid six months’ interest on bonds. 


At the maturity date, the payment of the principal of $100,000 is recorded as follows: 


2015 


Dec. |31] Bonds Payable 100,000 


Cash 100,000 
Paid bond principal at maturity date. 


Bonds Issued at a Discount 


If the market rate of interest is more than the contract rate of interest, the bonds 
will sell for less than their face amount. This is because investors are not willing to 
pay the full face amount for bonds that pay a lower contract rate of interest than 
the rate they could earn on similar bonds (market rate). The difference between the 
face amount and the selling price of the bonds is the bond discount.? 


To illustrate, assume that on January 1, 2011, Western Wyoming Distribution Inc. 
issued the following bonds: 


3 The price that investors are willing to pay for the bonds depends on present value concepts. Present value concepts, including the 
computation of bond prices, are described and illustrated in Appendix 1 at the end of this chapter. 
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FACRaMOUN LeOteeisOie cle $100,000 Note: 

Contract rate of interest .................. 12% Bonds will sell at a 

Interest paid semiannually on discount when the 
June 30 and December 31. market rate of interest 

RMON DONS eee Sa oct aur bucugns 5 years is higher than the 


13% contract rate. 


Since the contract rate of interest is less than the market rate of interest, the 
bonds will sell at less than their face amount. Assuming the bonds sell for $96,406, 
the entry to record the issuance of the bonds is as follows: 


BIGOT ES ELSE SORE ESE ERE SU OO LENO IES: 


2011 


Jan. | 1 | Cash 96,406 
Discount on Bonds Payable 3,594 
Bonds Payable 100,000 


Issued $100,000 bonds at discount. 


seoneorenscenstene tosses nec OA EE TESS PTE OE 


The $96,406 may be viewed as the amount investors are willing to pay for bonds 
that have a lower contract rate of interest (12%) than the market rate (13%). The 
discount is the market’s way of adjusting the contract rate of interest to the higher 
market rate of interest. 

The account, Discount on Bonds Payable, is a contra account to Bonds Payable 
and has a normal debit balance. It is subtracted from Bonds Payable to determine 
the carrying amount (or book value) of the bonds payable. Thus, after the preced- 
ing entry, the carrying amount of the bonds payable is $96,406 ($100,000 - $3,594). 


Example Exercise 14-2 


1 On the first day of the fiscal year, a company issues a $1,000,000, 6%, five-year bond that pays semiannual interest of 
~ $30,000 ($1,000,000 x 6% x ¥4), receiving cash of $936,420. Journalize the entry to record the issuance of the bonds. 


Follow My Example 14-2 
936,420 


63,580 
1,000,000 


Amortizing a Bond Discount 


A bond discount must be amortized to interest expense over the life of the bond. 
The entry to amortize a bond discount is shown below. 


praia aii lia RA ANCE RCE Hsia As hii ATENEO 


Interest Expense XXX 
Discount on Bonds Payable XXX 


The preceding entry may be made annually as an adjusting entry, or it may be 
combined with the semiannual interest payment. In the latter case, the entry would 


be as follows: 


TOE 


Interest Expense XXX 
Discount on Bonds Payable XXX 
Cash (amount of semiannual interest) XXX 


a ia i aa naa 
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The two methods of computing the amortization of a bond discount are: 


1. Straight-line method 
2. Effective interest rate method, sometimes called the interest method 


The effective interest rate method is required by generally accepted accounting 
principles. However, the straight-line method may be used if the results do not 
differ significantly from the interest method. The straight-line method is used in this 
chapter. The effective interest rate method is described and illustrated in Appendix 2 
at the end of this chapter. 

The straight-line method provides equal amounts of amortization. To illustrate, 
amortization of the Western Wyoming Distribution bond discount of $3,594 is com- 
puted below. 


Discount on bonds payable ................. $3,594 
Tenmiof Dons bert. aytteniecoeeiecouncanvamte uaentoetete 5 years 
Semiannual amortization................0.00e $359.40 ($3,594/10 periods) 


The combined entry to record the first interest payment and the amortization of 
the discount is as follows: 


2011 
June |30] Interest Expense 6,359.40 


Discount on Bonds Payable 359.40 


Cash 6,000.00 
Paid semiannual interest and 
amortized '/10 of bond discount. 


The preceding entry is made on each interest payment date. Thus, the amount 
of the semiannual interest expense on the bonds ($6,359.40) remains the same over 
the life of the bonds. 

The effect of the discount amortization is to increase the interest expense from 
$6,000.00 to $6,359.40 on every semiannual interest payment date. In effect, this in- 
creases the contract rate of interest from 12% to a rate of interest that approximates the 
market rate of 13%. In addition, as the discount is amortized, the carrying amount of 
the bonds increases until it equals the face amount of the bonds on the maturity date. 


Example Exercise 14-3 


Using the bond from Example Exercise 14-2, journalize the first interest payment and the amortization of the related 


: bond discount. 


Follow My Example 14-3 


Interest Expense 
Discount on Bonds Payable 


Note: 

Bonds will sell at 

a premium when 

the market rate of 
interest is less than the 
contract rate. 


Bonds Issued at a Premium 


If the market rate of interest is less than the contract rate of interest, the bonds will 
sell for more than their face amount. This is because investors are willing to pay 
more for bonds that pay a higher contract rate of interest than the rate they could 
earn on similar bonds (market rate). 

To illustrate, assume that on January 1, 2011, Northern Idaho Transportation Inc. 
issued the following bonds: 
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FACGaMOUM UAE eels Sok aac l STL ae aee, ae I. $100,000 
Contract rate of interest ............. 6. cece nee 12% 
Interest paid semiannually on 

June 30 and December 31. 
Tenmionhbomdsy cast rstih.. cece. cllvetnens ceiae ber 5 years 
Marketirateiohinterest ; 0c. ccs.chscnccnnsneess 11% 


Since the contract rate of interest is more than the market rate of interest, the 
bonds will sell at more than their face amount. Assuming the bonds sell for $103,769, 
the entry to record the issuance of the bonds is as follows: 


2011 


Jan. | 1 | Cash 103,769 
Bonds Payable 100,000 
Premium on Bonds Payable 3,769 


Issued $100,000 bonds at a premium. 


LAU eI ENS NS oreo UO NAR ES 


The $3,769 premium may be viewed as the extra amount investors are willing to 
pay for bonds that have a higher contract rate of interest (12%) than the market rate 
(11%). The premium is the market’s way of adjusting the contract rate of interest to 
the lower market rate of interest. 

The account, Premium on Bonds Payable, has a normal credit balance. It is added 
to Bonds Payable to determine the carrying amount (or book value) of the bonds 
payable. Thus, after the preceding entry, the carrying amount of the bonds payable 
is $103,769 ($100,000 + $3,769). 


Example Exercise 14-4 


] A company issues a $2,000,000, 12%, five-year bond that pays semiannual interest of $120,000 ($2,000,000 x 12% x 1), 
receiving cash of $2,154,440. Journalize the bond issuance. 


Follow My Example 14-4 


154,440 
2,000,000 


Amortizing a Bond Premium 


Like bond discounts, a bond premium must be amortized over the life of the bond. 
The amortization can be computed using either the straight-line or the effective inter- 
est rate method. The entry to amortize a bond premium is shown below. 


Premium on Bonds Payable XXX 
Interest Expense XXX 


The preceding entry may be made annually as an adjusting entry, or it may be 
combined with the semiannual interest payment. In the latter case, it would be: 


Interest Expense XXX 
Premium on Bonds Payable XXX 
Cash (amount of semiannual interest) XXX 
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To illustrate, amortization of the preceding premium of $3,769 is computed using 
the straight-line method as shown below. 


Premium on bonds payable.................-. $3,769 
TriinOF DO MAS xrip fesncors cusses ccevciaea css mage desiree 5 years 
$376.90 ($3,769/10 periods) 


The combined entry to record the first interest payment and the amortization of 
the discount is as follows: 


iii Si aaa ai Ra a aS NEA a a RS EROS NCCC ES SELES RR SERA 


2011 


June |30] Interest Expense 5,623.10 
Premium on Bonds Payable 376.90 
Cash 6,000.00 


Paid semiannual interest and 
amortized '/10 of bond discount. 


iii a 


-stontensesrsrre a Seg RTE SY PERSP 2 TST PT RT a ST ETS RT 


The preceding entry is made on each interest payment date. Thus, the amount 
of the semiannual interest expense ($5,623.10) on the bonds remains the same over 
the life of the bonds. . 

The effect of the premium amortization is to decrease the interest expense from 
$6,000.00 to $5,623.10. In effect, this decreases the rate of interest from 12% to a rate 
of interest that approximates the market rate of 11%. In addition, as the premium is 
amortized, the carrying amount of the bonds decreases until it equals the face amount 
of bonds on the maturity date. 


Example Exercise 14-5 


Using the bond from Example Exercise 14-4, journalize the first interest payment and the amortization of the related 
bond premium. 


Follow My Example 14-5 


Interest Expense 
Premium on Bonds Payable 


104,556 


120,000 


ecssvonnection 


GENERAL MOTORS BONDS 
In June 2009, after years of losses and weakening 
financial condition, General Motors Corporation, 
maker of Chevrolet, Saturn, Pontiac, and Saab cars and 
trucks, was forced to file for bankruptcy. As part of the 
bankruptcy and restructuring plan, the U.S. govern- 


ment made a multibillion-dollar cash investment in 
the company in exchange for 60% of the restructured 


company’s common stock. In addition, General Motors’ 
bondholders were forced to exchange their bonds for 
the remaining common shares in the restructured com- 
pany, which were worth only a fraction of the bonds’ 
face value. Bondholders also lost the security of inter- 


est payments and repayment of the bonds’ face value 
at maturity. 


Source: C. Isidore, "GM Bankruptcy: End of an Era," CNNMoney.com, 
June 2, 2009, 
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Bond Redemption 


A corporation may redeem or call bonds before they mature. This is often done when 
the market rate of interest declines below the contract rate of interest. In such cases, 
the corporation may issue new bonds at a lower interest rate and use the proceeds 
to redeem the original bond issue. 

Callable bonds can be redeemed by the issuing corporation within the period of 
time and at the price stated in the bond indenture. Normally, the call price is above 
the face value. A corporation may also redeem its bonds by purchasing them on the 
open market.* 

A corporation usually redeems its bonds at a price different from the carrying 
amount (or book value) of the bonds. The carrying amount of bonds payable is the 
face amount of the bonds less any unamortized discount or plus any unamortized 
premium. A gain or loss may be realized on a bond redemption as follows: 


1. A gain is recorded if the price paid for redemption is below the bond carrying amount. 
2. A loss is recorded if the price paid for the redemption is above the carrying amount. 


Gains and losses on the redemption of bonds are reported in the Other income 
(loss) section of the income statement. 


To illustrate, assume that on June 30, 2011, a corporation has the following bond issue: 


Face amount of bonds $100,000 
Premium on bonds payable 4,000 


On June 30, 2011, the corporation redeemed one-fourth ($25,000) of these bonds 
in the market for $24,000. The entry to record the redemption is as follows: 


iii aaa ii SU EI SO i SESE RUS SS TS SAORI! 


re 


2011 


June |30| Bonds Payable 25,000 
Premium on Bonds Payable 1,000 

Cash 24,000 

Gain on Redemption of Bonds 2,000 


Redeemed $25,000 bonds for $24,000. 


In the preceding entry, only the portion of the premium related to the redeemed 
bonds ($4,000 x 25% = $1,000) is written off. The difference between the carrying 
amount of the bonds redeemed, $26,000 ($25,000 + $1,000), and the redemption 
price, $24,000, is recorded as a gain. 

Assume that the corporation calls the remaining $75,000 of outstanding bonds, 
which are held by a private investor, for $79,500 on July 1, 2011. The entry to record 
the redemption is as follows: 


GLA LLL ARAB AAALAC DE {GUAR R 


iy 1 | Bonds Payable 75,000 
Premium on Bonds Payable 3,000 

Loss on Redemption of Bonds 1,500 | 

Cash 79,500 ' 

Redeemed $75,000 bonds for $79,500. 

' 


Example Exercise 14-6 


A $500,000 bond issue on which there is an unamortized discount of $40,000 is redeemed for $475,000. Journalize the ’ 
redemption of the bona.. . 


(Continued) 


4 Some bond indentures require the corporation issuing the bonds to transfer cash to a special cash fund, called a sinking fund, over 
the life of the bond. Such funds help assure investors that there will be adequate cash to pay the bonds at their maturity date. 


634 


Chapter 14 Long-Term Liabilities: Bonds and Notes 


ILLNESS LBL IA SALAAM ARS DARL AR ALLMAN ELLA ALE ADIT onus 


/ Bonds: Payable << cscs cia «cine saan eee a Moe oe eo eye ne acct ne vs: 500,000 

| Loss on Redemption of Bonds 00.) <0 kee h eke ve eS sain ep eae Hae nee eer ae. dp,Q00 

/ Discount on Bonds Payable 020... eons cece aa ve wisivine tue me Reneiineeriaienueney | 40,000 = 
CRS Sc ak ced occas ce es ees ees ae eee ee 475,000 


Practice Exercises: PE 14-6A, PE 14-6B | 


Describe and 
illustrate the 

accounting for 

installment notes. 


Individuals typically use 
mortgage notes when 
buying a house or car. 


Installment Notes 


Corporations often finance their operations by issuing bonds payable. As an alterna- 
tive, corporations may issue installment notes. An installment note is a debt that 
requires the borrower to make equal periodic payments to the lender for the term 
of the note. Unlike bonds, each note payment includes the following: 


1. Payment of a portion of the amount initially borrowed, called the principal 
2. Payment of interest on the outstanding balance 


At the end of the note’s term, the principal will have been repaid in full. 

Installment notes are often used to purchase specific assets such as equipment, 
and are often secured by the purchased asset. When a note is secured by an asset, it 
is called a mortgage note. If the borrower fails to pay a mortgage note, the lender 
has the right to take possession of the pledged asset and sell it to pay off the debt. 
Mortgage notes are typically issued by an individual bank. 


issuing an Installment Note 


When an installment note is issued, an entry is recorded debiting Cash and crediting 
Notes Payable. To illustrate, assume that Lewis Company issues the following install- 
ment note to City National Bank on January 1, 2010. 


Pringipaliamoulatonino teu: cs osiersseraem aaron $24,000 
ImbGheStitaterc: as cote cle. stonarsgatshn sin aaes acorerere barat 6% 
TANI OF MOUG srca oto eiclvaesrapsrem are cie rents eer eee 5 years 
AIM Wal: Pay IMC MtSe eracectoac ere a eee eee $5,698° 


The entry to record the issuance of the note is as follows: 


2010 
Jan. | 1 


Cash 
Notes Payable 
Issued installment note for cash. 


24,000 
24,000 


Annual Payments 


The preceding note payable requires Lewis Company to repay the principal and 
interest in equal payments of $5,698 beginning December 3, 2010, for each of the 
next five years. Unlike bonds, however, each installment note payment includes an 
interest and principal component. 

The interest portion of an installment note payment is computed by multiplying 
the interest rate by the carrying amount (book value) of the note at the beginning of 
the period. The principal portion of the payment is then computed as the difference 
between the total installment note payment (cash paid) and the interest component. 
These computations are illustrated in Exhibit 3 as follows: 


5 The amount of the annual payment is calculated by using the present value concepts discussed in Appendix 1. The annual payment 


of $5,698 is computed by dividing the $24,000 loan amount by the present value of an annuity of $1 for 5 periods at 6% (4.21236) 


ss from 
Exhibit 5 (rounded to the nearest dollar). 
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Ser 5 sala sul e Bey Sessa % 
Benes ns i "1 re 
Seas (GDES wears 


A B C D E 
Decrease December 31 

January 1 Note Interest Expense in Notes Carrying 

Carrying Payment (6% of January 1 Payable Amount 
For the Year Ending Amount (cash paid) Note Carrying Amount) (B-C) (A - D) 
December 31, 2010 $24,000 $ 5,698 $ 1,440 (6% of $24,000) $ 4,258 $19,742 
December 31, 2011 19,742 5,698 1,185 (6% of $19,742) 4,513 155229 
December 31, 2012 15,229 5,698 914 (6% of $15,229) 4,784 10,445 
December 31, 2013 10,445 5,698 627 (6% of $10,445) 5,071 5,374 
December 31, 2014 5,374 5,698 324* (6% of $5,374) 5,374 0 

$28,490 $4,490 $24,000 


*Rounded ($5,374 — $5,698). 


1. The January 1, 2010, carrying value (Column A) equals the amount borrowed from 
the bank. The January 1 balance in the following years equals the December 31 bal- 
ance from the prior year. 

2. The note payment (Column B) remains constant at $5,698, the annual cash payments 
required by the bank. 

3. The interest expense (Column C) is computed at 6% of the installment note carrying 
amount at the beginning of each year. As a result, the interest expense decreases each year. 

4. Notes payable decreases each year by the amount of the principal repayment (Column 
D). The principal repayment is computed by subtracting the interest expense (Column 
C) from the total payment (Column B). The principal repayment (Column D) increases 
each year as the interest expense decreases (Column C). 

5. The carrying amount on December 31 (Column E) of the note decreases from $24,000, 
the initial amount borrowed, to $0 at the end of the five years. 


The entry to record the first payment on December 31, 2010, is as follows: 


: 2010 


ee LEAR AIEEE, 


Dec. |31] Interest Expense 1,440 
Notes Payable 4,258 
Cash 5,698 


Paid principal and interest on installment note. 


| 


SATE 


LETTE 


The entry to record the second payment on December 31, 2011, is as follows: 


iat LNA NN KC ES a 


; ; 
2011 | 
Dec. |31]| Interest Expense 1,185 } 
Notes Payable 4,513 
Cash 5,698 ’ 
Paid principal and interest on installment note. 


cS 


As the prior entries show, the cash payment is the same in each year. The interest 
and principal repayment, however, change each year. This is because the carrying 
amount (book value) of the note decreases each year as principal is repaid, which 
decreases the interest component the next period. 

The entry to record the final payment on December 31, 2014, is as follows: 


iii aba aN siiiasieanenaacsaamtcaaaaioaSaeeosaat 


2014 , 

Dec. |31] Interest Expense 

Notes Payable 
Cash 


Paid principal and interest on installment note. 


324 
5,374 
5,698 


scenester OC Ie TET TTA AS SN SATE: 


636 Chapter 14 Long-Term Liabilities: Bonds and Notes 


After the final payment, the carrying amount on the note is zero, indicating that 
the note has been paid in full. Any assets that secure the note would then be released 
by the bank. 


excel Spreadsheet software can be used to develop an amortization table for installment notes as follows: 


SUCCESS 


2 | Principal amount onnote | $ 24,000.00 

3 | Interest rate 6% | 
_ | Term of note 5 | years | | 
) | Annual payments $ 5,698 | 


You can fill cells accord- 
ing to a sequence of 
numbers or dates by 
highlighting the cells 
containing the fill 
sequence, then using the 
fill handle to drag to the 
empty cells to be filled. 


| Output: b.) Cc. d. e. f. | 


| January 1 \} Interest || 
Carrying \Note Payment\ Expense at 
Amount cash paid) | 


December 31 
Carrying 


| For the year ending: 


: 
December 31, 2011 | =$B$5 | 
{December 31, 2012 | =$B$5 | =C12-D12__ | ane 
| December 31, 2013 | =$B$5 | =B$3*B13 | =C13-D13_— | =B13-E13 
| December 31, 2014 | =$B$5 =B$3*B14 | =C14-D14_ | =B14-E14 


The spreadsheet is developed by creating input and output areas. The four inputs are 
the principal amount of the note, interest rate, term of note, and annual payments, as shown 
in the chapter illustration. Use the following steps in formulating the output table. 


a. Enter the dates for December 31, 2010 and 2011, in cells A10 and A11. You may need 
to reformat the date in these two cells to appear as shown. Highlight these two cells, 
then drag the fill handle over the range that you want to fill, or A12:A14. The dates will 
automatically fill in with correct annual spacing. 


b. Enter in cell B10 the cell reference for principal amount of the note, =B2. 

Cf Enter in cell C10 the cell reference for the annual payment, =$B$5. The dollar sign makes 
the cell absolute, so that the installment is fixed when copied. 

d. Enter in cell D10 the formula for the interest expense, =B$3*B10. The interest rate row 


must also remain fixed (absolute) for copying. 

Enter in cell E10 the formula for the decrease in notes payable, =C10-D10. 
Enter in cell F10 the formula for the December 31 carrying amount, =B10-E10. 
Enter in cell B11 the cell reference for the January 1 carrying amount, =F10. 
Copy B11 to B12:B14. 

Copy cells C10:F10 to C11:F14. 


Trylt Go to the hands-on Excel Tutor for this example! 


“7a =o 


Trylt This Excel Success example shows the use of an Excel function referred to as cell 
referencing. Go to the Excel Tutor titled Absolute & Relative Cell References for 
additional help on this useful Excel function! 


Example EXercise 14-7 


On the first day of the fiscal year, a company issues a $30,000, 10%, five-year installment note that has annual payments 
of $7,914. The first note payment consists of $3,000 of interest and $4,914 of principal repayment. 


a. Journalize the entry to record the issuance of the installment note. 
_ b. Journalize the first annual note payment. 


{SLR R MRM NRO SEE AEE PEN TREES 


* Srieconemnerorineet ness ome HOGAN etter 
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Follow My Example 14-7. , 


see 


/ Cash | 
Notes Payable — 
Issued $30,000 of installment note for cash. 


Interest Expense 
Notes Payable — 
Cash 
~ Paid principal and interest on installment note. 


Integrity, Objectivity, Business 


LIAR’S LOANS 


One of the main causes of the 2008 financial crisis was a__ records. Liar’s loans, however, based the amount of the 
widespread inability of homeowners to repay their home loan on the borrower's “stated income,” without verifying 
mortgages. While the weak economy contributed to these _ it through sources such as tax returns, W-2 statements, or 
problems, many mortgage defaults were the result of un- payroll records. Without independent verification, borrowers 
ethical lending practices in the form of “stated income” or _ often falsified or lied about their “stated income” in order to 
“iar’s” loans. Ina conventional home mortgage, lenders base obtain a larger loan than they were qualified for. Once in 
the amount of a loan on the borrower's income, expenses, _ their homes, many of these borrowers were unable to make 
and total assets. These amounts are verified by reviewing _ their loan payments, causing them to default on their home 


the borrower's tax returns, bank statements, and payroll mortgages. 


Reporting Long-Term Liabilities 


Bonds payable and notes payable are reported as liabilities on the balance sheet. Any 
portion of the bonds or notes that is due within one year is reported as a current 
liability. Any remaining bonds or notes are reported as a long-term liability. 

Any unamortized premium is reported as an addition to the face amount of the 
bonds. Any unamortized discount is reported as a deduction from the face amount 
of the bonds. A description of the bonds and notes should also be reported either 
on the face of the financial statements or in the accompanying notes. 


=| Describe and 
illustrate the 


reporting of long-term 
liabilities including 
bonds and notes 
payable. 
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Describe and 
illustrate how 


the number of times 
interest charges are 
earned is used to 
evaluate a company’s 
financial condition. 


The reporting of bonds and notes payable for Mornin’ Joe is shown below. 


Mornin’ Joe 
Balance Sheet 


December 31, 2012 


| Current liabilities: So 
Accounts payable .:.....-....-...3. a re a $133,000 


Notes payable (current portion) .....6. 0.000102. csr e ss 200,000 
Salaries and wages payable ......... aes bette eee seen . 42,000 — 
Payroll taxes payable ............-++20- + ee oe 16,400 — 
Wert payable). fe a 40,000 oe eI 
Votal clirrent abilities 0 iB es 431,400 2 a | 
Long-term liabilities: <2 : : ee . 

Bonds payable, 8%, due December 31, 2080.....0...:.40.., $500,000 1 
Less unamortized discount .......... 00. ..sscseeeeer sees Jo. 16,000 $ 484000 =| 
_ Notes payable .............. A re ae ye ee =. 1A00000) 

 Notallong term liabilities 2, $1,884,000 =| 
1 Total oe a $2,315,400 : | 


Financial Analysis and Interpretation: Number 
of Times Interest Charges Are Earned 


As we have discussed, the assets of a company are subject to the (1) claims of credi- 
tors and (2) the rights of owners. As creditors, bondholders are primarily concerned 
with the company’s ability to make its periodic interest payments and repay the face 
amount of the bonds at maturity. 

Analysts assess the risk that bondholders will not receive their interest payments 
by computing the number of times interest charges are earned during the year 
as follows: 


Income Before Income Tax + Interest Expense 
Number of Times Interest Charges Are Earned = —22-——————_J___]$}-YNYN—__ ——_—— 


Interest Expense 
This ratio computes the number of times interest payments could be paid out of 
current period earnings, measuring the company’s ability to make its interest pay- 
ments. Because interest payments reduce income tax expense, the ratio is computed 
using income before tax. 
To illustrate, the following data were taken from the 2008 annual report of Under 
Armour, Inc. Gn thousands): 


Interest expense $ 850 
Income before income tax 69,900 


The number of times interest charges are earned for Under Armour, Inc., is computed 
as follows: 


$69,900 + $850 
Number of Times Interest Charges Are Earned = eee 83.24 


$850 
Compare this to the number of times interest charges are earned for Southwest 


Airlines (an airline), and Verizon Communications (a telecommunications company) shown 
on the next page (in thousands): 
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Under Southwest Verizon 
Armour Airlines Communications 
Interest expense $850 $105,000 $1,819,000 
Income before income tax expense $69,900 $278,000 $9,759,000 
Number of times interest charges are earned 83.24 3.65 6.37 


Under Armour’s number of times interest charges are earned is 83.24, indicating 
that the company generates enough income before taxes to pay (cover) its interest 
payments 83.24 times. As a result, debtholders have extremely good protection in 
the event of an earnings decline. Compare this to Southwest Airlines, which only 
generates enough income before taxes to pay (cover) its interest payments 3.65 times. 
A small decrease in Southwest Airlines’ earnings could jeopardize the payment of 
interest. Verizon Communications falls in between, with a ratio of 6.37. 


Example Exercise 14-8 i 


Harris Industries reported the following on the company’s income statement in 2012 and 2011: 


2012 2011 
Interest expense $ 200,000 $180,000 
income before income tax expense 1,000,000 720,000 


a. Determine the number of times interest charges were earned for 2012 and 2011. Round to one decimal place. 
b. Is the number of times interest charges are earned improving or declining? 


Follow My Example 14-8 


ate 2 O12 ge 
. $1,000,000 + $200,000 
Number of times interest charges are earned: 6.0 = ~~ 
' $200,000 
2011: : 
pore ki ae $720,000 + $180,000 
Number of times interest charges are earned: 5.0 = ~~ 
2 $180,000 


b. The number of times interest charges are earned has increased from 5.0 in 2011 to 6.0 in 2012. Thus, the 
debtholders have improved confidence in the company's ability to make its interest payments. 


Present Value Concepts and 
Pricing Bonds Payable 


When a corporation issues bonds, the price that investors are willing to pay for the 
bonds depends on the following: 

1. The face amount of the bonds, which is the amount due at the maturity date. 

2. The periodic interest to be paid on the bonds. 

3. The market rate of interest. 
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An investor determines how much to pay for the bonds by computing the present 
value of the bond’s future cash receipts, using the market rate of interest. A bond’s 
future cash receipts include its face value at maturity and the periodic interest payments. 


Present Value Concepts 


The concept of present value is based on the time value of money. The time value 
of money concept recognizes that cash received today is worth more than the same 
amount of cash to be received in the future. 

To illustrate, what would you rather have: $1,000 today or $1,000 one year from 
now? You would rather have the $1,000 today because it could be invested to earn 
interest. For example, if the $1,000 could be invested to earn 10% per year, the $1,000 
will accumulate to $1,100 ($1,000 plus $100 interest) in one year. In this sense, you 
can think of the $1,000 in hand today as the present value of $1,100 to be received 
a year from today. This present value is illustrated below. 


A related concept to present value is future value. To illustrate, using the preced- 
ing example, the $1,100 to be received on December 31, 2011, is the future value 
of $1,000 on January 1, 2011, assuming an interest rate of 10%. 


Present Value of an Amount To illustrate the present value of an amount, assume 
that $1,000 is to be received in one year. If the market rate of interest is 10%, the present 
value of the $1,000 is $909.09 ($1,000/1.10). This present value is illustrated below. 


If the $1,000 is to be received in two years, with interest of 10% compounded at 
the end of the first year, the present value is $826.45 ($909.09/1.10).° This present 
value is illustrated below. 


6 Note that the future value of $826.45 in two years, at an interest rate of 10% compounded annually, is $1,000. 
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bya series of divisions such as illustrated on the previous page. In practice, however, 
it is easier to use a table of present values. 

The present value of $1 table is used to find the present value factor for $1 to be — Spreadsheet software 
received after a number of periods in the future. The amount to be received is then with built-in present 
multiplied by this factor to determine its present value. value functions can be 

To illustrate, Exhibit 4 is a partial table of the present value of $1.’ Exhibit 4 aes a cea 
indicates that the present value of $1 to be received in two years with a market 
rate of interest of 10% a year is 0.82645. Multiplying $1,000 to be received in two 
years by 0.82645 yields $826.45 ($1,000 x 0.82645). This amount is the same amount 
computed earlier. In Exhibit 4, the Periods column represents the number of com- 
pounding periods, and the percentage columns represent the compound interest rate 
per period. Thus, the present value factor from Exhibit 4 for 12% for five years is 
0.56743. If the interest is compounded semiannually, the interest rate is 6% (12% 
divided by 2), and the number of periods is 10 (5 years x 2 times per year). Thus, 
the present value factor from Exhibit 4 for 6% and 10 periods is 0.55840. Some 
additional examples using Exhibit 4 are shown below. 


The present value of an amount to be received in the future can be determined e 4 


Ee 


EXHIBIT 4 P 


Perieds ee ee 6 Oe MO 


Periods 5% 5%2% 6% 62% 7% 10% 11% 12% 13% 14% 
1 0.95238 0.94787 0.94340 0.93897 0.93458 0.90909 0.90090 0.89286 0.88496 0.87719 
D 0.90703 0.89845 0.89000 0.88166 0.87344 0.82645 0.81162 0.79719 0.78315 0.76947 
3 0.86384 0.85161 0.83962 0.82785 0.81630 0.75132 0.73119 0:71178 ~069305 0.67497 
4 0.82270 0.80722 0.79209 0.77732 0.76290 0.68301 0.65873 0.63552 0.61332 0.59208 
5 0.78353 0.76513 0.74726 0.72988 0.71299 0.62092 0.59345 0.56743 0.54276 0.51937 
6 0.74622 0.72525 0.70496 0.68533 0.66634 0.56447 0.53464 0.50663 0.48032 0.45559 
7 0.71068 0.68744 0.66506 0.64351 0.62275 0.51316 0.48166 0.45235 0.42506 0.39964 
8 0.67684 0.65160 0.62741 0.60423 0.58201 0.46651 0.43393 0.40388 0.37616 0.35056 
9 0.64461 0.61763 0.59190 0.56735 0.54393 0.42410 0.39092 0.36061 0.33288 0.30751 
10 0.61391 0.58543 0.55840 0.53273 0.50835 0.38554 0.35218 0.32197 0.29459 0.26974 
Present Value 
Number of Interest of $1 Factor 
Periods Rate from Exhibit 4 
10% for two years compounded annually 2 10% 0.82645 
10% for two years compounded semiannually 4 5% 0.82270 
10% for three years compounded semiannually 6 5% 0.74622 
12% for five years compounded semiannually 10 6% 0.55840 


Present Value of the Periodic Receipts A series of equal cash receipts spaced 
equally in time is called an annuity. The present value of an annuity is the sum of 
the present values of each cash receipt. To illustrate, assume that $100 is to be received 
annually for two years and that the market rate of interest is 10%. Using Exhibit 4, the 
present value of the receipt of the two amounts of $100 is $173.55, as shown on the 


next page. 


7 To simplify the illustrations and homework assignments, the tables presented in this chapter are limited to 10 periods for a small 
number of interest rates, and the amounts are carried to only five decimal places. Computer programs are available for determining 
present value factors for any number of interest rates, decimal places, or periods. More complete interest tables are presented in 


Appendix A of the text. 
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“=a Present value of $100 interest payments to 
‘55. be received each year for two years discounted 


$173.55, 
at 10% (rounded to the nearest cent) 


Instead of using present value of $1 tables to determine the present value of each 
cash flow separately, such as Exhibit 4, the present value of an annuity can be com- 
puted in a single step. Using a value from the present value of an annuity of $1 table 
in Exhibit 5, the present value of the entire annuity can be calculated by multiplying 
the equal cash payment times the appropriate present value of an annuity of $1. 


ik: bse Ecaiec bei ca Seb ete ceil bee Wess has baree ts tic eat tls tot Cae 


a 


a 
at. 


ene Spt ES OEP ee eS ee 
Bea acs We ee 


EXHIBIT 5 Present Value of an Annuity of $1 


ee petbdtas | sas 1 
Compound Interest 
Periods 5% 5Y2% 6% 6%2% 7% 10% 11% 12% 13% 14% 

0.95238 0.94787 0.94340 0.93897 0.93458 0.90909 0.90090 0.89286 0.88496 0.87719 
1.85941 1.84632 1.83339 1.82063 - 1.80802 1.73554 ~ 1.71252 1.69005 1.66810 1.64666 
2/2325... 2.69793. ~*~ 2.67301 2.64848 2.62432 2.48685 2.44371 240183: °2:36115 | 2.32163 
3.54595 3.50515 3.46511 3.42580 - 3.38721 3.16987 3.10245 3.03735 2.97447 — 2.91371 
4.32948 4.27028 4.21236 4.15568 4.10020 3.79079 3.69590 3.60478 3.51723 3.43308 
5.07569 499553 4.91732 4.84101 4.76654 4.35526 4.23054 4.11141 3.99755 3.88867 
5.78637 5.68297 5.58238 5.48452 5.38929 4.86842 4.71220 4.56376 4.42261 4.28830 
6.46321 6.33457 6.20979 6.08875 5.97130 5.33493 5.14612 4.96764 4.79677 4.63886 
TAOQT82 ~6:95220 ~ 6.80169: °6:65610 ~6:51523: “5.75902: ~5/53705 ~5.32825' S:13166 4.94637 
VI2ZVI4A 753763 ~736009 ° 7.18883. ~7:02358 6.14457 —5'88923. “5165022 ~ 540624 521612 


CoO WAN AU BWHN 


— 


To illustrate, the present value of $100 to be received at the end of each of the 
next two years at 10% compound interest per period is $173.55 ($100 x 1.73554). 
This amount is the same amount computed above using the present value of $1. 


Pricing Bonds 
The selling price of a bond is the sum of the present values of: 


1. The face amount of the bonds due at the maturity date 
2. The periodic interest to be paid on the bonds 


The market rate of interest is used to compute the present value of both the face 
amount and the periodic interest. 


To illustrate the pricing of bonds, assume that Southern Utah Communications 
Inc. issued the following bond on January 1, 2011: 


FaC@ AMOUNT 5.3.00 eis eens alee eee et Gye an $100,000 
Contractfate On Mterest <1... qoeneamniee oon icce ef ee eee eect eee 12% 
Interest paid semiannually on June 30 and December 31. 


TORT GE DOTS suis: sisis c.2.070, cae eo eidials rele aun os ie an eee 5 years 
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Market Rate of Interest of 12% Assuming a market rate of interest of 12%, the bonds 


would sell for their face amount. As shown by the following present value computations, 
the bonds would sell for $100,000. 


Present value of face amount of $100,000 due in 5 years, 

at 12% compounded semiannually: $100,000 x 0.55840 

(present value of $1 for 10 periods at 6% from Exhibit 4)..........-. sees ee eee eee eee e eens S$ 55,840 
Present value of 10 semiannual interest payments of $6,000, 

at 12% compounded semiannually: $6,000 x 7.36009 

(present value of an annuity of $1 for 10 periods at 6% from Exhibit 5)...............0.56: 44,160 
Totalpresentivalueiof bonds). (ii ct eT. een ae eee deci le ete ealea ie $100,000 


Market Rate of Interest of 13% Assuming a market rate of interest of 13%, the 


bonds would sell at a discount. As shown by the following present value computations, the 
bonds would sell for $96,406.° 


Present value of face amount of $100,000 due in 5 years, 

at 13% compounded semiannually: $100,000 x 0.53273 

(present value of $1 for 10 periods at 62% from Exhibit 4)...... 2.0. +6seeee esse nese eee es $53,273 
Present value of 10 semiannual interest payments of $6,000, 

at 13% compounded semiannually: $6,000 x 7.18883 

(present value of an annuity of $1 for 10 periods at 612% frOMMEXMIDICD) cameos teak reels. 43,13 
Total present value of bonds ....:.5. 2.2.0 650 ees rwenet emetic nities snes seinnee te eeeeeseeeneees $96,406 


Ww 


Market Rate of Interest of 11% Assuming a market rate of interest of 11%, the 
bonds would sell at a premium. As shown by the following present value computations, 
ys the bonds would sell for $103,769. 


Present value of face amount of $100,000 due in 5 years, 

at 11% compounded semiannually: $100,000 x 0.58543 

(present value of $1 for 10 periods at 512% HOMME SCD) Ges Skew Baer ade ood osacadonece § 58,543 
Present value of 10 semiannual interest payments of $6,000, 

at 11% compounded semiannually: $6,000 x 7.53763 

(present value of an annuity of $1 for 10 periods at 52% from Exhibit 5) .......+++.++++++- 45,226 
Total present value Of bonds... 5s. aseseverneer eget tereneneb ene rereesennaetencantens $103,769 


As shown above, the selling price of the bond varies with the present value of the 
bond’s face amount at maturity, interest payments, and the market rate of interest. 


Effective Interest Rate Method of Amortization 


The effective interest rate method of amortization provides for a constant rate of 
interest over the life of the bonds. As the discount or premium is amortized, the car- 
rying amount of the bonds changes. As a result, interest expense also changes each 
period. This is in contrast to the straight-line method, which provides for a constant 
amount of interest expense each period. 

The interest rate used in the effective interest rate method of amortization, some- 
times called the interest method, is the market rate on the date the bonds are issued. 
The carrying amount of the bonds is multiplied by this interest rate to determine the 
interest expense for the period. The difference between the interest expense and the 
interest payment is the amount of discount or premium to be amortized for the period. 


8 Some corporations issue bonds called zero-coupon bonds that provide for only the payment of the face amount at maturity. Such 
bonds sell for large discounts. In this example, such a bond would sell for $53,273, which is the present value of the face amount. 
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Interest 
Payment 


June 30, 2011 
Dec. 31, 2011 
June 30, 2012 
Dec. 31, 2012 
June 30, 2013 
Dec. 31, 2013 
June 30, 2014 
Dec. 31, 2014 
June 30, 2015 


EXHIBIT 6 | 


Amortization of Discount by the Interest Method 


To illustrate, the following data taken from the chapter illustration of issuing bonds 
at a discount are used: 


Face value of 12%, 5-year bonds, interest compounded semiannually ..........----.+++++55 $100,000 
Present value of bonds at effective (market) rate of interest Of 13% ............ cece ence ees 96,406 
Discount on!bonds\payablemernmaa-rc as cc cles cc ame site etete eterstareretneroteetsterste tetera netstat torte $ 3,594 


Exhibit 6 illustrates the interest method for the preceding bonds. Exhibit 6 begins 
with six columns. The first column is not lettered. The remaining columns are lettered 
A through E. The exhibit was then prepared as follows: 


Step 1. List the interest payments dates in the first column, which for the preceding 
bond are 10 interest payment dates (semiannual interest over five years). Also, 
list on the first line the initial amount of discount in Column D and the initial 
carrying amount (selling price) of the bonds in Column E. 

Step 2. List in Column A the semiannual interest payments, which for the preceding 
bond is $6,000 ($100,000 x 6%). 

Step 3. Compute the interest expense in Column B by multiplying the bond carrying 
amount at the beginning of each period times 612%, which is the effective inter- 
est (market) rate. 

Step 4. Compute the discount to be amortized each period in Column C by subtracting 
the interest payment in Column A ($6,000) from the interest expense for the 
period shown in Column B. 

Step 5. Compute the remaining unamortized discount by subtracting the amortized 
discount in Column C for the period from the unamortized discount at the 
beginning of the period in Column D. 

Step 6. Compute the bond carrying amount at the end of the period by subtracting 
the unamortized discount at the end of the period in Column D from the face 
amount of the bonds ($100,000). 


Steps 3-6 are repeated for each interest payment. 

As shown in Exhibit 6, the interest expense increases each period as the carrying 
amount of the bond increases. Also, the unamortized discount decreases each period 
to zero at the maturity date. Finally, the carrying amount of the bonds increases from 
$96,406 to $100,000 (the face amount) at maturity. 


(i eaten)" a NEG ee ee ee 


Amortization of Discount ofl Bonds Payable _ 
A B C D E 
Interest Paid Interest Expense Discount Unamortized Bond Carrying 
(6% of Face (6¥2% of Bond Amortization Discount Amount 
Date Amount) Carrying Amount) (B- A) (D-C) ($100,000 - D) 
$3,594 $ 96,406 
$6,000 $6,266 (62% of $96,406) $266 3,328 96,672 
6,000 6,284 (6/2% of $96,672) 284 3,044 96,956 
6,000 6,302 (6%2% of $96,956) 302 2,742 97,258 
6,000 6,322 (6%2% of $97,258) 322 2,420 97,580 
6,000 6,343 (62% of $97,580) 343 2,077 97,923 
6,000 6,365 (6%% of $97,923) 365 TAIZ 98,288 
6,000 6,389 (6%2% of $98,288) 389 17328 98,677 
6,000 6,414 (6%2% of $98,677) 414 909 99,091 
6,000 6,441 (62% of $99,091) 441 468 2) ajoy 
6,000 6,470 (6%2% of $99,532) 468* Se 100,000 


Dec. 31, 2015 


*Cannot exceed unamortized discount. 
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The entry to record the first interest payment on June 30, 2011, and the related 
discount amortization is as follows: 


LSE BLE EEE SES DES IED EERE LEER EE SEL NEES REA EERIE ss 


2011 


June |30] Interest Expense 6,266 | 
Discount on Bonds Payable 266 i 
Cash 6,000 


Paid semiannual interest and amortized bond 
discount for 1/2 year. 


“neoseepresser tennessee seagrasses ete ASN NESE NO a % 
z NRE ET OE SSNPS SNS Nee ee i rE 


If the amortization is recorded only at the end of the year, the amount of the 
discount amortized on December 31, 2011, would be $550. This is the sum of the 
first two semiannual amortization amounts ($266 and $284) from Exhibit 6. 


Amortization of Premium by the Interest Method 


To illustrate, the following data taken from the chapter illustration of issuing bonds 
at a premium are used: 


Present value of bonds at effective (market) rate of interest Of 119%......... 2. sees serene eens $103,769 
Face value of 12%, 5-year bonds, interest compounded semiannually ........----+.seee seer es 100,000 
Premiumion bonds payables: jxaceckeus cient Saeiieiae Sea ta aE eT en eee wea ee Tees Sues209 


Exhibit 7 illustrates the interest method for the preceding bonds. Exhibit 7 begins 
with six columns. The first column is not lettered. The remaining columns are lettered 
A through E. The exhibit was then prepared as follows: 


Step 1. List the number of interest payments in the first column, which for the pre- 
ceding bond are 10 interest payments (semiannual interest over 5 years). Also, 
list on the first line the initial amount of premium in Column D and the initial 
carrying amount of the bonds in Column E. 

Step 2. List in Column A the semiannual interest payments, which for the preceding 
bond is $6,000 ($100,000 x 6%). 

Step 3. Compute the interest expense in Column B by multiplying the bond carrying 
amount at the beginning of each period times 512%, which is the effective in- 
terest (market) rate. 

Step 4. Compute the premium to be amortized each period in Column C by subtract- 
ing the interest expense for the period shown in Column B from the interest 
payment in Column A ($6,000). 


oe epi. mats re if es a ie on 3 
mortization of Premium on Bonds Payable 


EXHIBIT 7 A 
A B C D E 
Interest Interest Paid Interest Expense Premium Unamortized Bond Carrying 
Payment (6% of Face (5%2% of Bond Amortization Premium Amount 
Date Amount) Carrying Amount) (A -B) (D-C) ($100,000 + D) 
$3,769 $103,769 
June 30, 2011 $6,000 $5,707 (5%2% of $103,769) $293 3,476 103,476 
Dec. 31, 2011 6,000 5,691 (542% of $103,476) 309 3,167 103,167 
June 30, 2012 6,000 5,674 (5%2% of $1 03,167) 326 2,841 102,841 
Dec. 31, 2012 6,000 5,656 (512% of $102,841) 344 2,497 102,497 
June 30, 2013 6,000 5,637 (52% of $102,497) 363 2,134 102,134 
Dec. 31, 2013 6,000 5,617 (5%2% of $102,1 34) 383 1,751 101,751 
June 30, 2014 * 6,000 5,596 (542% of $101 is)) 404 1,347 101,347 
Dec. 31, 2014 6,000 5,574 (5%2% of $101 347) 426 921 100,921 
June 30, 2015 6,000 5,551 (5%2% of $100,921) 449 472 100,472 
Dec. 31, 2015 6,000 5,526 (52% of $100,472) 472* — 100,000 


*Cannot exceed unamortized premium. 
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Step 5. Compute the remaining unamortized premium by subtracting the amortized 
premium in Column C for the period from the unamortized premium at the 
beginning of the period in Column D. 

Step 6. Compute the bond carrying amount at the end of the period in Column D by 
adding the unamortized premium at the end of the period to the face amount 
of the bonds ($100,000). 


Steps 3-6 are repeated for each interest payment. 

As shown in Exhibit 7, the interest expense decreases each period as the carrying 
amount of the bond decreases. Also, the unamortized premium decreases each period 
to zero at the maturity date. Finally, the carrying amount of the bonds decreases from 
$103,769 to $100,000 (the face amount) at maturity. 

The entry to record the first interest payment on June 30, 2011, and the related 
premium amortization is as follows: 


2011 


June |30] Interest Expense ; 5,707 
Premium on Bonds Payable 293 
Cash 6,000 
Paid semiannual interest and amortized 
bond premium for 1/2 year. : 


If the amortization is recorded only at the end of the year, the amount of the 
premium amortized on December 31, 2011, would be $602. This is the sum of the 
first two semiannual amortization amounts ($293 and $309) from Exhibit 7. 


At a Glance 


ae Compute the potential impact of long-term borrowing on earnings per share. 


Key Points Corporations can finance their operations by issuing short-term debt, long-term debt, or equity. 
One of the many factors that influence a corporation’s decision on whether it should issue long-term debt 
or equity is the effect each alternative has on earnings per share. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Define the concept of a bond. 


* Calculate and compare the effect of alternative long-term financing EE14-1 PE14-1A, 14-1B 
plans on earnings per share. 


a Describe the characteristics and terminology of bonds payable. 


Key Points A corporation that issues bonds enters into a contract, or bond indenture. 

When a corporation issues bonds, the price that buyers are willing to pay for the bonds depends on 
(1) the face amount of the bonds, (2) the periodic interest to be paid on the bonds, and (3) the market rate 
of interest. 


Example 
Exercises 


Practice 
Exercises 


Learning Outcomes 
* Define the characteristics of a bond. 
* Describe the various types of bonds. 


* Describe the factors that determine the price of a bond. 
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El Journalize entries for bonds payable. 


Key Points The journal entry for issuing bonds payable debits Cash and credits Bonds Payable. Any differ- 
ence between the face amount of the bonds and the selling price is debited to Discount on Bonds Payable 
or credited to Premium on Bonds Payable when the bonds are issued. The discount or premium on bonds 
payable is amortized to interest expense over the life of the bonds. 

At the maturity date, the entry to record the repayment of the face value of a bond is a debit to Bonds 
Payable and a credit to Cash. 

When a corporation redeems bonds before they mature, Bonds Payable is debited for the face amount 
of the bonds, the premium (discount) on bonds payable account is debited (credited) for its unamoritized 
balance, Cash is credited, and any gain or loss on the redemption is recorded. 


= : a | 
Learning Outcomes Example Practice 
Exercises Exercises 
* Journalize the issuance of bonds at face value and the payment of 
periodic interest. 
* Journalize the issuance of bonds at a discount. EE14-2 PE14-2A, 14-2B 
* Journalize the amortization of a bond discount. EE14-3 PE14-3A, 14-3B 
* Jo lize the i i 
Journalize the issuance of bonds at a premium. EE14-4 PE14-4A, 14-4B 
* Journalize the amortization of a bond premium. EE14-5 PE14-5A, 14-5B 
? 
* Describe bond redemptions. 
* Journalize the redemption of bonds payable. EE14-6 PE14-6A, 


Describe and illustrate the accounting for installment notes. 


Key Points An installment note requires the borrower to make equal periodic payments to the lender for 
the term of the note. Unlike bonds, the annual payment in an installment note consists of both principal and 
interest. The journal entry for the annual payment debits Interest Expense and Notes Payable and credits 
Cash for the amount of the payment. After the final payment, the carrying amount on the note is zero. 


Practice 
Exercises 


Example 


Learning Outcomes } 
Exercises 


* Define the characteristics of an installment note. 


* Journalize the issuance of installment notes. EE14-7 PE14-7A, 14-7B 


* Journalize the annual payment for an installment note. 


_ Describe and illustrate the reporting of long-term liabilities including bonds and notes payable. 


Key Points Bonds payable and notes payable are usually reported as long-term liabilities. If the balance 
sheet date is within one year, they are reported as a current liability. A discount on bonds should be re- 
ported as a deduction from the related bonds payable. A premium on bonds should be reported as an 
addition to related bonds payable. 


Practice 
Exercises 


Example 


Learning Outcome Exercises 


* Illustrate the balance sheet presentation of bonds payable and notes 
payable. 
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bee Describe and illustrate how the number of times interest charges are earned is used to evaluate a 


company’s financial condition. 


Key Points The number of times interest charges are earned measures the risk to bondholders that a com- 
pany will not be able to make its interest payments. It is computed by dividing income before income tax 
plus interest expense by interest expense. This ratio measures the number of times interest payments could 
be paid (covered) by current period earnings. 


ing O Example Practice 
me se Exercises Exercises 
* Describe and compute the number of times interest charges are earned. EE14-8 PE14-8A, 14-8B 


* Interpret the number of times interest charges are earned. 


Key Terms 


bond (624) 

bond indenture (626) 
carrying amount (633) 
contract rate (627) 
discount (627) 


earnings per share (EPS) (625) market rate of interest (627) 
effective interest rate method (630) mortgage note (634) 
effective rate of interest (627) number of times interest 
face amount (627) charges are earned (638) 
installment note (634) premium (627) 


Illustrative Problem 


The fiscal year of Russell Inc., a manufacturer of acoustical supplies, ends December 31. 
Selected transactions for the period 2011 through 2018, involving bonds payable issued 
by Russell Inc., are as follows: 


2011 
June 30. Issued $2,000,000 of 25-year, 7% callable bonds dated June 30, 2011, for cash 
of $1,920,000. Interest is payable semiannually on June 30 and December 31. 
Dec. 31. Paid the semiannual interest on the bonds. 
31. Recorded straight-line amortization of $1,600 of discount on the bonds. 
31. Closed the interest expense account. 
2012 
June 30. Paid the semiannual interest on the bonds. 
Dec. 31. Paid the semiannual interest on the bonds. 
31. Recorded straight-line amortization of $3,200 of discount on the bonds. 
31. Closed the interest expense account. 
2018 
June 30. Recorded the redemption of the bonds, which were called at 101.5. The balance 
in the bond discount account is $57,600 after the payment of interest and 
amortization of discount have been recorded. (Record the redemption only.) 
Instructions 


1. Journalize entries to record the preceding transactions. 


2. Determine the amount of interest expense for 2011 and 2012. 


3. Determine the carrying amount of the bonds as of December aly 2012. 
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Solution 
il 


Bs RO RO 


2011 


June | 30 | Cash 1,920,000 

Discount on Bonds Payable 80,000 
Bonds Payable 2,000,000 

Dec. | 31 | Interest Expense 70,000 
Cash 70,000 

31 | Interest Expense 1,600 
Discount on Bonds Payable 1,600 


Amortization of discount from July 1 
to December 31. 


31 | Income Summary 71,600 
Interest Expense 71,600 
2012 
June | 30 | Interest Expense 70,000 
Cash 70,000 
Dec. | 31 | Interest Expense 70,000 
Cash 70,000 
31 | Interest Expense 3,200 
Discount on Bonds Payable 3,200 


Amortization of discount from 
January 1 to December 31. 


31 | Income Summary 143,200 
Interest Expense 143,200 
2018 
June | 30 | Bonds Payable 2,000,000 
Loss on Redemption of Bonds Payable 87,600 
Discount on Bonds Payable 57,600 
Cash 2,030,000 


2. a. 2011: $71,600 = $70,000 + $1,600 
b. 2012: $143,200 = $70,000 + $70,000 + $3,200 


3. Initial carrying amount of bonds $1,920,000 
Discount amortized on December 31, 2011 1,600 
Discount amortized on December 31, 2012 3,200 


Carrying amount of bonds, December 31, 2012 $1,924,800 
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Discussion Questions 


Describe the two distinct obligations incurred by 
a corporation when issuing bonds. 


Explain the meaning of each of the following terms 
as they relate to a bond issue: (a) convertible, (b) 
callable, and (c) debenture. 


If you asked your broker to purchase for you a 
12% bond when the market interest rate for such 
bonds was 11%, would you expect to pay more or 
less than the face amount for the bond? Explain. 


A corporation issues $18,000,000 of 10% bonds to 
yield interest at the rate of 8%. (a) Was the amount 
of cash received from the sale of the bonds greater 
or less than $18,000,000? (b) Identify the following 
terms related to the bond issue: (1) face amount, 
(2) market or effective rate of interest, (3) contract 
rate of interest, and (4) maturity amount. 


If bonds issued by a corporation are sold at a 
premium, is the market rate of interest greater or 
less than the contract rate? 


The following data relate to a $200,000,000, 5% bond 
issued for a selected semiannual interest period: 


Bond carrying amount at beginning of period $216,221,792 
Interest paid during period 5,000,000 
Interest expense allocable to the period 4,864,990 


10. 


(a) Were the bonds issued at a discount or at a 
premium? (b) What is the unamortized amount of 
the discount or premium account at the beginning 
of the period? (c) What account was debited to 
amortize the discount or premium? 


Bonds Payable has a balance of $3,500,000 and Dis- 
count on Bonds Payable has a balance of $125,000. 
If the issuing corporation redeems the bonds at 97, 
is there a gain or loss on the bond redemption? 


What is a mortgage note? 


Fleeson Company needs additional funds to pur- 
chase equipment for a new production facility and 
is considering either issuing bonds payable or bor- 
rowing the money from a local bank in the form 
of an installment note. How does an installment 
note differ from a bond payable? 


How would a bond payable be reported on the 
balance sheet if: (a) it is payable within one year 
and (b) it is payable beyond one year? 
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Practice Exercises 


Learning Example 
Objectives __ Exercises 


OBJ.1 EE14-1 )626 PE14-1A Alternative financing plans 


Baker Co. is considering the following alternative financing plans: 


Plan 1 Plan 2 
Issue 5% bonds (at face value) $3,000,000 $1,500,000 
Issue preferred $4 stock, $25 par — 2,500,000 
Issue common stock, $40 par 3,000,000 2,000,000 


Income tax is estimated at 40% of income. 
Determine the earnings per share of common stock, assuming income before bond interest 
and income tax is $1,000,000. 


OBJ.1 EE14-1 )62 PE14-1B Alternative financing plans 
Fly Co. is considering the following alternative financing plans: 


Plan 1 Plan 2 
Issue 12% bonds (at face value) $10,000,000 $5,000,000 
Issue preferred $1.75 stock, $20 par — 8,000,000 
Issue common stock, $20 par 10,000,000 7,000,000 


Income tax is estimated at 40% of income. 
Determine the earnings per share of common stock, assuming income before bond interest 
and income tax is $2,000,000. 


OBJ.3  EE14-2 »629 PE14-2A Issuing bonds at a discount 


On the first day of the fiscal year, a company issues a $4,000,000, 10%, 10-year bond that 
pays semiannual interest of $200,000 ($4,000,000 x 10% x 4), receiving cash of $3,760,992. 
Journalize the bond issuance. 


OBJ.3 EE 14-2 »629 PE14-2B_ Issuing bonds at a discount 
On the first day of the fiscal year, a company issues a $1,500,000, 9%, five-year bond that 
pays semiannual interest of $67,500 ($1,500,000 x 9% x 12), receiving cash of $1,334,398. 
Journalize the bond issuance. 


OBJ.3 EE14-3 »630 PE14-3A Discount amortization 
Using the bond from Practice Exercise 14-2A, journalize the first interest payment and the 
amortization of the related bond discount. Round to the nearest dollar. 


OBJ.3 EE14-3 630 PE14-3B Discount amortization 
Using the bond from Practice Exercise 14-2B, journalize the first interest payment and the 
amortization of the related bond discount. Round to the nearest dollar. 


OB).3 EE14-4 »63/ PE14-4A_ Issuing bonds ata premium 
A company issues a $2,000,000, 9%, five-year bond that pays semiannual interest of $90,000 
($2,000,000 x 9% x ¥%), receiving cash of $2,166,332. Journalize the bond issuance. 


OBJ.3 EE 14-4 p63) PE14-4B Issuing bonds at a premium 
A company issues a $6,000,000, 12%, five-year bond that pays semiannual interest of 
$360,000 ($6,000,000 x 12% x 4) receiving cash of $6,463,304. Journalize the bond 


issuance. 
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Learning Example 
Objectives Exercises 


OBJ.3 EE 14-5 p.632 


OBJ.3 EE14-5 p.632 


OBJ.3 EE14-6 1.633 


OBJ.3 EE14-6 p. 633 


OBJ.4 EE 14-7 1.636 


OBJ.4 EE14-7 p.636 


OBJ.6 EE14-8 p.639 


OBJ.6 EE14-8 1.639 


PE 14-5A Premium amortization 
Using the bond from Practice Exercise 14-4A, journalize the first interest payment and the 
amortization of the related bond premium. Round to the nearest dollar. 


PE 14-5B Premium amortization 


Using the bond from Practice Exercise 14-4B, journalize the first interest payment and the 
amortization of the related bond premium. Round to the nearest dollar. 


PE 14-6A Redemption of bonds payable 


An $800,000 bond issue on which there is an unamortized discount of $60,000 is redeemed 
for $760,000. Journalize the redemption of the bonds. 


PE 14-6B Redemption of bonds payable 


A $450,000 bond issue on which there is an unamortized premium of $25,000 is redeemed 
for $441,000. Journalize the redemption of the bonds. 


PE 14-7A Journalizing installment notes 

On the first day of the fiscal year, a company issues $100,000, 8%, six-year installment 
notes that have annual payments of $21,632. The first note payment consists of $8,000 
of interest and $13,632 of principal repayment. 

a. Journalize the entry to record the issuance of the installment notes. 


b. Journalize the first annual note payment. 


PE 14-7B Journalizing installment notes 

On the first day of the fiscal year, a company issues $55,000, 9%, five-year installment 
notes that have annual payments of $14,140. The first note payment consists of $4,950 
of interest and $9,190 of principal repayment. 

a. Journalize the entry to record the issuance of the installment notes. 


b. Journalize the first annual note payment. 


PE 14-8A Number of times interest charges are earned 


Katula Company reported the following on the company’s income statement in 2012 and 
2011s 


2012 2011 
Interest expense $ 250,000 § 275,000 
Income before income tax expense 3,100,000 4,400,000 


a. Determine the number of times interest charges were earned for 2011 and 2012. 
Round to one decimal place. 


b. Is the number of times interest charges are earned improving or declining? 


PE 14-8B Number of times interest charges are earned 


Marsh Products, Inc., reported the following on the company’s income statement in 2012 
and 2011: 


2012 2011 
Interest expense $ 420,000 $ 375,000 
Income before income tax expense 4,200,000 3,000,000 


a. Determine the number of times interest charges were earned for 2011 and 2012. Round 
to one decimal place. 


b. Is the number of times interest charges are earned improving or declining? 


OBJ.1 


OBJ.3 


OBJ.3 
Vv b. $2,867,977 
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EX 14-1 Effect of financing on earnings per share 
Kelton Co., which produces and sells skiing equipment, is financed as follows: 


Bonds payable, 8% (issued at face amount) $20,000,000 
Preferred $2 stock, $10 par 20,000,000 
Common stock, $25 par 20,000,000 


Income tax is estimated at 40% of income. 
Determine the earnings per share of common stock, assuming that the income before bond 
interest and income tax is (a) $10,000,000, (b) $12,000,000, and (c) $14,000,000. 


EX 14-2 Evaluate alternative financing plans 


«mmm Based on the data in Exercise 14-1, what factors other than earnings per share 
should be considered in evaluating these alternative financing plans? 


EX 14-3 Corporate financing 


The financial statements for Nike, Inc., are presented in Appendix C at the end of the text. 
What is the major source of financing for Nike? 


EX 14-4 Bond price 
Procter and Gamble’s 4.7% bonds due in 2019 were reported as selling for 104.797. 


“ummm Were the bonds selling at a premium or at a discount? Why is Proctor & Gamble 
able to sell its bonds at this price? 


EX 14-5 Entries for issuing bonds 


Austin Co. produces and distributes semiconductors for use by computer manufacturers. 
Austin Co. issued $15,000,000 of 12-year, 12% bonds on May 1 of the current year, with 
interest payable on May 1 and November 1. The fiscal year of the company is the cal- 
endar year. Journalize the entries to record the following selected transactions for the 
current year: 


May 1. Issued the bonds for cash at their face amount. 
Nov. 1. Paid the interest on the bonds. 


Dec. 31. Recorded accrued interest for two months. 


EX 14-6 Entries for issuing bonds and amortizing discount by straight-line method 
On the first day of its fiscal year, Keller Company issued $25,000,000 of five-year, 10% 
bonds to finance its operations of producing and selling home improvement products. 
Interest is payable semiannually. The bonds were issued at a market (effective) interest 
rate of 12%, resulting in Keller Company receiving cash of $23,160,113. 
a. Journalize the entries to record the following: 
1. Sale of the bonds. 
2. First semiannual interest payment. (Amortization of discount is to be recorded 
annually.) 
3. Second semiannual interest payment. 
4. Amortization of discount at the end of the first year, using the straight-line method. 
(Round to the nearest dollar.) 
b. Determine the amount of the bond interest expense for the first year. 
c. Explain why the company was able to issue the bonds for only $23,160,113 rather 
than for the face amount of $25,000,000. 
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OBJ. 2,3 EX 14-7 Entries for issuing bonds and amortizing premium by straight-line method 

McCool Corporation wholesales repair products to equipment manufacturers. On April 1, 

2010, McCool Corporation issued $30,000,000 of five-year, 10% bonds at a market (effec- 

tive) interest rate of 8%, receiving cash of $32,446,500. Interest is payable semiannually 

on April 1 and October 1. Journalize the entries to record the following: 

a. Sale of bonds on April 1, 2012. 

b. First interest payment on October 1, 2012, and amortization of bond premium for six 
months, using the straight-line method. (Round to the nearest dollar.) 

c. Explain why the company was able to issue the bonds for $32,446,500 rather than for 
the face amount of $30,000,000. 


OBJ.3 EX 14-8 Entries for issuing and calling bonds; loss 
Dillip Corp., a wholesaler of office equipment, issued $45,000,000 of 10-year, 10% callable 
bonds on March 1, 2012, with interest payable on March 1 and September 1. The fiscal 
year of the company is the calendar year. Journalize the entries to record the following 
selected transactions: 
2012 
Mar. 1. Issued the bonds for cash at their face amount. 
Sept. 1. Paid the interest on the bonds. 
2016 


Sept.1. Called the bond issue at 103, the rate provided in the bond indenture. 
(Omit entry for payment of interest.) 


OBJ.3 EX 14-9 Entries for issuing and calling bonds; gain 


Fogel Corp. produces and sells renewable energy equipment. To finance its operations, 
Fogel Corp. issued $32,000,000 of 20-year, 11% callable bonds on January 1, 2012, with 
interest payable on January 1 and July 1. The fiscal year of the company is the calendar 
year. Journalize the entries to record the following selected transactions: 


2012 

Jan. 1. Issued the bonds for cash at their face amount. 
July 1. Paid the interest on the bonds. 

2018 


July 1. Called the bond issue at 97, the rate provided in the bond indenture. 
(Omit entry for payment of interest.) 


OBJ.4 EX 14-10 Entries for issuing installment note transactions 


On the first day of the fiscal year, Harris Company borrowed $65,000 by giving a 10-year, 
6% installment note to Cuba Bank. The note requires annual payments of $8,832, with 
the first payment occurring on the last day of the fiscal year. The first payment consists 
of interest of $3,900 and principal repayment of $4,932. 


a. Journalize the entries to record the following: 
1. Issued the installment note for cash on the first day of the fiscal year. 
2. Paid the first annual payment on the note. 


b. Explain how the notes payable would be reported on the balance sheet at the end of 
the first year. 


OBJ.4 EX 14-11 Entries for issuing installment note transactions 


On January 1, 2012, Averill Company issued a $120,000, 8-year, 10% installment note from 
Deacon Bank. The note requires annual payments of $22,493, beginning on December 
31, 2012. Journalize the entries to record the following: 


OBJ. 4 


OBJ.5 


OBJ.6 


OBJ.6 
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Jan. 1. Issued the notes for cash at their face amount. 


Dec. 31. Paid the annual payment on the note, which consisted of interest of $12,000 
and principal of $10,493. 


Dec. 31. Paid the annual payment on the note, which consisted of interest of $5,594 
and principal of $16,899. 


EX 14-12 Entries for issuing installment note transactions 


On January 1, 2012, Daan Company obtained a $28,000, four-year, 9% installment note from 
Poklers Bank. The note requires annual payments of $8,642, beginning on December 31, 2012. 


a. Prepare an amortization table for this installment note, similar to the one presented 
in Exhibit 3. 
b. Journalize the entries for the issuance of the note and the four annual note payments. 


c. Describe how the annual note payment would be reported in the 2012 income statement. 


EX 14-13 Reporting bonds 


At the beginning of the current year, two bond issues (Putnam Industries 5% 10-year bonds 
and Rucker Corporation 6% five-year bonds) were outstanding. During the year, the Put- 
nam Industries bonds were redeemed and a significant loss on the redemption of bonds 
was reported as an extraordinary item on the income statement. At the end of the year, 
the Rucker Corporation bonds were reported as a noncurrent liability. The maturity date 
on the Rucker Corporation bonds was early in the following year. 


sammmmi- Identify the flaws in the reporting practices related to the two bond issues. 


EX 14-14 Number of times interest charges are earned 


The following data were taken from recent annual reports of Southwest Airlines, which 
operates a low-fare airline service to over 50 cities in the United States. 


Current Year Preceding Year 
Interest expense $105,000,000 $69,000,000 
Income before income tax 278,000,000 1,058,000 


4. Determine the number of times interest charges were earned for the current and pre- 
ceding years. Round to one decimal place. 


b. <i What conclusions can you draw? 


EX 14-15 Number of times interest charges are earned 
Quansi, Inc., reported the following on the company’s income statement in 2012 and 2011: 


2012 2011 
Oh rae gee eT Ee, 
Interest expense $ 10,000,000 § 12,500,000 
Income before income tax expense 240,000,000 375,000,000 


a. Determine the number of tiines interest charges were earned for 2011 and 2012. Round 
to one decimal place. 
b. <scasuuuie Is the number of times interest charges are earned improving or declining? 


EX 14-16 Number of times interest charges are earned 
Vixeron Company reported the following on the company’s income statement for 2012 
and 2011: 


2012 2011 
Hist sesso, Sis 2080 eee 
Interest expense $3,000,000 $3,000,000 
Income before income tax 1,200,000 3,600,000 


a. Determine the number of times interest charges were earned for 2011 and 2012. Round 
to one decimal place. 
b. sia What conclusions can you draw? 
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V $79,077,130 


V $86,030,076 


V b. $3,396,512 


Appendix 1 
EX 14-17. Present value of amounts due 


Determine the present value of $750,000 to be received in three years, using an interest 
rate of 12%, compounded annually. 

a. Use the present value table in Exhibit 4. 

b. Why is the present value less than the $750,000 to be received in the future? 


Appendix 1 
EX 14-18 Present value of an annuity 


Determine the present value of $150,000 to be received at the end of each of four years, 
using an interest rate of 7%, compounded annually, as follows: 


a. By successive computations, using the present value table in Exhibit 4. 
b. By using the present value table in Exhibit 5. 


c. Why is the present value of the four $150,000 cash receipts less than the $600,000 to 
be received in the future? 


Appendix 1 

EX 14-19 Present value of an annuity 

On January 1, 2012, you win $110,000,000 in the state lottery. The $110,000,000 prize will be 
paid in equal installments of $11,000,000 over 10 years. The payments will be made on De- 
cember 31 of each year, beginning on December 31, 2012. If the current interest rate is 6.5%, 
determine the present value of your winnings. Use the present value tables in Appendix A. 


Appendix 1 

EX 14-20 Present value of an annuity 

Assume the same data as in Appendix 1 Exercise 14-19, except that the current interest 
rate is 13%. 

a-~,£,;  N/i\| the present value of your winnings using an interest rate of 13% be one- 
half the present value of your winnings using an interest rate of 6.5%? Why or why not? 


Appendix 1 
EX 14-21 Present value of bonds payable; discount 

Baliga Co. produces and sells high-quality audio equipment. To finance its operations, 
Baliga Co. issued $18,000,000 of five-year, 8% bonds with interest payable semiannually 
at a market (effective) interest rate of 10%. Determine the present value of the bonds 
payable, using the present value tables in Exhibits 4 and 5. Round to the nearest dollar. 


Appendix 1 

EX 14-22 Present value of bonds payable; premium 

Herbst Co. issued $80,000,000 of five-year, 13% bonds with interest payable semiannually, 
at a market (effective) interest rate of 11%. Determine the present value of the bonds 
payable, using the present value tables in Exhibits 4 and 5. Round to the nearest dollar. 


Appendix 2 
EX 14-23 Amortize discount by interest method 
On the first day of its fiscal year, Ramsey Company issued $35,000,000 of 10-year, 9% 
bonds to finance its operations. Interest is payable semiannually. The bonds were issued 
at a market (effective) interest rate of 11%, resulting in Ramsey Company receiving cash 
of $30,817,399. The company uses the interest method. 
a. Journalize the entries to record the following: 

1. Sale of the bonds. 


2. First semiannual interest payment, including amortization of discount. Round to the 
nearest dollar. 


(continued) 


V b. $1,879,754 


V a. $53,680,315 
V c. $295,932 


V a. $53,530,290 
vV b. $479,469 
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3. Second semiannual interest payment, including amortization of discount. Round to 
the nearest dollar. 


b. Compute the amount of the bond interest expense for the first year. 


c. Explain why the company was able to issue the bonds for only $30,817,399 rather 
than for the face amount of $35,000,000. 


Appendix 2 
EX 14-24 Amortize premium by interest method 


Knight Corporation wholesales auto parts to auto manufacturers. On March 1, 2012, Knight 
Corporation issued $17,500,000 of five-year, 12% bonds at a market (effective) interest rate 
of 10%, receiving cash of $18,851,252. Interest is payable semiannually. Knight Corpora- 
tion’s fiscal year begins on March 1. The company uses the interest method. 
a. Journalize the entries to record the following: 

1. Sale of the bonds. 


2. First semiannual interest payment, including amortization of premium. Round to 
the nearest dollar. 


3. Second semiannual interest payment, including amortization of premium. Round to 
the nearest dollar. 


b. Determine the bond interest expense for the first year. 


. Explain why the company was able to issue the bonds for $18,851,252 rather than for 
the face amount of $17,500,000. 


Appendix 1 and Appendix 2 

EX 14-25 Compute bond proceeds, amortizing premium by interest method, 

and interest expense 

Evans Co. produces and sells motorcycle parts. On the first day of its fiscal year, Evans 
Co. issued $50,000,000 of five-year, 14% bonds at a market (effective) interest rate of 
12%, with interest payable semiannually. Compute the following, presenting figures used 
in your computations. 


4. The amount of cash proceeds from the sale of the bonds. Use the tables of present 
values in Exhibits 4 and 5. Round to the nearest dollar. 


b. The amount of premium to be amortized for the first semiannual interest payment 
period, using the interest method. Round to the nearest dollar. 


c. The amount of premium to be amortized for the second semiannual interest payment 
period, using the interest method. Round to the nearest dollar. 


d. The amount of the bond interest expense for the first year. 


Appendix 1 and Appendix 2 
EX 14-26 Compute bond proceeds, amortizing discount by interest method, and 


interest expense 

Lewis Co. produces and sells aviation equipment. On the first day of its fiscal year, Lewis 

Co. issued $60,000,000 of five-year, 10% bonds at a market (effective) interest rate of 

13%, with interest payable semiannually. Compute the following, presenting figures used 

in your computations. 

4a. The amount of cash proceeds from the sale of the bonds. Use the tables of present 
values in Exhibits 4 and 5. Round to the nearest dollar. 

b. The amount of discount to be amortized for the first semiannual interest payment 
period, using the interest method. Round to the nearest dollar. 

c. The amount of discount to be amortized for the second semiannual interest payment 
period, using the interest method. Round to the nearest dollar. 


d. The amount of the bond interest expense for the first year. 
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OBJ. 1 
¥ 1. Plan 3: $5.35 


OBJ. 2,3 
V 3. $1,439,986 


OBJ. 2,3 
V 3. $7,677,935 


++ LEDGER.* 


Problems Series A 


RS esR gS soa ONTOS ISD BE ERIS ES DLE SE ESET NS EE TE 


PR14-1A_ Effect of financing on earnings per share 

Three different plans for financing a $200,000,000 corporation are under consideration 
by its organizers. Under each of the following plans, the securities will be issued at their 
par or face amount, and the income tax rate is estimated at 40% of income. 


Plan 1 Plan 2 Plan 3 
11% bonds — —— $100,000,000 
Preferred 5% stock, $40 par — $100,000,000 50,000,000 
Common stock, $25 par $200,000,000 100,000,000 50,000,000 
Total $200,000,000 $200,000,000 $200,000,000 


Instructions 
1. Determine for each plan the earnings per share of common stock, assuming that the 
income before bond interest and income tax is $30,000,000. 


2. Determine for each plan the earnings per share of common stock, assuming that the 
income before bond interest and income tax is $16,000,000. 


~ 


3. <i Tiscuss the advantages and disadvantages of each plan. 


PR 14-2A Bond discount, entries for bonds payable transactions 


On July 1, 2012, Bliss Industries Inc. issued $24,000,000 of 20-year, 11% bonds at a mar- 
ket (effective) interest rate of 14%, receiving cash of $19,200,577. Interest on the bonds 
is payable semiannually on December 31 and June 30. The fiscal year of the company 
is the calendar year. 


Instructions 
1. Journalize the entry to record the amount of cash proceeds from the sale of the bonds. 


2. Journalize the entries to record the following: 


a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond discount, using the straight-line method. (Round to the nearest dollar.) 


b. The interest payment on June 30, 2013, and the amortization of the bond discount, 
using the straight-line method. (Round to the nearest dollar.) 


3. Determine the total interest expense for 2012. 


4. Will the bond proceeds always be less than the face amount of the bonds when the 
contract rate is less than the market rate of interest? 


5. (Appendix 1) Compute the price of $19,200,577 received for the bonds by using the tables 
of present value in Appendix A at the end of the text. (Round to the nearest dollar.) 


PR 14-3A_ Bond premium, entries for bonds payable transactions 


Fabulator, Inc. produces and sells fashion clothing. On July 1, 2012, Fabulator, Inc. issued 
$120,000,000 of 20-year, 14% bonds at a market (effective) interest rate of 11%, receiving 
cash of $148,882,608. Interest on the bonds is payable semiannually on December 31 and 
June 30. The fiscal year of the company is the calendar year. 


Instructions 
1. Journalize the entry to record the amount of cash proceeds from the sale of the bonds. 
2. Journalize the entries to record the following: 
a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond premium, using the straight-line method. (Round to the nearest dollar.) 


b. The interest payment on June 30, 2013, and the amortization of the bond premium, 
using the straight-line method. (Round to the nearest dollar.) 


3. Determine the total interest expense for 2012. 


4. Will the bond proceeds always be greater than the face amount of the bonds when 
the contract rate is greater than the market rate of interest? 


(continued) 


OBJ. 3,4 
V 3. $58,236,896 


¥ 3. $1,344,040 
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5. (Appendix 1) Compute the price of $148,882,608 received for the bonds by using the 
tables of present value in Appendix A at the end of the text. (Round to the nearest dollar.) 


PR 14-4A_ Entries for bonds payable and installment note transactions 


The following transactions were completed by Simmons Inc., whose fiscal year is the 
calendar year: 


2012 


July 1. Issued $64,000,000 of 10-year, 12% callable bonds dated July 1, 2012, at 
a market (effective) rate of 14%, receiving cash of $57,219,878. Interest is 
payable semiannually on December 31 and June 30. 


Oct. 1. Borrowed $320,000 as a five-year, 6% installment note from Ibis Bank. The 
note requires annual payments of $75,967, with the first payment occurring 
on September 30, 2013. 


Dec. 31. Accrued $4,800 of interest on the installment note. The interest is payable on 
the date of the next installment note payment. 


31. Paid the semiannual interest on the bonds. The bond discount is amortized 
annually in a separate journal entry. 


31. Recorded bond discount amortization of $339,006, which was determined 
using the straight-line method. 


31. Closed the interest expense account. 
2013 


June 30. Paid the semiannual interest on the bonds. 


Sept. 30. Paid the annual payment on the note, which consisted of interest of $19,200 
and principal of $56,767. 


Dec. 31. Accrued $3,948 of interest on the installment note. The interest is payable on 
the date of the next installment note payment. 


31. Paid the semiannual interest on the bonds. The bond discount is amortized 
annually in a separate journal entry. 


31. Recorded bond discount amortization of $678,012, which was determined 
using the straight-line method. 


31. Closed the interest expense account. 
2014 


June 30. Recorded the redemption of the bonds, which were called at 98. The balance 
in the bond discount account is $5,424,098 after payment of interest and 
amortization of discount have been recorded. (Record the redemption only.) 


Sept. 30. Paid the second annual payment on the note, which consisted of interest of 
$15,794 and principal of $60,173. 

Instructions 

1. Journalize the entries to record the foregoing transactions. 

2. Indicate the amount of the interest expense in (a) 2012 and (b) 2013. 

3. Determine the carrying amount of the bonds as of December 31, 2013. 


Appendix 1 and Appendix 2 
PR 14-5A_ Bond discount, entries for bonds payable transactions, interest method of 


amortizing bond discount 

On July 1, 2012, Bliss Industries, Inc. issued $24,000,000 of 20-year, 11% bonds at a mar- 
ket (effective) interest rate of 14%, receiving cash of $19,200,577. Interest on the bonds 
is payable semiannually on December 31 and June 30. The fiscal year of the company 
is the calendar year. 


Instructions 
1. Journalize the entry to record the amount of cash proceeds from the sale of the bonds. 


2. Journalize the entries to record the following: 
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V 3. $8,188,543 


a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond discount, using the interest method. (Round to the nearest dollar.) 


b. The interest payment on June 30, 2013, and the amortization of the bond discount, 
using the interest method. (Round to the nearest dollar.) 


3. Determine the total interest expense for 2012. 


Appendix 1 and Appendix 2 
PR 14-6A Bond premium, entries for bonds payable transactions, interest method of 


amortizing bond discount 

Fabulator, Inc. produces and sells fashion clothing. On July 1, 2012, Fabulator, Inc. issued 
$120,000,000 of 20-year, 14% bonds at a market (effective) interest rate of 11%, receiving 
cash of $148,882,608. Interest on the bonds is payable semiannually on December 31 and 
June 30. The fiscal year of the company is the calendar year. 


Instructions 
1. Journalize the entry to record the amount of cash proceeds from the sale of the bonds. 


2. Journalize the entries to record the following: 


a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond discount, using the interest method. (Round to the nearest dollar.) 


b. The interest payment on June 30, 2013, and the amortization of the bond discount, 
using the interest method. (Round to the nearest dollar.) 


3. Determine the total interest expense for 2012. 


Problems Series B 
SRE Ae ERR TR AIT NETS RS SSH A INT SS OH NE RES TS I EY SACL PIR US EE TNO SUI SE SISTINE ARENT 


OBJ.1 
V 1. Plan 3: $4.75 


— oe 
Ng 


OBJ. 2,3 
V 3. $2,100,119 


comet 


GENERAL 
* LEDGERS* 


PR 14-1B_ Effect of financing on earnings per share 


Three different plans for financing a $40,000,000 corporation are under consideration by 
its organizers. Under each of the following plans, the securities will be issued at their par 
or face amount, and the income tax rate is estimated at 40% of income. 


Plan 1 Plan 2 Plan 3 
10% bonds — = $20,000,000 
Preferred $2.50 stock, $50 par nae $20,000,000 10,000,000 
Common stock, $25 par $40,000,000 20,000,000 10,000,000 
Total $40,000,000 $40,000,000 $40,000,000 


Instructions 


1. Determine for each plan the earnings per share of common stock, assuming that the 
income before bond interest and income tax is $6,000,000. 


2. Determine for each plan the earnings per share of common stock, assuming that the 
income before bond interest and income tax is $3,200,000. 


3. «iio Discuss the advantages and disadvantages of each plan. 


PR 14-2B_ Bond discount, entries for bonds payable transactions 


On July 1, 2012, Hallo Corporation, a wholesaler of communication equipment, issued 
$34,000,000 of 20-year, 12% bonds at a market (effective) interest rate of 13%, receiving 
cash of $31,595,241. Interest on the bonds is payable semiannually on December 31 and 
June 30. The fiscal year of the company is the calendar year. 


Instructions 
1. Journalize the entry to record the amount of cash proceeds from the sale of the bonds. 
2. Journalize the entries to record the following: 
a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond discount, using the straight-line method. (Round to the nearest dollar.) 


(continued) 


OBJ. 2,3 
¥ 3. $803,316 
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* LEDGER:* 


OBJ. 3,4 
VY 3. $48,673,530 
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b: The interest payment on June 30, 2013, and the amortization of the bond discount, 
using the straight-line method. (Round to the nearest dollar.) 


Determine the total interest expense for 2012. 


Will the bond proceeds always be less than the face amount of the bonds when the 
contract rate is less than the market rate of interest? 


(Appendix 1) Compute the price of $31,595,241 received for the bonds by using the tables 
of present value in Appendix A at the end of the text. (Round to the nearest dollar.) 


PR14-3B Bond premium, entries for bonds payable transactions 

Buddie Corporation produces and sells baseball gloves. On July 1, 2012, Buddie Corpora- 
tion issued $12,500,000 of 10-year, 14% bonds at a market (effective) interest rate of 12%, 
receiving cash of $13,933,680. Interest on the bonds is payable semiannually on December 
31 and June 30. The fiscal year of the company is the calendar year. 


Instructions 
1. Journalize the entry to record the amount of cash proceeds from the sale of the bonds. 
2. Journalize the entries to record the following: 
a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond premium, using the straight-line method. (Round to the nearest dollar.) 
b. The interest payment on June 30, 2013, and the amortization of the bond premium, 
using the straight-line method. (Round to the nearest dollar.) 
3. Determine the total interest expense for 2012. 
4. Will the bond proceeds always be greater than the face amount of the bonds when 
the contract rate is greater than the market rate of interest? 
5. (Appendix 1) Compute the price of $13,933,680 received for the bonds by using the 


tables of present value in Appendix A at the end of the text. (Round to the nearest 
dollar.) 


PR 14-4B_ Entries for bonds payable and installment note transactions 


The following transactions were completed by Wilkerson Inc., whose fiscal year is the 
calendar year: 


2012 


July 1. Issued $42,000,000 of 10-year, 13% callable bonds dated July 1, 2012, ata 


market (effective) rate of 10%, receiving cash of $49,851,213. Interest is pay- 
able semiannually on December 31 and June 30. 


Oct. 1. Borrowed $510,000 as a six-year, 9% installment note from Challenger Bank. 


The note requires annual payments of $113,689, with the first payment occur- 
ring on September 30, 2013. 


Dec, 31. Accrued $11,475 of interest on the installment note. The interest is payable on 


the date of the next installment note payment. 


31. Paid the semiannual interest on the bonds. The bond discount is amortized 
annually in a separate journal entry. 


31. Recorded bond premium amortization of $392,561, which was determined 
using the straight-line method. 


31. Closed the interest expense account. 


2013 


June 30. Paid the semiannual interest on the bonds. 


Sent. 30. Paid the annual payment on the note, which consisted of interest of $45,900 


and principal of $67,789. 


Dec. 31. Accrued $9,950 of interest on the installment note. The interest is payable on 


the date of the next installment note payment. 
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¥ 3. $2,053,691 


V 3. $836,021 


Dec. 31. Paid the semiannual interest on the bonds. The bond discount is amortized 
annually in a separate journal entry. 
31. Recorded bond premium amortization of $785,122, which was determined 
using the straight-line method. 


31. Closed the interest expense account. 
2014 


June 30. Recorded the redemption of the bonds, which were called at 102. The bal- 
ance in the bond premium account is $6,280,969 after payment of interest 
and amortization of premium have been recorded. (Record the redemption 
only.) 

Sept. 30. Paid the second annual payment on the note, which consisted of interest of 
$39,799 and principal of $73,890. 


Instructions 

1. Journalize the entries to record the foregoing transactions. 

2. Indicate the amount of the interest expense in (a) 2012 and (b) 2013. 
3. Determine the carrying amount of the bonds as of December 31, 2013. 


Appendix 1 and Appendix 2 

PR 14-5B_ Bond discount, entries for bonds payable transactions, interest method of 
amortizing bond discount 

On July 1, 2012, Hallo Corporation, a wholesaler of communication equipment, issued 
$34,000,000 of 20-year, 12% bonds at a market (effective) interest rate of 13%, receiving 
cash of $31,595,241. Interest on the bonds is payable semiannually on December 31 and 
June 30. The fiscal year of the company is the calendar year. 


Instructions 


1. Journalize the entry to record the amount of cash proceeds from the sale of the 
bonds. 


2. Journalize the entries to record the following: 


a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond discount, using the interest method. (Round to the nearest dollar.) 


b. The interest payment on June 30, 2013, and the amortization of the bond discount, 
using the interest method. (Round to the nearest dollar.) 


3. Determine the total interest expense for 2012. 


Appendix 1 and Appendix 2 

PR 14-6B Bond premium, entries for bonds payable transactions, interest method of 
amortizing bond premium 

Buddie Corporation produces and sells baseball gloves. On July 1, 2012, Buddie Corpora- 
tion issued $12,500,000 of 10-year, 14% bonds at a market (effective) interest rate of 12%, 
receiving cash of $13,933,680. Interest on the bonds is payable semiannually on December 
31 and June 30. The fiscal year of the company is the calendar year. 


Instructions 


1. Journalize the entry to record the amount of cash proceeds from the sale of the 
bonds. 


2. Journalize the entries to record the following: 


a. The first semiannual interest payment on December 31, 2012, and the amortization 
of the bond premium, using the interest method. (Round to the nearest dollar.) 


b. The interest payment on June 30, 2013, and the amortization of the bond premium, 
using the interest method. (Round to the nearest dollar.) 


3. Determine the total interest expense for 2012. 


Chapter 14 Long-Term Liabilities: Bonds and Notes 663 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


excel 


SUCCESS 


excel 


SUCCESS 


SA 14-1 Interest amortization table 


On July 1, 2010 the beginning of Egan Enterprises’ fiscal year, the company borrowed 
$15,000 from Claymore Bank by signing a 6% installment note. The note calls for annual 
payments of $3,561 at the end of each calendar year during the note’s 5-year term. 


a. Open the Excel file SA14-1_2e. 
b. Use your spreadsheet program to prepare an amortization table for the note. 


c. When you have completed the amortization table, perform a “save as,” replacing the 
entire file name with the following: 


SA14-1_2ef[your first name initial]_[your last name] 


SA 14-2 Interest amortization table 

Amad Mosan is a realtor who is arranging for $35,000 of financing for the purchase of a 

new automobile. Amad is considering two financing options. 

Option 1: A 7% 4-year installment note dated January 1, 2010, requiring 4 annual pay- 

ments of $10,333 at the end of each of the four years. 

Option 2: An 8% 6-year installment note dated January 1, 2010, requiring 6 annual pay- 

ments of $7,571 at the end of each of the six years. 

a. Open the Excel file SA14-2_2e. 

b. Use your spreadsheet program to prepare an amortization table for each of the install- 
ment notes described above. 

c. When you have completed the amortization tables perform a “save as,” replacing the 
entire file name with the following: 


SA14-2_2e[your first name initial]_[your last name] 


SA 14-3 Interest amortization table 


Use your spreadsheet program to prepare interest amortization tables for each of the 
installment notes listed below. 


Principal Date of Annual Term Annual 

Amount Note Interest Rate (Years) Payment 
Note A $9,000 01/01/2011 10% 3 $3,619 
Note B 4,500 07/01/2010 5% 4 1,269 
Note C 3,800 07/01/2010 9% 7 755 


a. Open the Excel file SA14-3_2e. 


b. Use your spreadsheet program to prepare an amortization table for each note. 


c. When you have completed the amortization tables perform a “save as,” replacing the 
entire file name with the following: 


SA14-3_2efyour first name initial]_[your last name] 
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Investments and Fair Value 
Accounting 


ou invest cash to earn more cash. For example, you could 

deposit cash in a bank account to earn interest. You could 
also invest cash in preferred or common stocks and in corporate 
or U.S. government notes and bonds. 

Preferred and common stock can be purchased through a stock 
exchange, such as the _ Preferred 
stock is purchased primarily with the expectation of earning divi- 


dends. Common stock is purchased with the expectation of earning 
dividends or realizing gains from a price increase in the stock. 
Corporate and U.S. government bonds can also be purchased 
through a bond exchange. Bonds are purchased with the primary 
expectation of earning interest revenue. 
Companies make investments for many of the same reasons 
that you would as an individual. For example, 


a diversified media company, which produces such popular tele- 
vision shows as The Simpsons and American Idol, has invested 
$150 million of available cash in stocks and bonds. These invest- 
ments are held by News Corporation for interest, dividends, and 
expected price increases. 

Unlike most individuals, however, companies also purchase 
significant amounts of the outstanding common stock of other 
companies for strategic reasons. For example, News Corporation 
invested in 32% of the Hulu, an online video joint venture with 
other major media companies. 

Investments in debt and equity securities give rise to a num- 
ber of accounting issues. These issues are described and illustrated 
in this chapter. 


CHAPTER 


r 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises 


Describe why companies invest in debt and equity securities. 
Why Companies Invest 

Investing Cash in Current Operations 

Investing Cash in Temporary Investments 

Investing Cash in Long-Term Investments 


Describe and illustrate the accounting for debt investments. 
Accounting for Debt Investments 

Purchase of Bonds 

Interest Revenue 

Sale of Bonds 


Describe and illustrate the accounting for equity investments. 
Accounting for Equity Investments 

Less Than 20% Ownership 

Between 20%-50% Ownership 

More Than 50% Ownership 


Describe and illustrate valuing and reporting investments in the 
financial statements. 
Valuing and Reporting Investments 

Trading Securities 

Available-for-Sale Securities 

Held-to-Maturity Securities 

Summary 


Describe fair value accounting and its implications for the future. 
Fair Value Accounting 

Trend to Fair Value Accounting 

Effect of Fair Value Accounting on the Financial Statements 


Describe and illustrate the computation of dividend yield. 
Financial Analysis and Interpretation: Dividend Yield 
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= describe why Why Companies Invest 


companies 
invest in debt and Most companies generate cash from their operations. This cash can be used for the 
Sy ete: following purposes: 
1. Investing in current operations 
2. Investing in temporary investments to earn additional revenue 


3. Investing in long-term investments in stock of other companies for strategic reasons 


Investing Cash in Current Operations 


Cash is often used to support the current operating activities of a company. For 

example, cash may be used to replace worn-out equipment or to purchase new, 

more efficient, and productive equipment. In addition, cash may be reinvested in 

the company to expand its current operations. For example, a retailer based in the 

northwest United States might decide to expand by opening stores in the midwest. 
To support its current level of operations, a company also uses cash to pay: 


1. expenses. 
2. suppliers of merchandise and other assets. 
3. interest to creditors. 


4. dividends to stockholders. 


The accounting for the use of cash in current operations has been described and 
illustrated in earlier chapters. For example, Chapter 10, “Fixed Assets and Intangible 


Chapter 15 


Assets,” illustrated the use of cash for purchasing property, plant, and equipment. 
In this chapter, we describe and illustrate the use of cash for investing in temporary 
investments and stock of other companies. 


Investing Cash in Temporary Investments 


A company may temporarily have excess cash that is not needed for use in its current 
operations. This is often the case when a company has a seasonal operating cycle. 
For example, a significant portion of the annual merchandise sales of a retailer occurs 
during the fall holiday season. As a result, retailers often experience a large increase 
in cash during this period, which is not needed until the spring buying season. 

Instead of letting excess cash remain idle in a checking account, most companies 
invest their excess cash in temporary investments. In doing so, companies invest in 
securities such as: 


1. Debt securities, which are notes and bonds that pay interest and have a fixed ma- 
turity date. 


2. Equity securities, which are preferred and common stock that represent ownership 
in a company and do not have a fixed maturity date. 


Investments in debt and equity securities, termed Investments or Temporary 
Investments, are reported in the Current Assets section of the balance sheet. 
The primary objective of investing in temporary investments is to: 


1. earn interest revenue 
2. receive dividends 
3. realize gains from increases in the market price of the securities. 


Investments in certificates of deposit and other securities that do not normally 
change in value are disclosed on the balance sheet as cash and cash equivalents. 
Such investments are held primarily for their interest revenue. 


Investing Cash in Long-Term Investments 


A company may invest cash in the debt or equity of another company as a long-term 
investment. Long-term investments may be held for the same investment objectives as 
temporary investments. However, long-term investments often involve the purchase 
of a significant portion of the stock of another company. Such investments usually 
have a strategic purpose, such as: 


1. Reduction of costs: When one company buys another company, the combined company 
may be able to reduce administrative expenses. For example, a combined company 
does not need two chief executive officers (CEOs) or chief financial officers (CFOs). 

2. Replacement of management: If the purchased company has been mismanaged, the 
acquiring company may replace the company’s management and, thus, improve op- 
erations and profits. 

3. Expansion: The acquiring company may purchase a company because it has a comple- 
mentary product line, territory, or customer base. The new combined company may 
be able to serve customers better than the two companies could separately. 

4. Integration: A company may integrate operations by acquiring a supplier or customer. 
Acquiring a supplier may provide a more stable or uninterrupted supply of resources. 
Acquiring a customer may also provide a market for the company’s products or 
services. 


Accounting fer Debt Investments 


Debt securities include notes and bonds, issued by corporations and governmental 
organizations. Most companies invest excess cash in bonds as investments to earn 


interest revenue. 
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The Walt Disney Company 
purchased Marvel 
Entertainment in order 
to expand into action/ 
adventure characters, 
movies, and products. 
Describe and 
illustrate the 


accounting for debt 
investments. 
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The accounting for bond investments! includes recording the following: 


1. Purchase of bonds 
2. Interest revenue 
3. Sale of bonds 


Purchase of Bonds 


The purchase of bonds is recorded by debiting an investments account for the pur- 
chase price of the bonds, including any brokerage commissions. If the bonds are 
purchased between interest dates, the purchase price includes accrued interest since 
the last interest payment. This is because the seller has earned the accrued interest, 
but the buyer will receive the accrued interest when it is paid. 

To illustrate, assume that Homer Company purchases $18,000 of U.S. Treasury 
bonds at their par value on March 17, 2012, plus accrued interest for 45 days. The 
bonds have an interest rate of 6%, payable on July 31 and January 31. 

The entry to record the purchase of Treasury bonds is as follows: 


iid 


i 2012 

Mar. |17] Investments—uU.S. Treasury Bonds 18,000 | 

Interest Receivable 135 : 
Cash 18,135 


Purchased $18,000, 6% Treasury bonds. 


_cenresoeaeenonen cons ores teresa tender coney onerous 


_soynnonnagoeae once 


Since Homer Company TOrnaes ihe Bands on March 17, it is also purchasing 
the accrued interest for 45 days (January 31 to March 17) as shown in Exhibit 1. The 
accrued interest of $135 is computed as follows:? 


Accrued Interest = $18,000 x 6% x (45/360) = $135 


The accrued interest is recorded by debiting Interest Receivable for $135. Bond 
Investments is debited for the purchase price of the bonds of $18,000. 


Interest Revenue 


On July 31, Homer Company receives a semiannual interest payment of $540 ($18,000 x 

6% x 1 %). The $540 interest includes the $135 accrued interest that Homer Company 

purchased with the bonds on March 17. Thus, Homer Company has earned $405 

($540 — $135) of interest revenue since purchasing the bonds as shown in Exhibit 1. 
The receipt of the interest on July 31 is recorded as follows: 


ili iiss BG lair sy 


| 2012 

July |31] Cash 540 
; Interest Receivable 135 
Interest Revenue 405 
| Received semiannual interest. 


Homer Company’s accounting period ends on December 31. Thus, an adjusting 
entry must be made to accrue interest for five months (August 1 to December 31) of 
$450 ($18,000 x 6% x 72) as shown in Exhibit 1. The adjusting entry to record the 
accrued interest is as follows: 


Te nT ee TTD 


Dec. |31]| Interest Receivable 
Interest Revenue 
Accrue interest. 


a anu teem tem 


1 Debt investments may also include installment notes and short-term notes. The basic accounting for notes is similar to bonds and, 
thus, is not illustrated. 


2 To simplify, a 360-day year is used to compute interest. 
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: 
Interest Interest Interest 
Receipt Purchase Receipt End of Year Receipt | 
Date ae a Accrual Date | 
Jan. 31, 2012 Mar. 17 July 31 Dec. 31 Jan. 31, 2013 
Ses ee | 
$135 $405 $450 $90 i 
Interest Receivable Interest Earned Interest Earned Interest | 
$540 $450 Earned $540 
Interest Interest Interest 


Received Accrued Received 


ssp eee ee tne ere een erence eT _ 


For the year ended December 31, 2012, Homer Company would report Interest 
revenue of $855 ($405 + $450) as part of Other income on its income statement. 

The receipt of the semiannual interest of $540 on January 31, 2013, is recorded 
as follows: 


2013 


Jan. |31} Cash i Pi 540 
Interest Revenue 90 
Interest Receivable | | 450 


Received interest on Treasury bonds. 


Sale of Bonds 


The sale of a bond investment normally results in a gain or loss. If the proceeds from 
the sale exceed the book value (cost) of the bonds, then a gain is recorded. If the 
proceeds are less than the book value (cost) of the bonds, a loss is recorded. 

To illustrate, on January 31, 2013, Homer Company sells the Treasury bonds at 
98, which is a price equal to 98% of par value. The sale results in a loss of $360, 
as shown below. 


Proceeds from sale $17,640* 
Less book value (cost) of the bonds 18,000 
Loss on sale of bonds $ (360) 


*($18,000 x 98%) 


The entry to record the sale is as follows: 


| 2013 


| Jan. [31] Cash 17,640 
ieee | Loss on Sale of Investment 360 
Investments—U.S. Treasury Bonds 18,000 


Sale of U.S. Treasury bonds. 


There is no accrued interest upon the sale since the interest payment date is also 
January 31. If the sale were between interest dates, interest accrued since the last 
interest payment date would be added to the sale proceeds and credited to Inter- 
est Revenue. The loss on the sale of bond investments is reported as part of Other 
income (loss) on Homer Company’s income statement. 
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Example Exercise 15-1 - 


Journalize the entries to record the following selected bond investment transactions for Tyler Company: 


1. Purchased for cash $40,000 of Tyler Company 10% bonds at 100 plus accrued interest of $320. 
2. Received the first semiannual interest. 
3. Sold $30,000 of the bonds at 102 plus accrued interest of $110. 


| Follow My Example 15-1 


1. Investments—Tyler Company Bonds .........0..eseeeeeee cree ees 40,000 
lnterest:ReceiVvablec: <i G.aca coca cat aya secre ae oicureeanane et Matera ctarecrias 320 
Gas iret ace ee ee ces eles hid clnes cro a iets GUE ova ant ata Rr cnatrn stat stones 40,320 
ORT Ge Kol py Rapa capa rae em Uh oN AREA BE GG GUE ADI ME SV 2,000* 
Interest:Receivablee wise totus eee Soe ice lei nano, alateialons 320 
LCLESUREVENUG 3 i ecc ss hoveaa ss sok ceva vee regen eenranatls 1,680 
*$40,000 x 10% x V2 
Bec CASEY pega scot hl artes or eciaal alo lage aielnea a rein Uiahar Ne usctontacecaneseial aia sap mean mebans 30,710* 
Interest:REVeNnUe ee a ee hrs Say smiamisla ela eaiers 110 
Gain:on Sale of tnvestments: 4 sc scas Gi eccucccnae sees Bs eats 600 : 
Investments—Tyler Company Bonds ............s.eeeeeeeeeees 30,000 : 
*Sale proceeds ($30,000. x 10296) 263s... aks Bon ee $30,600 
Accruedanterest: ig cevua sete saat arco ce apn ce smu ape we aioe be eo 
Total proceeds from‘ sale ies eae. eth ane wen euler seen vee $30,710 


eee mee eee rete eee eee eee ene eee ee eee Heese HEHE see ee H EDS ESHO HESS H EEO E SHEESH SHEET HE nH EEE EEEeEereEseeHeesseHeeseeesesesssereseHEsEssseesesasassserasesEsess of 


Practice Exercises: PE 15-1A,PE15-1B | 


= escribe and ACCOuNting for Equity Investments 


illustrate the 
accounting for equity 
investments. 


A company may invest in the preferred or common stock of another company. The 
company investing in another company’s stock is the investor. The company whose 
stock is purchased is the investee. 

The percent of the investee’s outstanding stock purchased by the investor deter- 
mines the degree of control that the investor has over the investee. This, in turn, 
determines the accounting method used to record the stock investment as shown in 
Exhibit 2. 


Stock 
Investments 


Percent of Outstanding Degree of Control of 
Stock Owned by Investor Investor over Investee Accounting Method 


Less than 20% No control Cost method 
Between 20% and 50% Significant influence Equity method 
Greater than 50% Control Consolidation 


Less Than 20% Ownership 


If the investor purchases less than 20% of the outstanding stock of the investee, the 
investor is considered to have no control over the investee. In this case, it is assumed 


that the investor purchased the stock primarily to earn dividends or realize gains on 
price increases of the stock. 
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Investments of less than 20% of the investee’s outstanding stock are accounted 


for using the cost method. Under the cost method, entries are recorded for the fol- 
lowing transactions: 


1. Purchase of stock 


2. Receipt of dividends 
3. Sale of stock 


Purchase of Stock The purchase of stock is recorded at its cost. Any brokerage com- 
missions are included as part of the cost. 

To illustrate, assume that on May 1, Bart Company purchases 2,000 shares of Lisa 
Company common stock at $49.90 per share plus a brokerage fee of $200. The entry 
to record the purchase of the stock is as follows: 


May | 1] Investments—Lisa Company Stock 100,000 
Cash 100,000 
Purchased 2,000 shares of Lisa Company 
common stock [($49.90 x 2,000 
shares) + $200]. 


Receipt of Dividends On July 31, Bart Company receives a dividend of $0.40 per 
share from Lisa Company. The entry to record the receipt of the dividend is as follows: 


July }31] Cash 800 
Dividend Revenue 800 
Received dividend on Lisa Company 
common stock (2,000 shares x $0.40). 


Dividend revenue is reported as part of Other income on Bart Company’s income 
statement. 
Sale of Stock The sale of a stock investment normally results in a gain or loss. A gain is 
recorded if the proceeds from the sale exceed the book value (cost) of the stock. A loss is 
recorded if the proceeds from the sale are less than the book value (cost). 

To illustrate, on September 1, Bart Company sells 1,500 shares of Lisa Company 
stock for $54.50 per share, less a $160 commission. The sale results in a gain of 
$6,590, as shown below. 


Proceeds from sale $81,590* 
Book value (cost) of the stock 75,000** 
Gain on sale $ 6,590 


*($54.50 x 1,500 shares) - $160 
**($100,000/2,000 shares) x 1,500 shares 


The entry to record the sale is as follows: 


Sept. | 1] Cash 81,590 
Gain on Sale of Investments 6,590 
Investments—Lisa Company Stock 75,000 


Sale of 1,500 shares of Lisa Company 


common stock. 
® 


The gain on the sale of investments is reported as part of Other income on Bart 
Company’s income statement. 
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_ Example Exercise 15-2 


On September 1, 1,500 shares of Monroe Company are acquired at a price of $24 per share plus a $40 brokerage fee. 
On October 14, a $0.60 per share dividend was received on the Monroe Company stock. On November 1, 750 shares 
(half) of Monroe Company stock were sold for $20 per share, less a $45 brokerage fee. Prepare the journal entries for 
the original purchase, dividend, and sale. 


Sept. 1 Investments—Monroe Company Stock .............20+000e 36,040* i 
GaSb coos ook Ses OR eat oer once sires manera ve ican gen ee 36,040 


Oct. 14 CGT) gps a ere WSR Gua RRRAN AUST SUE tar Wo UU AWA AIG Cees Sn 900* 
Dividend Revenant ish. ua WiGe cepacia masieute in earns 900 
*$0.60 per share x 1,500 shares 
Nov. 11 Cash a ek ee hes ato 14,955* 
Loss on; Sale: Of INVESTMeNtS) yccos sa sem weeanew ines cetera: 3,065 
Investments—Monroe Company Stock................5 Tape 18,020** 


*(750 shares x $20) - $45 
**$36,040 x V2 s 
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Practice Exercises: PE 15-2A, PE 15-2B. 


Between 20%-50% Ownership 


If the investor purchases between 20% and 50% of the outstanding stock of the in- 
vestee, the investor is considered to have a significant influence over the investee. In 
this case, it is assumed that the investor purchased the stock primarily for strategic 
reasons such as developing a supplier relationship. 

Investments of between 20% and 50% of the investee’s outstanding stock are ac- 
counted for using the equity method. Under the equity method, the stock is recorded 
initially at its cost, including any brokerage commissions. This is the same as under 
the cost method. 

Under the equity method, the investment account is adjusted for the investor’s 
share of the net income and dividends of the investee. These adjustments are as 
follows: 


1. Net Income; The investor records its share of the net income of the investee as an 
increase in the investment account. Its share of any net loss is recorded as a decrease 
in the investment account. 

2. Dividends: The investor’s share of cash dividends received from the investee decreases 
the investment account. 


Purchase of Stock To illustrate, assume that Simpson Inc. purchased its 40% interest 
in Flanders Corporation’s common stock on January 2, 2012, for $350,000. The entry to 
record the purchase is as follows: 


2012 
Jan. | 2] Investment in Flanders Corporation Stock 350,000 


Cash 350,000 
Purchased 40% of Flanders 


Corporation stock. 


einstein aeons aemaemnomenaccaninines 


Recording Investee Net Income For the year ended December 31, 2012, Flanders 
Corporation reported net income of $105,000. Under the equity method, Simpson Inc. (the 
investor) records its share of Flanders net income as shown on the next page. 
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pee a eee 


2012 
Dec. |31] Investment in Flanders Corporation Stock 42,000 


Income of Flanders Corporation 42,000 
Record 40% share of Flanders 
Corporation net income, $105,000 x 40%. 


SS TST 


| 
stoners trams ean ner innocent reer 
UN ONG a merece sentra ceatenn pennant nce note erty etm apt eaten cope SE 


Income of Flanders Corporation is reported on Simpson Inc.’s income statement. 
Depending on its significance, it may be reported separately or as part of Other income. 
If Flanders Corporation had a loss during the period, then the journal entry would 
be a debit to Loss of Flanders Corporation and a credit to the investment account. 


Recording Investee Dividends During the year, Flanders declared and paid cash 
dividends of $45,000. Under the equity method, Simpson Inc. (the investor) records its 
share of Flanders dividends as follows: 


Sa GANAS A RAR RC 


Dec. |31]| Cash 18,000 
Investment in Flanders Corporation Stock 18,000 
Record 40% share of Flanders 
Corporation dividends, $45,000 x 40%. 


ACESS ES ES OSES OT EROS IR OE OTE 


The effect of recording 40% of Flanders Corporation’s net income and dividends is 
to increase the investment account by $24,000 ($42,000 — $18,000). Thus, Investment 
in Flanders Corporation Stock increases from $350,000 to $374,000, as shown below. 


Investment and Dividends 
40% of 40% of 


aca ti nt me Flanders ae Flanders aa eee 
pee Corp.’s net Corp.'s a C k 
Corp. stock orp. stoc 


income cash dividends 


Under the equity method, the investment account reflects the investor’s propor- 
tional changes in the net book value of the investee. For example, Flanders Corpora- 
tion’s net book value increased by $60,000 (net income of $105,000 less dividends 
of $45,000) during the year. As a result, Simpson’s share of Flanders’ net book value 
increased by $24,000 ($60,000 x 40%). Investments accounted for under the equity 
method are classified on the balance sheet as noncurrent assets. 


Sale of Stock Under the equity method, a gain or loss is normally recorded from the 
sale of an investment. A gain is recorded if the proceeds exceed the book value of the in- 
vestment. A loss is recorded if the proceeds are less than the book value of the investment. 

To illlustrate, if Simpson Inc. sold Flanders Corporation’s stock on January 1, 2013, 
for $400,000, a gain ot $26,000 would be reported, as shown below. 


Proceeds from sale $400,000 
Book value of stock investment 374,000 
Gain on sale S$ 26,000 
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The entry to record the sale is as follows: 


SSNS UN SS RR Nt RS 


2013 


Jan. 1} Cash 400,000 
Investment in Flanders Corporation Stock 374,000 
Gain on Sale of Flanders Corporation Stock 26,000 


Sale of Flanders Corporation stock. 


sic asec 
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Example Exercise 15-3 


On January 2, Olson Company acquired 35% of the outstanding stock of Bryant Company for $140,000. For the year 
ending December 31, Bryant Company earned income of $44,000 and paid dividends of $20,000. Prepare the entries for 
Olson Company for the purchase of the stock, share of Bryant income, and dividends received from Bryant Company. 


Follow My Example 15-3 


Jan. 2 


Dec. 31 


Dec. 31 


Investment in Bryant Company Stock................. inesiomise i 140,000 Be 


140,000 


a eC ee ee ac ceca) 


Investment in Bryant Gompany Stocksct tan Senn ae 15,400* 
Income or Bryant Gompany <. 22.06 60. oscev ene esc aeae vas 15,400 


*Record 
Gashicc. 


Investment in Bryant Company Stock.............0eeee eee - 7,000 


35% of Bryant income, 35% x $44,000 
Ba ee oar Nar Ree Ae ca BARN a a OR ence OMS tes Tear Cal 7,000* 


*35% x $20,000 


Practice Exercises: PE 15-3A, PE 15-3B 


More Than 50% Ownership 


If the investor purchases more than 50% of the outstanding stock of the investee, 
the investor is considered to have control over the investee. In this case, it is as- 
sumed that the investor purchased the stock of the investee primarily for strategic 
reasons. 

The purchase of more than 50% ownership of the investee’s stock is termed a 
business combination. Companies may combine in order to produce more efficiently, 
diversify product lines, expand geographically, or acquire know-how. 

A corporation owning all or a majority of the voting stock of another corpora- 
tion is called a parent company. The corporation that is controlled is called the 
subsidiary company. 

Parent and subsidiary corporations often continue to maintain separate account- 
ing records and prepare their own financial statements. In such cases, at the end 
of the year, the financial statements of the parent and subsidiary are combined and 
reported as a single company. These combined financial statements are called con- 
solidated financial statements. Such statements are normally identified by adding 
and Subsidiary(ies) to the name of the parent corporation or by adding Consolidated 
to the statement title. 

To the external stakeholders of the parent company, consolidated financial state- 
ments are more meaningful than separate statements for each corporation. This is 
because the parent company, in substance, controls the subsidiaries. The accounting 
for business combinations, including preparing consolidated financial statements, is 
decribed and illustrated in advanced accounting courses and textbooks. 
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ONNECHON 


APPLE’S ENTRANCE TO STREAMING free, or individual songs for as little as 10 cents. This com- 
MUSIC pares to downloading a song from iTunes for $0.99 or more. 

In late 2009, Apple acquired Lala in order to establish 
a presence in streaming music. Apparently, Apple believed 
that it was easier to acquire this technology by purchasing 
Lala, rather than build it in-house. While Apple has not de- 
clared its intentions, it may use Lala’s technology to stream 
web songs through its iTunes store to iPhone®, iTouch®, and 
other online devices. 


Apple's iTunes is the dominant provider of music down- 
loads. However, companies such as Pandora, Lala, and 
Grooveshark are challenging iTunes by providing perma- 
nent access to web songs that can be streamed live from 
a web browser, but cannot be downloaded onto a device. 
These companies can stream customized radio stations for 


Source: Ethan Smith and Yakari lwatani Kane, “Apple Acquires Lala Media,” The Wall Street Journal, December 6, 2009. 


Valuing and Reporting Investments Describe and 


illustrate 
valuing and reporting 
investments in the 
financial statements. 


Debt and equity securities are financial assets that are often traded on public ex- 
changes such as the New York Stock Exchange. As a result, their market value can 
be observed and, thus, objectively determined. 

For this reason, generally accepted accounting principles (GAAP) allow some debt 
and equity securities to be valued in the accounting records and financial statements 
at their fair market values. In contrast, GAAP requires tangible assets such as prop- 
erty, plant, and equipment to be valued and reported at their net book values (cost 
less accumulated depreciation). 

For purposes of valuing and reporting, debt and equity securities are classified 
as follows: 


1. Trading securities 
2. Available-for-sale securities 
3. Held-to-maturity securities 


Trading Securities 


Trading securities are debt and equity securities that are purchased and sold 
to earn short-term profits from changes in their market prices. Trading securities 
are often held by banks, mutual funds, insurance companies, and other financial 
institutions. 
Since trading securities are held as a short-term investment, they are reported (agg 
as a current asset on the balance sheet. Trading securities are valued as a portfolio © * 
(group) of securities using the securities’ fair values. Fair value is the market price “= 
that the company would receive for a security if it were sold. Changes in fair value Suntrust Banks Inc. holds 
of the portfolio (group) of trading securities are recognized as an unrealized gain $10 billion in trading 
‘ securities as current 
or loss for the period. i. eve 
To illustrate, assume Maggie Company purchased a portfolio of trading securities 
during 2012. On December 31, 2012, the cost and fair values of the securities were 


as follows: 


Name Number of Shares Total Cost Total Fair Value 
Armour Company 400 $ 5,000 $ 7,200 
Maven, Inc. 500 11,000 7,500 
Polaris Co. 200 8,000 10,600 


Total $24,000 $25,300 
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The portfolio of trading securities is reported at its fair value of $25,300. An adjust- 
ing entry is made to record the increase in fair value of $1,300 ($25,300 — $24,000). 
In order to maintain a record of the original cost of the securities, a valuation ac- 
count, called Valuation Allowance for Trading Investments, is debited for $1,300 and 
Unrealized Gain on Trading Investments is credited for $1,300.° The adjusting entry 
on December 31, 2012, to record the fair value of the portfolio of trading securities 
is shown below. 


ei USL Siti DSi SDs a SU SER tia Nt ERA 


2012 
Dec. |31] Valuation Allowance for Trading Investments 1,300 


Unrealized Gain on Trading Investments 1,300 
To record increase in fair value of 
trading securities. 


SELLS Le 


La EES LOU REESE ERE LL EES TOE TI RETINA EET BT TFT Ee TE TE TTI Oo 


The Unrealized Gain on Trading Investments is reported on the income statement. 
Depending on its significance, it may be reported separately or as Other income on 
the income statement. The valuation allowance is reported on the December 31, 
2012, balance sheet as follows: 


ba SsbA SESS IARI RESELL NS Ca ia clita a i aS ASSAD A I SELES AABN ALAND RENAE SERRE EEA LAREN EE ARAB SAREE 


Maggie Company 
Balance Sheet (selected items) 
December 31, 2012 


| Current assets: i piesa aha Ss als ea ar Z ; 
Be a Neen Re cra itae tar werbeanatts natn Grp payee : $120,000 


| 

1 

i z & ’ 

| Trading investments (at COSt). org ieee ee $24,000 
| Plus valuation allowance for trading investments ............ 1,300 


Trading investments (at fair Value) 6.265 e 25,300 


If the fair value was less than the cost, then the adjustment would debit Unrealized 
Loss on Trading Investments and credit Valuation Allowance for Trading Investments 
for the difference. Unrealized Loss on Trading Investments would be reported on the 
income statement as Other expenses. Valuation Allowance for Trading Investments 
would be shown on the balance sheet as a deduction from Trading Investments 
(at cost). 

Over time, the valuation allowance account is adjusted to reflect the difference 
between the cost and fair value of the portfolio. Thus, increases in the valuation 
allowance account from the beginning of the period will result in an adjustment to 
record an unrealized gain, similar to the journal entry illustrated above. Likewise, 
decreases in the valuation allowance account from the beginning of the period will 
result in an adjustment to record an unrealized loss. 


Example Exercise 15-4 


On January 1, 2012, Valuation Allowance for Trading Investments had a zero balance. On December 31, 2012, the 
cost of the trading securities portfolio was $79,200, and the fair value was $76,800. Prepare the December a 2012: 
adjusting journal entry to record the unrealized gain or loss on trading investments. 


mysterio eententermenerseceecnncaayeceateneeincerieommmenenncntnen Sieg ee 


(Continued) 


3 We assume that the valuation allowance account has a beginning balance of zero to simplify our illustrations. 
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Follow My Example 15-4 | 
2012 | : 
2 > | 
J Dec. 31 _ Unrealized Loss on Trading Investments...... Ey ees ee 2 AOO : 

Valuation Allowance for Trading Investments............... 2,400* 

_ To record decrease in fair value of trading investments. 
*Trading investments at fair value, December 31, 2012 $ 76,800 
Less: Trading investments at cost, December 31, 2012 79,200 
Unrealized loss on trading investments _ $ (2,400) 


tice Exercises: PE 15-4A, PE 15-4B 


Integrity, Objectivity, and Ethics in Business 


LOAN LOSS WOES 


During the economic crisis of 2008, many of the largest U.S. 
banks were accused of having provided mortgages to mar- 
ginally qualified borrowers. Such loans, called “sub-prime” 
and “Alt-A” loans, were made to earn mortgage fees. When 
the borrowers were unable to pay their mortgages, the banks 
incurred large losses on defaulted loans. These losses were 
so large that the U.S. government had to provide money 


(TARP funds) to many banks to bail them out of their finan- Source: lan Katz, "FASB Eases Fair-Value Rules Amid Lawmaker Pressure,” 
cial distress pes Bloomberg, April 2, 2009. 


During the middle of the crisis, the FASB voted to pro- 
vide banks more flexibility in applying fair value accounting 
for bank assets, such as defaulted loans. These FASB rule 
changes allowed banks to minimize the impact of their de- 
faulted loan write-downs and improve their earnings. Some 
criticized the FASB as succumbing to political pressure, and 
reducing overall financial statement fairness. 


Available-for-Sale Securities 


Available-for-sale securities are debt and equity securities that are neither held for 
trading, held to maturity, or held for strategic reasons. 

The accounting for available-for-sale securities is similar to the accounting for trad- 
ing securities except for the reporting of changes in fair values. Specifically, changes 
in the fair values of trading securities are reported as an unrealized gain or loss on 
the income statement. In contrast, changes in the fair values of available-for-sale 
securities are reported as part of stockholders’ equity and, thus, excluded from the 
income statement. 

To illustrate, assume that Maggie Company purchased the three securities during 
2012 as available-for-sale securities instead of trading securities. On December 31, 
2012, the cost and fair values of the securities were as follows: 


Name Number of Shares Total Cost Total Fair Value i | 

Armour Company 400 § 5,000 § 7,200 

Maven, Inc. 500 11,000 7,500 tine 

Polaris Co. 200 8,000 10,600 Microsoft Corporation 
Da atanr aa a holds over $25 billion 

se poe 228 in available-for-sale 


: : securities as current 
The portfolio of available-for-sale securities is reported at its fair value of assets. 


$25,300. An adjusting entry is made to record the increase in fair value of $1,300 
($25,300 — $24,000). In order to maintain a record of the original cost of the 
securities, a valuation account, called Valuation Allowance for Available-for-Sale 
Investments, is debited for $1,300. This account is similar to the valuation account 


used for trading securities. 
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Unlike trading securities, the December 31, 2012, adjusting entry credits a stock- 
holders’ equity account instead of an income statement account.‘ The $1,300 increase 
in fair value is credited to Unrealized Gain (Loss) on Available-for-Sale Investments. 

The adjusting entry on December 31, 2012, to record the fair value of the portfolio 
of available-for-sale securities is as follows: 


Dec. |31] Valuation Allowance for Available-for- 
Sale Investments 1,300 
Unrealized Gain (Loss) on Available-for- 
Sale Investments = 1,300 
To record increase in fair value of 
available-for-sale investments. 


A credit balance in Unrealized Gain (Loss) on Available-for-Sale Investments is 
added to stockholders’ equity, while a debit balance is subtracted from stockhold- 


ers’ equity. 
The valuation allowance and the unrealized gain are reported on the December 
31, 2012, balance sheet as follows: . 


Maggie Company 
Balance Sheet 
December 31, 2012 


Equal 


As shown above, Unrealized Gain (Loss) on Available-for-Sale Investments is re- 
ported as an addition to stockholders’ equity. In future years, the cumulative effects 
of unrealized gains and losses are reported in this account. Since 2012 was the first 
year that Maggie Company purchased available-for-sale securities, the unrealized gain 
is reported as the balance of Unrealized Gain (Loss) on Available-for-Sale Investments. 
This treatment is supported under the theory that available-for-sale securities will be 
held longer than trading securities, so changes in fair value over time have a greater 
opportunity to cancel out. Thus, these changes are not reported on the income state- 
ment as is the case with trading securities. 

If the fair value was less than the cost, then the adjustment would debit Un- 
realized Gain (Loss) on Available-for-Sale Investments and credit Valuation Allow- 
ance for Available-for-Sale Investments for the difference. Unrealized Gain (Loss) 
on Trading Investments would be reported in the Stockholders’ Equity section as 


4 This is a rare exception to the rule that every adjusting entry must affect an income statement and a balance sheet account. 


Chapter 15 Investments and Fair Value Accounting 679 


a negative item. Valuation Allowance for Available-for-Sale Investments would be 
shown on the balance sheet as a deduction from Available-for-Sale Investments 
(at cost). 

Over time, the valuation allowance account is adjusted to reflect the difference 
between the cost and fair value of the portfolio. Thus, increases in the valuation al- 
lowance from the beginning of the period will result in an adjustment to record an 
increase in the valuation and unrealized gain (loss) accounts, similar to the journal 
entry illustrated earlier. Likewise, decreases in valuation allowance from the begin- 
ning of the period will result in an adjustment to record decreases in the valuation 
and unrealized gain (loss) accounts. 


Example Exercise 15-5 ‘or-Sale Securi Val a 


| On January 1, 2012, Valuation Allowance for Available-for-Sale Investments had a zero balance. On December 31, 
| 2012, the cost of the available-for-sale securities was $45,700, and the fair value was $50,000. 
Prepare the adjusting entry to record the unrealized gain or loss for available-for-sale investments on 
December 31, 2012. 


Follow My Example 15-5 


20122 


Dec. 31 Valuation Allowance for Available-for-Sale Investments ........-..+.-. ses 4 4,300* 
Unrealized Gain (Loss) on Available-for-Sale Investments ...........+ 4,300 
. To record increase in fair value of available-for-sale securities. 
*Available-for-sale investments at fair value, December 31, 2012 $50,000 
Less: Available-for-sale investments at cost, December 31, 2012 45,700 
Unrealized gain (loss) on available-for-sale investments $ 4,300 


a ea eat ei aCe el cic eborereislon vtakavarslsie icici shatct lala) slelalsl(efalainles:viszolsluisiylalersjialerelai(¢cain slaiialeleln)bieiere, garayeierealnls pieioveisivssiaienmia e.aueiecnitus yells eye) seers, ahn(efece centered s. wn iwche ne Seis egain Ce ccthose a Ge 


Practice Exercises: PE 15-5A,PE15-5B | 


Held-to-Maturity Securities 


Held-to-maturity securities are debt investments, such as notes or bonds, that a 
company intends to hold until their maturity date. Held-to-maturity securities are 
primarily purchased to earn interest revenue. 

If a held-to-maturity security will mature within a year, it is reported as a current 
asset on the balance sheet. Held-to-maturity securities maturing beyond a year are 
reported as noncurrent assets. 

Only securities with maturity dates such as corporate notes and bonds are classi- 
fied as held-to-maturity securities. Equity securities are not held-to-maturity securities 
because they have no maturity date. 

Held-to-maturity bond investments are recorded at their cost, including any bro- 
kerage commissions, as illustrated earlier in this chapter. If the interest rate on the 
bonds differs from the market rate of interest, the bonds may be purchased at a 
premium or discount. In such cases, the premium or discount is amortized over the 
life of the bonds. 

Held-to-maturity bond investments are reported on the balance sheet at their 
amortized cost. The accounting for held-to-maturity investments, including premium 
and discount amortization, is described in advanced accounting texts. 


Summary 


Exhibit 3 summarizes the valuation and balance sheet reporting of trading, available- 
for-sale, and held-to-maturity securities. 
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EXHIBIT3 | al 
Summary of Trading Available-for-Sale Held-to-Maturity . 
Valuing and | Securities Securities Securities i 
| Bib wade te ret hy See et ' 
Reporting of Valued at: Fair Value Fair Value Amortized Cost 
/ : 
Investments | Changes Unrealized gain or loss Accumulated unrealized Premium or discount . 
| in valuation are is reported on income gain or loss is reported amortization is reported : 
| reported as: statement as Other in stockholders’ equity as part of interest 
| income (loss). on the balance sheet. revenue on the i 
| income statement. | 
dl 
Reported on the Cost of investments Cost of investments Amortized cost of | 
| balance sheet as: plus or minus valuation plus or minus valuation investment. i 
| allowance. allowance. : 
| Classifiedon balance Acurrent asset. Either as a current Either as a current : 
| sheet as: or noncurrent asset, or noncurrent asset, : 
| depending on depending on remaining ' 
5 - 
] management's intent. term to maturity. 
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Common stock investments in trading and available-for-sale securities are normally 
less than 20% of the outstanding common stock of the investee. The portfolios are 
reported at fair value using the valuation allowance account, while the individual 
securities are accounted for using the cost method. Investments between 20% and 
50% of the outstanding common stock of the investee are accounted for using the 
equity method illustrated earlier in this chapter. Equity method investments are clas- 
sified as noncurrent assets on the balance sheet. Moreover, such investments are 
permitted to be valued using fair values. To simplify, it is assumed that the investor 
does not elect this option. 

The balance sheet reporting for the investments of Mornin’ Joe is shown below. 


Mornin’ Joe 
Balance Sheet 


December 31, 2012 


Assets 
Current assets: 
Cash and cash equivalents..<. <0 ..s9.5 ase : 
Trading investments (at-cost) 3. ae ee $420,000 
Plus valuation allowance for trading investments..... 45,000 465,000 
Accounts receivable. 2. occ. os er a ea $305,000 
Less allowance for doubtful accounts................ 12,300 292,700 
Merchandise inventory—at lower of cost 
(first-in, first-out method) or market..............00- 120,000 
Prepaid insulance. (cc ee ee 24,000 : 
Vetal cutrent-assets,. oss oe : $1,136,700 
Investments: 
Investment in AM Coffee (equity method)............... 565,000 
Property, plant, and equipment: eee 


$235,000 


Mornin’ Joe invests in trading securities and does not have investments in held- 
to-maturity or available-for-sale securities. Mornin’ Joe also owns 40% of AM Coffee 
Corporation, which is accounted for using the equity method. Mornin’ Joe intends to 
keep its investment in AM Coffee indefinitely for strategic reasons; thus, its invest- 
ment in AM Coffee is classified as a noncurrent asset. Such investments are normally 
reported before property, plant, and equipment. 
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Mornin’ Joe reported an Unrealized Gain on Trading Investments of $5,000 and 
Equity Income in AM Coffee of $57,000 in the Other income and expense section of 


its income statement, as shown below. 


Mornin’ Joe 
Income Statement 


For the Year Ended December 31, 2012 


_ Revenue from sales: 


$26,500 

Sales discounts ............ A 21,400 
oNetsales 26 
_ Cost of merchandise sold......... — . 
Gospoi (2 


Total operating expenses ...... oe. 
Income from operations .......... bee 
Other income and expense: 

Interest revenue........0..666 ee oo 

Interest expense.............5- a. oe 

Loss on disposal of fixed asset........ So . 

Unrealized gain on trading investments......... 

Equity income in AM Coffee............-...-+-- 
Income before income taxes ...-...-.0-00-00 +++ 
Income tax EXPeENse .... 66... eee eee teen ee 
Net income..... Ss ee 


J 
ic venrrnaete 
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onnection. 


WARREN BUFFETT: THE SAGE OF OMAHA 


Beginning in 1962, Warren Buffett, one of the world’s 
wealthiest and most successful investors, began buying 
shares of Berkshire Hathaway. He eventually took control 
of the company and transformed it from a textile manu- 
facturing company into an investment holding company. 
Today, Berkshire Hathaway holds over $125 billion in cash 
and cash equivalents, equity securities, and debt securi- 
ties. Berkshire’s largest holdings include The Coca-Cola 
Company, American Express, Wells Fargo, and Procter 
& Gamble. Berkshire Class A common stock trades near 
$115,000 per share, the highest priced share on the New 
York Stock Exchange. These shares would have given an 
investor a nearly 1,400% return since 1990. 

Buffett compares his investment style to hitting a base- 
ball: “Ted Williams, one o: the greatest hitters in the game, 


srsengonseseesepe ee eto SRE TERT SET 


$ 421,600 


$5,450,000 
47,900 
$5,402,100 
2,160,000 
$3,242,100 | 
2,608,700 | 
$ 633,400 
: 3 e 
$ 18,000 | 
(136,000) 
(23,000) | 
5,000 
= 7000-79900) 
- 2 554400 | 
132,800 
| 


SN PENNIES NNSA NNO 


stated, ‘my argument is, to be a good hitter, you've got to 
get a good ball to hit. It’s the first rule of the book. If | have 
to bite at stuff that is out of my happy zone, I’m not a .344 
hitter. | might only be a .250 hitter.” Buffett states, “Charlie 
(Buffett's partner) and | agree and will try to wait for (invest- 


rns 


ment) opportunities that are well within our ‘happy zone. 
One of Buffet’s recent “happy zone” investments was the 
acquisition of Burlington Northern Santa Fe Railroad for 
$34 billion. 

Warren Buffett as the CEO of Berkshire Hathaway earns 
a salary of only $100,000 per year, which is the lowest CEO 
salary for a company of its size in the United States. How- 
ever, he personally owns approximately 38% of the com- 
pany, making him worth over $40 billion. What will Buffett 
do with this wealth? He has decided to give nearly all of it 
to philanthropic causes through the Bill and Melinda Gates 
Foundation. 


5 Warren E. Buffett, The Essays of Warren Buffett: Lessons for Corporate America, edited by Lawrence A. Cunningham, p. 234. 
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[| Describe fair 
value accounting 


and its implications for 
the future. 


See Appendix D for 
more information 


Investments and Fair Value Accounting 


Fair Value Accounting 


Fair value is the price that would be received for selling an asset or paying off a li- 
ability. Fair value assumes that the asset is sold or the liability paid off under normal 
rather than under distressed conditions. 

As illustrated earlier, generally accepted accounting principles require the use 
of fair values for valuing and reporting debt and equity securities held as trading 
or available-for-sale investments. In addition, accounts receivable is recorded and 
reported at an amount that approximates its fair value. Likewise, accounts payable 
are recorded and reported at approximately their fair value. 

In contrast, many assets and liabilities are recorded and reported at amounts that 
differ significantly from their fair values. For example, when equipment or other 
property, plant, and equipment assets are purchased, they are initially recorded at 
their fair values. That is, they are recorded at their purchase price, called historical 
cost, and depreciated over its useful life. As a result, the book value of property, 
plant, and equipment normally differs significantly from its fair value. Likewise, 
held-to-maturity securities are valued at their amortized cost rather than at their 
fair values. 


Trend to Fair Value Accounting 


A current trend is for the Financial Accounting Standards Board (FASB) and other 
accounting regulators to adopt accounting principles using fair values for valuing 
and reporting assets and liabilities. Factors contributing to this trend include the 
following: 


1. Current generally accepted accounting principles are a hybrid of varying measure- 
ment methods that often conflict with one another. For example, property, plant, 
and equipment are normally reported at their depreciated book values. However, 
GAAP require that if a fixed asset value is impaired, that it be written down to its 
fair value. Such conflicting accounting principles could confuse users of financial 
statements. 


N 


. A greater percentage of the total assets of many companies consists of financial assets 
such as receivables and securities. Fair values for such assets can often be readily 
obtained from stock market quotations or computed using current interest rates and 
present values. Likewise, many liabilities can be readily valued using market quota- 
tions or current interest rates and present values. 


3. The world economy has compelled accounting regulators to adopt a worldwide set 
of accounting principles and standards. International Financial Reporting Standards 
(IFRSs) are issued by the International Accounting Standards Board (IASB) and are 
used by the European Economic Union (EU). As a result, the FASB is under increas- 
ing pressure to conform U.S. accounting standards to international standards. One 
area where differences exist is in the use of fair values, which are more often used 
by International Financial Reporting Standards. 


While there is an increasing trend to fair value accounting, using fair values has 
several potential disadvantages. Some of these disadvantages include the following: 


1. Fair values may not be readily obtainable for some assets or liabilities. As a result, 
accounting reports may become more subjective and less reliable. For example, fair 
values (market quotations) are normally available for trading and available-for-sale 
securities. However, fair values may not be as available for assets such as property, 
plant, and equipment or intangible assets such as goodwill. 

2. Fair values make it more difficult to compare companies if companies use different 
methods of determining (measuring) fair values. This would be especially true for 
assets and liabilities for which fair values are not readily available. 


3. Using fair values could result in more fluctuations in accounting reports because fair 
values normally change from year to year. Such volatility may confuse users of the 


financial statements. It may also make it more difficult for users to determine current 
operating trends and to predict future trends. 
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Effect of Fair Value Accounting on the 
Financial Statements 


The use of fair values for valuing assets and liabilities affects the financial statements. 
Specifically, the balance sheet and income statement could be affected. 


Balance Sheet When an asset or a liability is reported at its fair value, any difference 
between the asset’s original cost or prior period’s fair value must be recorded. As we il- 
lustrated for trading and available-for-sale securities, one method for doing this is to use a 
valuation allowance. The account, Valuation Allowance for Trading Investments, was used 
earlier in this chapter to adjust trading securities to their fair values. 

Available-for-sale securities are recorded at fair value. Changes in their fair values 
are not recognized on the income statement, but are included as part of stockhold- 
ers’ equity. 


Income Statement Instead of recording the unrealized gain or loss on changes in 
fair values as part of stockholders’ equity, the unrealized gains or losses may be reported 
on the income statement. This method was illustrated earlier in this chapter for trading 
securities. 


As shown above, differences exist as to how to best report changes in fair values— 
that is, whether to report gains or losses on fair values on the income statement or 
the balance sheet. 

In an attempt to bridge these differences, the FASB introduced the concepts of 
comprehensive income and accumulated other comprehensive income. These concepts 
are described in the appendix to this chapter. 


Financial Analysis and Interpretation: 
Dividend Yield 


The dividend yield measures the rate of return to stockholders based on cash divi- 
dends. Dividend is most often computed for common stock because preferred stock 
has a stated dividend rate. In contrast, the cash dividends paid on common stock 
normally varies with the profitability of the corporation. 

The dividend yield is computed as follows: 


Dividends per Share of Common Stock 
Dividend Yield = ——@-@-@£ @——_————_ 
Market Price per Share of Common Stock 


To illustrate, the market price of News Corporation was $15.50 on February 12, 
2010. During the preceding year, News Corporation had paid dividends of $0.12 per 
share. Thus, the dividend yield of News Corporation’s common stock is computed 
as follows: 


Dividends per Share of Common Stock $0.12 
Dividend Yield = = =0.77% 
Market Price per Share of Common Stock $15.50 


News Corporation pays a dividend yield of less than 1%. The dividend yield is first 
a function of a company’s profitability, or ability to pay a dividend. For example, many 
banks nearly eliminated their dividends during the banking crisis of the late 2000s 
because they had significant losses. News Corporation has sufficient profitability to 
pay a dividend. Secondly, a company’s dividend yield is a function of management’s 
alternative use of funds. If a company has sufficient growth opportunities, funds may 
be directed toward internal investment, rather than toward paying dividends. This 
would explain News Corporation’s small dividend yield. 

The dividend yield will vary from day to day, because the market price of a corpo- 
ration’s stock varies day to day. Current dividend yields are provided with newspaper 
listings of market prices and most Internet quotation services, such as from either 
Yahoo’s or Google’s Finance Web site. 


Describe and 

illustrate the 
computation of dividend 
yield. 
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Recent dividend yields for some selected companies are as follows: 


Company Dividend Yield (%) 
Apple None 

Best Buy ia 
Coca-Cola Company 3.04 

Duke Energy 5.94 
Hewlett-Packard 0.48 
Microsoft 1.86 
Starbucks None 
Verizon Communications 6.57 


As can be seen, the dividend yield varies widely across firms. Growth firms tend 
to retain their earnings to fund future growth. Thus, Apple and Starbucks pay no 
dividends, and Hewlett-Packard has a very small dividend. Common stockholders of 
these companies expect to earn most of their return from stock price appreciation. 
In contrast, Duke Energy and Verizon Communications are regulated utilities that provide 
a return to common stockholders mostly through their dividend. Best Buy, Coca-Cola, 
and Microsoft provide a mix of dividend and expected stock price appreciation to 
their common stockholders. : 


Example Exercise 15-6 


~ On March 11, 2012, Sheldon Corporation had a market price per share of common stock of $58. For the previous year, 
Sheldon paid an annual dividend of $2.90. Compute the dividend yield for Sheldon Corporation. 


Follow My Example 15-6 


Dividends per Share of Common Stock 
Dividend \icd=—... 
Market Price per Share of Common Stock 


S290n 
Dividend Yield = bog = 0.05, or 5% 


i OR ii 
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Comprehensive Income 


Comprehensive income is defined as all changes in stockholders’ equity during a 
period, except those resulting from dividends and stockholders’ investments. Com- 


prehensive income is computed by adding or subtracting other comprehensive income 
from net income as follows: 


Net income SXXX 
Other comprehensive income XXX 
Comprehensive income SXXX 


Other comprehensive income items include unrealized gains and losses on 
available-for-sale securities as well as other items such as foreign currency and pension 
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liability adjustments. The cumulative effect of other comprehensive income is reported 
on the balance sheet, as accumulated other comprehensive income. 


Companies may report comprehensive income in the financial statements as 
follows: 
1. On the income statement 
2.In a separate statement of comprehensive income 
3.In the statement of stockholders’ equity 


Companies may use terms other than comprehensive income, such as total non- 
owner changes in equity. 

In the earlier illustration, Maggie Company had reported an unrealized gain on 
available-for-sale investments of $1,300. This unrealized gain would be reported in 
the Stockholders’ Equity section of its 2012 balance sheet as follows: 


Maggie Company 
Balance Sheet 
December 31, 2012 


eae 


Alternatively, Maggie Company could have reported the unrealized gain as part 
of accumulated other comprehensive income as follows: 


Maggie Company 
Balance Sheet 
December 31, 2012 
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At a Glance 


ae Describe why companies invest in debt and equity securities. 


Key Points Cash can be used to (1) invest in current operations, (2) invest to earn additional revenue in 
marketable securities, or (3) invest in marketable securities for strategic reasons. 


Learning Outcomes 
* Describe the ways excess cash is used by a business. 
* Describe the purpose of temporary investments. 


* Describe the strategic purpose of long-term investments. 


Example Practice 
Exercises Exercises 


Describe and illustrate the accounting for debt investments. 


Key Points The accounting for debt investments includes recording the purchase, interest revenue, and sale 


of the debt. Both the purchase and sale date may include accrued interest. 


Learning Outcomes 


* Prepare journal entries to record the purchase of a debt investment, 
including accrued interest. 


* Prepare journal entries for interest revenue from debt investments. 


¢ Prepare journal entries to record the sale of a debt investment at a 
gain or loss. 


ay Describe and illustrate the accounting for equity investments. 


Example Practice 
Exercises Exercises 
EE15-1 PE15-1A, 15-1B 


EE15-1 |PE15-1A, 15-1B 
EE15-1 |PE15-1A, 15-1B 


Key Points } The accounting for equity investments differs depending on the degree of control. Accounting 
for investments of less than 20% of the outstanding stock (no control) of the investee includes recording the 


purchase of stock, receipt of dividends, and sale of stock at a gain or loss. 


Influential investments of 20%- 


50% of the outstanding stock of an investee are accounted for under the equity method. An investment for 
more than 50% of the outstanding stock of an investee is treated as a business combination and accounted 


for using consolidated financial statements. 


Learning Outcomes 


Describe the accounting for less than 20%, 20%-50%, and greater than 
50% investments. 


Prepare journal entries to record the purchase of a stock investment. 


Prepare journal entries for receipt of dividends. 


Prepare journal entries for the sale of a stock investment at a gain or loss. 


Prepare journal entries for the equity earnings of an equity method investee. 


* Prepare journal entries for the dividends received from an equity 
method investee. 


* Describe a business combination, parent company, and subsidiary company. 


¢ Describe consolidated financial statements. 


Example 
Exercises 


Practice 
Exercises 


PE15-2A, 
PE15-2A, 
PE15-2A, 
PE15-3A, 
PE15-3A, 
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e and illustrate valuing and reporting investments in the financial statements. 


Key Points Debt and equity securities are classified as (1) trading securities, (2) available-for-sale securities, 
and (3) held-to-maturity securities for reporting and valuation purposes. Trading securities are valued at fair 
value, with unrealized gains and losses reported on the income statement. Available-for-sale securities are 
debt and equity securities that are not classified as trading or held-to-maturity. Available-for-sale securities 
are reported at fair value with unrealized gains or losses reported in the Stockholders’ Equity section of the 
balance sheet. Held-to-maturity investments are debt securities that are intended to be held until their matu- 
rity date. Held-to-maturity debt investments are valued at amortized cost. 


| 
Be 


Learning Outcomes Example Practice 
pi Exercises Exercises 
* Describe trading securities, held-to-maturity securities, and available- 
for-sale securities. 
* Prepare journal entries to record the change in the fair value of a EE15-4 PE15-4A, 15-4B 
trading security portfolio. : 
* Describe and illustrate the reporting of trading securities on the | 
balance sheet. : 
¢ Prepare journal entries to record the change in fair value of an EE15-5 PE15-5A, 15-5B 
available-for-sale security portfolio. 
* Describe and illustrate the reporting of available-for-sale securities on 
the balance sheet. 


Describe the accounting for held-to-maturity debt securities. 


[ Describe fair value accounting and its implications for the future. 


Key Points There is a trend toward fair value accounting in generally accepted accounting principles 
(GAAP). Fair value provides relevance at the sacrifice of objectivity for assets without established market 
prices. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Describe the reasons why there is a trend toward fair value 


accounting. 
* Describe the disadvantages of fair value accounting. 


* Describe how fair value accounting impacts the balance sheet and in- 
come statement. 


* Describe the future of fair value accounting. 


re Describe and illustrate the computation of dividend yield. 


Key Points The dividend yield measures the cash return from common dividends as a percent of the mar- 
ket price. The ratio is computed as dividends per share of common stock divided by the market price per 


share of common stock. 


Practice 
Exercises 


PE15-6A, 15-6B 


Example 
Exercises 
EE15-6 


Learning Outcomes 


* Compute dividend yield. 


* Describe how dividend yield measures the return to stockholders 
from dividends. 
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Key Terms 
accumulated other comprehensive debt securities (667) investments (667) 

income (685) dividend yield (683) investor (670) 
available-for-sale securities (677) equity method (672) other comprehensive income (684) 
business combination (674) equity securities (667) parent company (674) 
comprehensive income (684) fair value (675) subsidiary company (674) 
consolidated financial statements (674) _ held-to-maturity securities (679) trading securities (675) 
cost method (671) investee (670) unrealized gain or loss (675) 


Illustrative Problem 


The following selected investment transactions were completed by Rosewell Company 
during 2012, its first year of operations: 


2012 


Jan. 11. Purchased 800 shares of Bryan Company stock as an available-for-sale secu- 
rity at $23 per share plus an $80 brokerage commission. 


Feb. 6. Purchased $40,000 of 8% U.S. Treasury bonds at par value plus accrued inter- 
est for 36 days. The bonds pay interest on January 1 and July 1. The bonds 
were classified as held-to-maturity securities. 


Mar. 3. Purchased 1,900 shares of Cohen Company stock as a trading security at $48 
per share plus a $152 brokerage commission. 


Apr. 5. Purchased 2,400 shares of Lyons Inc. stock as an available-for-sale security at 
$68 per share plus a $120 brokerage commission. 


May 12. Purchased 200,000 shares of Myers Company at $37 per share plus an $8,000 
brokerage commission. Myers Company has 800,000 common shares issued 
and outstanding. The equity method was used for this investment. 


July 1. Received semiannual interest on bonds purchased on February 6. 


Aug. 29. Sold 1,200 shares of Cohen Company stock at $61 per share less a $90 bro- 
kerage commission. 


Oct. 5. Received an $0.80-per-share dividend on Bryan Company stock. 
Nov. 11. Received a $1.10-per-share dividend on Myers Company stock. 


16. Purchased 3,000 shares of Morningside Company stock as a trading security 
for $52 per share plus a $150 brokerage commission. 


Dec. 31. Accrued interest on February 6 bonds. 


31. Myers Company earned $1,200,000 during the year. Rosewell recorded its 
share of Myers Company earnings using the equity method. 


31. Prepared adjusting entries for the portfolios of trading and available-for-sale 
securities based upon the following fair values (stock prices): 


Bryan Company $21 
Cohen Company 43 
Lyons Inc. 88 
Myers Company 40 


Morningside Company 45 
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Instructions 


1. Journalize the preceding transactions. 


2. Prepare the balance sheet disclosure for Rosewell Company’s investments on Decem- 
ber 31, 2012. Assume held-to-maturity investments are classified as noncurrent assets. 


Solution 


Available-for-Sale Investments—Bryan Company 18,480* 
Cash 18,480 
*(800 shares x $23 per share) + $80 


Investments—U:.S. Treasury Bonds 40,000 
Interest Receivable 320* 

Cash 40,320 
*$40,000 x 8% x (36 days/360 days) 


Trading Investments—Cohen Company 91,352* 
Cash 91,352 
*(1,900 shares x $48 per share) + $152 


Available-for-Sale Investments—Lyons Inc. 163,320* 
Cash 163,320 


*(2,400 shares x $68 per share) + $120 


Investment in Myers Company 7,408,000* 
Cash 7,408,000 


*(200,000 shares x $37 per share) + $8,000 


July | 1} Cash 1,600* 
Interest Receivable 320 
Interest Revenue 1,280 


*$40,000 x 8% x ¥2 


Cash 7 lOe 
Trading Investments—Cohen Company 57,696** 


Gain on Sale of Investments 15,414 
*(1,200 shares x $61 per share) - $90 
**1 200 shares x ($91,352/1,900 shares) 


690 Chapter 15 


Investments and Fair Value Accounting 
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4 
| 2012 

| Oct. | 5} Cash 

Dividend Revenue 

*800 shares x $0.80 per share 
4 

; 


Cash 
Investment in Myers Company Stock 
*200,000 shares x $1.10 per share 


16| Trading Investments—Morningside Company 
Cash 
*(3,000 shares x $52 per share) + $150 


31] Interest Receivable 
Interest Revenue 
Accrue interest, $40,000 x 8% x 2. 


31] Investment in Myers Company Stock 
Income of Myers Company 
Record equity income, 
$1,200,000 x (200,000 shares/800,000 shares). 


31] Unrealized Loss on Trading Investments 
Valuation Allowance for Trading Investments 
Record decease in fair value of trading 
investments, $165,100 -$189,806. 


Name Number of Shares Total Cost 
Cohen Company 700 $ 33,656 
Morningside Company 3,000 156,150 

Total $189,806 


*700 shares x $43 per share 
**3 000 shares x $45 per share 


220,000 
220,000 


156; 150* 
156,150 


300,000 
300,000 


24,706 
24,706 


Total Fair Value 
$ 30,100* 
135,000** 
$165,100 


Note: Myers Company is valued using the equity method; thus, the fair value is not used. 


Dec. |31] Valuation Allowance for Available-for-Sale 
Investments 


Unrealized Gain (Loss) on Available-for- 


Sale Investments 
Record increase in fair value of available-for- 
sale investments, $228,000 — $181,800. 


46,200 
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Name Number of Shares Total Cost Total Fair Value 

Bryan Company 800 $ 18,480 $ 16,800* 

Lyons Inc. 2,400 163,320 211,200** 
Total $181,800 $228,000 


*800 shares x $21 per share 
**2,400 shares x $88 per share 


2. 
Rosewell Company 
Balance Sheet (Selected) 
December 31, 2012 
Current assets: 
GENS thes coop ae rie ee eae gears Gad LT LaPLA LORS ER Esta AE Ey OR CUR Og We Beg Ce §$ XXX,XXX 
Aracinguinvestments (at COS i. solic ain vor’ nok. ae eee a kisks $189,806 
Less valuation allowance for trading investments ............. 24,706 
Tradinguinvestments at fair valu@i.. voccce seat cee ae scene 165,100 
Available-for-sale investments (at COSt)............. 2.0 eee eee $181,800 
Plus valuation allowance for available-for-sale investments .... 46,200 
Available-for-sale investments at fair value ...............--.- 228,000 
Noncurrent investments: 
Held=to-maturity investments (12 ee al a § 40,000 
Investments in Myers Company (equity method).............. 7,488,000 
Stockholders’ equity: 
va GOIUNIOMEGSTOC Kae ah ncn net oe ls wal cta eae ta ade ates aituie ae S XX,XXX 
Paid-in capital in excess of par value ............ 0. cece eee ees XXX, XXX 
RETAIN CC Can MC Sia serrata cleo assy sae aioiePssercuecia silence) sapellareds ez slat sia XXX, XXX 
Plus unrealized gain (loss) on available-for-sale investments ... 46,200 
MOtal StOCKMOIGSNS, COMIRVI <1. ceiicsrnme wente rein simieieitce cre mk eles alles S$ XXX,XXX 


Discussion Questions 


1. Why might a business invest in another company’s 6. What is the major difference in the accounting for 
stock? a portfolio of trading securities and a portfolio of 


available-for-sal ities? 
2. Why would there be a gain or loss on the sale of retbierasgeepsHike Fp sof evrhe hs 


a bond investment? 7. If Valuation Allowance for Trading Investments has a 


: : : credit balance, how is it treated on the balance sheet? 
3. When is using the cost method the appropriate 


accounting for equity investments? 8. How would a debit balance in Unrealized Gain 
(Loss) on Available-for-Sale Investments be dis- 


4. How does the accounting for a dividend received cloked in the. fihahcial Statements? 


differ between the cost method and the equity 
method? 9. What is the evidence of the trend toward fair value 


: accounting? 
5. If an investor owns more than 50% of an investee, 


how is this treated on the investor’s financial 10. What are some potential disadvantages of fair 
statements? value accounting? 
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Practice Exercises 


Learning Example 
Objectives Exercises 
OBJ.2  EE15-1 )670 PE15-1A_ Bond transactions 


Journalize the entries to record the following selected bond investment transactions for 
Capital Trust: 


a. Purchased for cash $250,000 of Belmont City 4% bonds at 100 plus accrued interest 
of $1,500. 


b. Received first semiannual interest. 
c. Sold $80,000 of the bonds at 97 plus accrued interest of $500. 


OBJ.2. EE15-1 p670 PE15-1B Bond transactions 
Journalize the entries to record the following selected bond investment transactions for 
Jennings Products: ; 
a. Purchased for cash $40,000 of Tech Grove, Inc. 6% bonds at 100 plus accrued interest 
of $850. 
b. Received first semiannual interest. 
c. Sold $15,000 of the bonds at 102 plus accrued interest of $150. 


OBJ.3  EE15-2 »672 PE15-2A_ Stock transactions 


On February 12, 5,000 shares of Mid-Ex Company are acquired at a price of $24 per 
share plus a $200 brokerage fee. On April 22, a $0.36-per-share dividend was received 
on the Mid-Ex Company stock. On May 10, 4,000 shares of the Mid-Ex Company stock 
were sold for $31 per share less a $160 brokerage fee. Prepare the journal entries for 
the original purchase, dividend, and sale. 


OBJ.3 EE15-2 672 PE15-2B Stock transactions 


On August 15, 1,600 shares of Birch Company are acquired at a price of $44 per share 
plus a $160 brokerage fee. On September 10, a $0.75-per-share dividend was received 
on the Birch Company stock. On October 5, 500 shares of the Birch Company stock 
were sold for $35 per share less a $50 brokerage fee. Prepare the journal entries for the 
original purchase, dividend, and sale. 


OBJ.3 EE15-3 p6/4 PE15-3A Equity method 


On January 2, THT Company acquired 40% of the outstanding stock of First Alert Com- 
pany for $155,000. For the year ending December 31, First Alert Company earned income 
of $42,000 and paid dividends of $12,000. Prepare the entries for THT Company for the 
purchase of the stock, share of First Alert income, and dividends received from First 
Alert Company. 


OBJ.3 EE15-3 6/4 PE15-3B Equity method 


On January 2, Bassett Company acquired 30% of the outstanding stock of Nassim Com- 
pany for $400,000. For the year ending December 31, Nassim Company earned income 
of $110,000 and paid dividends of $46,000. Prepare the entries for Bassett Company for 


the purchase of the stock, share of Nassim income, and dividends received from Nassim 
Company. 


Learning Example 
Objectives Exercises 


OBJ.4 EE15-4 1676 


OBJ.4 EE 15-4 1.6% 


OBJ.4 EE15-5 p.679 


OBJ.4 EE15-5 1.679 


OBJ.6 EE15-6 1.684 


OBJ.6 EE15-6 p 684 
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PE 15-4A Valuing trading securities at fair value 


On January 1, 2012, Valuation Allowance for Trading Investments had a zero balance. On 
December 31, 2012, the cost of the trading securities portfolio was $105,800 and the fair 
value was $101,600. Prepare the December 31, 2012, adjusting journal entry to record 
the unrealized gain or loss on trading investments. 


PE 15-4B Valuing trading securities at fair value 


On January 1, 2012, Valuation Allowance for Trading Investments had a zero balance. 
On December 31, 2012, the cost of the trading securities portfolio was $33,200, and the 
fair value was $39,500. Prepare the December 31, 2012, adjusting journal entry to record 
the unrealized gain or loss on trading investments. 


PE 15-5A_ Valuing available-for-sale securities at fair value 


On January 1, 2012, Valuation Allowance for Available-for-Sale Securities had a zero bal- 
ance. On December 31, 2012, the cost of the available-for-sale securities was $62,400, 
and the fair value was $56,900. Prepare the adjusting entry to record the unrealized gain 
or loss for available-for-sale securities on December 31, 2012. 


PE 15-5B_ Valuing available-for-sale securities at fair value 
On January 1, 2012, Valuation Allowance for Available-for-Sale Securities had a zero bal- 
ance. On December 31, 2012, the cost of the available-for-sale securities was $7,600, and 
the fair value was $9,500. Prepare the adjusting entry to record the unrealized gain or 
loss for available-for-sale securities on December 31, 2012. 


PE 15-6A Dividend yield 

On September 25, 2012, Lucas Corporation had a market price per share of common 
stock of $8. For the previous year, Lucas paid an annual dividend of $0.16. Compute the 
dividend yield for Lucas Corporation. 


PE 15-6B Dividend yield 

On June 12, 2012, Mid State Power and Electric Company had a market price per share 
of common stock of $48. For the previous year, Mid State paid an annual dividend of 
$2.88. Compute the dividend yield for Mid State Power and Electric Company. 


OBJ.2 


EX 15-1 Entries for investment in bonds, interest, and sale of bonds 
Dristol Company acquired $56,000 Reynolds Company, 4.5% bonds on April 1, 2012, at 
par value. Interest is paid semiannually on April 1 and October 1. On October 1, 2012, 
Dristol sold $20,000 of the bonds for 99. 

Journalize entries to record the following: 


The initial acquisition of the bonds on April 1. 

The semiannual interest received on October 1. 
The sale of the bonds on October 1. 

The accrual of $637 interest on December 31, 2012. 


pO as 
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OBJ. 2 


¥ Dec. 1, Loss on 
sale of investments, 
$220 


OBJ.2 


¥ Sept. 5, Loss on 
sale of investments, 
$720 


OBJ. 2 


OBJ.3 


¥ c. Gain on sale 
of investments, 
$5,625 
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EX 15-2. Entries for investments in bonds, interest, and sale of bonds 
Jupiter Investments acquired $40,000 Carlisle Corp., 9% bonds at par value on September 
1, 2012. The bonds pay interest on September 1 and March 1. On March 1, 2013, Jupiter 
sold $40,000 par value Carlisle Corp. bonds at 103. 
Journalize the entries to record the following: 
a. The initial acquisition of the Carlisle Corp. bonds on September 1, 2012. 
b. The adjusting entry for four months of accrued interest earned on the Carlisle Corp. 
bonds on December 31, 2012. 
c. The receipt of semiannual interest on March 1, 2013. 


d. The sale of $10,000 Carlisle Corp. bonds on March 1, 2013, at 103. 


EX 15-3 Entries for investment in bonds, interest, and sale of bonds 

Afton Co. purchased $24,000 of 4%, 10-year Davis County bonds on July 12, 2012, di- 
rectly from the county at par value. The bonds pay semiannual interest on May 1 and 
November 1. On December 1, 2012, Afton Co. sold $6,000 of the Davis County bonds at 
98 plus $20 accrued interest, less a $100 brokerage commission. 

Provide the journal entries for: 

the purchase of the bonds on July 12, plus 72 days of accrued interest. 

semiannual interest on November 1. 


sale of the bonds on December 1. 


S80: 


adjusting entry for accrued interest of $120 on December 31, 2012. 


EX 15-4 Entries for investment in bonds, interest, and sale of bonds 
The following bond investment transactions were completed during 2012 by Mission 
Company: 
Jan. 21. Purchased 50, $1,000 par value government bonds at 100 plus 20 days’ 
accrued interest. The bonds pay 4.5% annual interest on June 30 and January 1. 
June 30. Received semiannual interest on bond investment. 
Sept. 5. Sold 24, $1,000 par value bonds at 97 plus $201 accrued interest. 
a. Journalize the entries for these transactions. 


b. Provide the December 31, 2012, adjusting journal entry for semiannual interest earned 
from the bond coupon. 


EX 15-5 Interest on bond investments 


On May 1, 2012, Todd Company purchased $66,000 of 5%, 12-year Lincoln Company 
bonds at par plus two months’ accrued interest. The bonds pay interest on March 1 and 
September 1. On October 1, 2012, Todd Company sold $24,000 of the Lincoln Company 
bonds acquired on May 1, plus one month accrued interest. On December 31, 2012, four 
months’ interest was accrued for the remaining bonds. 

Determine the interest earned by Todd Company on Lincoln Company bonds for 2012. 


EX 15-6 Entries for investment in stock, receipt of dividends, and sale of shares 


On February 17, Walters Corporation acquired 4,000 shares of the 100,000 outstanding 
shares of Lycore Co. common stock at $22.50 plus commission charges of $200. On July 11, 
a cash dividend of $0.80 per share was received. On December 4, 1,000 shares were sold 
at $28.30, less commission charges of $125. 


Record the entries for (a) the purchase of stock, (b) the receipt of dividends, and 
(c) the sale of 1,000 shares. 


OBJ.3 


V June 3, Loss on 
sale of investments, 
$4,097 


OBJ.3 


V Nov. 14, Dividend 
revenue, $60 


OBJ.3 


OBJ.3 
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EX 15-7 Entries for investment in stock, receipt of dividends, and sale of shares 
The following equity investment-related transactions were completed by Kindle Company 
in 2012: 


Jan. 12. Purchased 1,400 shares of Inskip Company for a price of $48.90 per share 
plus a brokerage commission of $112. 


Apr. 10. Received a quarterly dividend of $0.22 per share on the Inskip Company 
investment. 


June 3. Sold 900 shares for a price of $44.50 per share less a brokerage commission 
of $65. 


Journalize the entries for these transactions. 


EX 15-8 Entries for stock investments, dividends, and sale of stock 

Archway Tech Corp. manufactures surveying equipment. Journalize the entries to record 

the following selected equity investment transactions completed by Archway during 2012: 

Feb. 2. Purchased for cash 800 shares of Parr Inc. stock for $28 per share plus a $120 
brokerage commission. 

Apr. 16. Received dividends of $0.12 per share on Parr Inc. stock. 

June 17. Purchased 600 shares of Parr Inc. stock for $33 per share plus a $150 broker- 
age commission. 


Aug. 19. Sold 1,000 shares of Parr Inc. stock for $41 per share less a $200 brokerage 
commission. Archway assumes that the first investments purchased are the 
first investments sold. 


Nov. 14. Received dividends of $0.15 per share on Parr Inc. stock. 


EX 15-9 Entries for stock investments, dividends, and sale of stock 

Hombolt Industries, Inc. buys and sells investments as part of its ongoing cash manage- 

ment. The following investment transactions were completed during the year: 

Feb. 6. Acquired 500 shares of Randolph Co. stock for $112 per share plus a $125 
brokerage commission. 

Apr. 21. Acquired 1,400 shares of Sterling Co. stock for $28 per share plus a $98 
commission. 

Aug. 15. Sold 200 shares of Randolph Co. stock for $124 per share less an $80 broker- 
age commission. 

Sept. 8. Sold 500 shares of Sterling Co. stock for $22.50 per share less a $70 broker- 
age commission. 

Oct. 31. Received dividends of $0.26 per share on Randolph Co. stock. 


Journalize the entries for these transactions. 


EX 15-10 Equity method for stock investment 
At a total cost of $660,000, Penn Corporation acquired 60,000 shares of Teller Corp. 
common stock as a long-term investment. Penn Corporation uses the equity method of 
accounting for this investment. Teller Corp. has 200,000 shares of common stock outstand- 
ing, including the shares acquired by Penn Corporation. 
Journalize the entries by Penn Corporation to record the following information: 
a. Teller Corp. reports net income of $940,000 for the current period. 
b. A cash dividend of $2.50 per common share is paid by Teller Corp. during the current 
period. 
c. Why is the equity method appropriate for the Teller Corp. investment? 
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OBJ.3 EX 15-11 Equity method for stock investment 
V b. $3,786,300 On January 15, 2012, Outdoor Life Inc. purchased 94,500 shares of Escape Tours Inc. 
directly from one of the founders for a price of $38 per share. Escape Tours has 225,000 
shares outstanding, including the Outdoor Life shares. On July 2, 2012, Escape Tours 
paid $230,000 in total dividends to its shareholders. On December 31, 2012, Escape Tours 
reported a net income of $695,000 for the year. Outdoor Life uses the equity method in 
accounting for its investment in Escape Tours. 
a. Provide the Outdoor Life Inc. journal entries for the transactions involving its invest- 
ment in Escape Tours Inc. during 2012. 


b. Determine the December 31, 2012, balance of Investment in Escape Tours Inc. Stock. 


OBJ.3 EX 15-12 Equity method for stock investment with loss 
On January 10, 2012, Badger Co. purchased 30% of the outstanding stock of Crest Co. 
for $123,000. Crest paid total dividend to all shareholders of $15,000 on July 15. Crest 
had a net loss of $25,000 for 2012. 
a. Journalize Badger’s purchase of the stock, receipt of dividend, and adjusting entry for 
the equity loss in Crest Co. stock. 
b. Compute the balance of Investment in Crest Co. Stock for December 31, 2012. 


c. How does valuing an investment under the equity method differ from valuing an 
investment at fair value? 


OBJ.3 EX 15-13 Equity method for stock investment 


Jarvis Company’s balance sheet disclosed its long-term investment in Moss Company under 
the equity method for comparative years as follows: 


Dec. 31, 2013 Dec. 31, 2012 


Investment in Moss Company stock (in millions) $105 $116 


In addition, the 2013 Jarvis Company income statement disclosed equity earnings in 
the Moss Company investment as $15 million. Jarvis Company neither purchased nor sold 
Moss Company stock during 2013. The fair value of Moss Company stock investment on 
December 31, 2013, was $125 million. 

Explain the change in the Investment in Moss Company Stock balance sheet account 
from December 31, 2012, to December 31, 2013. 


OBJ.4 EX 15-14 Missing statement items, trading investments 


V g. $6,000 KVS Capital, Inc., makes investments in trading securities. Selected income statement items 
for the years ended December 31, 2012 and 2013, plus selected items from comparative 
balance sheets, are as follows: 


KVS Capital, Inc. 
Selected Income Statement Items 
For the Years Ended December 31, 2012 and 2013 


2012 2013 
Operating income a. es 
Unrealized gain (loss) b. $(3,000) 
Net income (e 19,000 


OBJ.3,4 


OBJ. 3,4 


OBJ. 3,4 

V a. Dec. 31, 2012, 
Unrealized gain on 
trading investments, 
$12,600 
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KVS Capital, Inc. 
Selected Balance Sheet Items 
December 31, 2011, 2012, and 2013 


Dec. 31, 2011 Dec. 31, 2012 Dec. 31, 2013 


Trading investments, at cost $123,000 $146,000 $172,000 
Valuation allowance for trading investments (4,000) 9,000 g. 
Trading investments, at fair value d. f. h. 


Retained earnings $156,000 $192,000 [ 


There were no dividends. 
Determine the missing lettered items. 


EX 15-15 Fair value journal entries, trading investments 


The investments of Giving Tree, Inc. include a single investment: 9,000 shares of Cardio So- 
lutions, Inc. common stock purchased on March 3, 2012, for $22 per share including broker- 
age commission. These shares were classified as trading securities. As of the December 31, 
2012, balance sheet date, the share price increased to $29 per share. 


a. Journalize the entries to acquire the investment on March 3, and record the adjustment 
to fair value on December 31, 2012. 


b. How is the unrealized gain or loss for trading investments disclosed on the financial 
statements? 


EX 15-16 Fair value journal entries, trading investments 


Acorn Bancorp Inc. purchased a portfolio of trading securities during 2012. The cost and 
fair value of this portfolio on December 31, 2012, was as follows: 


Name Number of Shares Total Cost Total Fair Value 
Apex, Inc. 1,200 $16,000 $17,500 
Evans Company 700 23,000 19,000 
Quaker Company 300 9,000 8,600 
Total $48,000 $45,100 


On April 3, 2013, Acorn Bancorp Inc. purchased 500 shares of Luke, Inc., at $36 per 
share plus a $100 brokerage fee. 
Provide the journal entries to record the following: 


a. The adjustment of the trading security portfolio to fair value on December 31, 2012. 
b. The April 3, 2013, purchase of Luke, Inc., stock. 


EX 15-17 Fair value journal entries, trading investments 
First Guarantee Financial, Inc., purchased the following trading securities during 2012, 
its first year of operations: 


Name Number of Shares Cost 
B&T Transportation, Inc. 3,400 $ 74,200 
Citrus Foods, Inc. 1,500 26,500 
Stuart Housewares, Inc. 800 45,200 
Total $145,900 


The market price per share for the trading security portfolio on December 31, 2012, was 
as follows: 


Market Price per Share 
Dec. 31, 2012 
B&T Transportation, Inc. $26 


Citrus Foods, Inc. 19 
Stuart Housewares, Inc. 52 
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a. Provide the journal entry to adjust the trading security portfolio to fair value on 
December 31, 2012. 


b. Assume the market prices of the portfolio were the same on December 31, 2013, 
as they were on December 31, 2012. What would be the journal entry to adjust the 


portfolio to fair value? 


EX 15-18 Financial statement disclosure, trading investments 
The income statement for Tri-Con, Inc., for the year ended December 31, 2012, was as 
follows: 


Tri-Con, Inc. 
Income Statement (selected items) 
For the Year Ended December 31, 2012 


Income from operations $148,000 
Gain onsale of investments 12,000 
Less unrealized loss on trading investments 34,000 
Net income $126,000 


The balance sheet dated December 31, 2011, showed a Retained Earnings balance of 
$614,000. During 2012, the company purchased trading investments for the first time at 
a cost of $166,000. In addition, trading investments with a cost of $45,000 were sold at 
a gain during 2012. The company paid $35,000 in dividends during 2012. 


a. Determine the December 31, 2012, Retained Earnings balance. 


b. Provide the December 31, 2012, balance sheet disclosure for Trading Investments. 


EX 15-19 Missing statement items, available-for-sale securities 

Oceanic Airways makes investments in available-for-sale securities. Selected income state- 
ment items for the years ended December 31, 2012 and 2013, plus selected items from 
comparative balance sheets, are as follows: 


Oceanic Airways 
Selected Income Statement Items 
For the Years Ended December 31, 2012 and 2013 


2012 2013 
Operating income a. g. 
Gain (loss) from sale of investments $4,000 S (8,000) 
Net income (loss) b. (15,000) 


Oceanic Airways 
Selected Balance Sheet Items 
December 31, 2011, 2012, and 2013 


Dec. 31,2011 Dec.31,2012 Dec. 31,2013 


Assets 
Available-for-sale investments, at cost $ 78,000 $ 68,000 $95,000 
Valuation allowance for available-for-sale investments 6,000 (9,000) h. 
Available-for-sale investments, at fair value G e. i. 
Stockholders’ Equity 
Unrealized gain (loss) on available-for- sale investments d. If (11,000) 
Retained earnings $151,000 $201,000 j. 


There were no dividends. 
Determine the missing lettered items. 


EX 15-20 Fair value journal entries, available-for-sale investments 


The investments of Macon, Inc. include a single investment: 8,000 shares of Pacific Wave, 
Inc. common stock purchased on August 10, 2012, for $8 per share including brokerage com- 
mission. These shares were classified as available-for-sale securities. As of the December 31, 
2012, balance sheet date, the share price declined to $6 per share. 


OBJ.3,4 


OBJ.3,4 


4 


OBJ.4 
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a. Journalize the entries to acquire the investment on August 10, and record the adjust- 
ment to fair value on December 31, 2012. 


b. How is the unrealized gain or loss for available-for-sale investments disclosed on the 
financial statements? 


EX 15-21 Fair value journal entries, available-for-sale investments 


Arnott Inc. purchased a portfolio of available-for-sale securities in 2012, its first year of 
operations. The cost and fair value of this portfolio on December 31, 2012, was as follows: 


Name Number of Shares Total Cost Total Fair Value 
Jasper, Inc. 600 $ 9,000 $10,500 
Parker Corp. 900 21,000 23,400 
Smithfield Corp. 1,800 32,500 31,900 
Total $62,500 $65,800 


On May 10, 2013, Arnott purchased 900 shares of Violet Inc. at $42 per share plus a 
$125 brokerage fee. 


a. Provide the journal entries to record the following: 


1. The adjustment of the available-for-sale security portfolio to fair value on December 
31, 2012. 


2. The May 10, 2013, purchase of Violet Inc. stock. 


b. How are unrealized gains and losses treated differently for available-for-sale securities 
than for trading securities? 


EX 15-22 Fair value journal entries, available-for-sale investments 


Cumberland, Inc., purchased the following available-for-sale securities during 2012, its 
first year of operations: 


Name Number of Shares Cost 
Abbotford Electronics, Inc. 1,500 § 42,500 
Ryan Co. 400 28,200 
Sharon Co. 2,200 66,100 
Total $136,800 


The market price per share for the available-for-sale security portfolio on December 
31, 2012, was as follows: 


Market Price per Share 


Dec. 31, 2012 
Abbotford Electronics, Inc. $22 
Ryan Co. 65 
Sharon Co. 32 


a. Provide the journal entry to adjust the available-for-sale security portfolio to fair value 
on December 31, 2012. 


b. Describe the income statement impact from the December 31, 2012, journal entry. 


EX 15-23 Balance sheet presentation of available-for-sale investments 
During 2012, its first year of operations, Newton Company purchased two available-for- 
sale investments as follows: 


Security Shares Purchased Cost 
Starlight Products, Inc. 700 $31,000 
Reynolds Co. 1,900 41,000 
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Assume that as of December 31, 2012, the Starlight Products, Inc., stock had a market 
value of $55 per share and the Reynolds Co. stock had a market value of $18 per share. 
Newton Company had net income of $250,000, and paid no dividends for the year end- 
ing December 31, 2012. 

a. Prepare the Current Assets section of the balance sheet presentation for the available- 
for-sale investments. 

b. Prepare the Stockholders’ Equity section of the balance sheet to reflect the earnings 
and unrealized gain (loss) for the available-for-sale investments. 


OBJ. 4 EX 15-24 Balance sheet presentation of available-for-sale investments 


During 2012, Norcross Corporation held a portfolio of available-for-sale securities having 
a cost of $175,000. There were no purchases or sales of investments during the year. 
The market values at the beginning and end of the year were $215,000 and $150,000, 
respectively. The net income for 2012 was $110,000, and no dividends were paid dur- 
ing the year. The Stockholders’ Equity section of the balance sheet was as follows on 
December 31, 2011: 


Norcross Corporation 
Stockholders’ Equity 
December 31, 2011 


Common stock $ 50,000 
Paid-in capital in excess of par value 350,000 
Retained earnings 265,000 
Unrealized gain (loss) on available-for- sale investments 40,000 

Total $705,000 


Prepare the Stockholders’ Equity section of the balance sheet for December 31, 2012. 


Appendix 
EX 15-25 Comprehensive income 
On April 23, 2012, Frost Co. purchased 1,500 shares of Apex, Inc., for $88 per share 
including the brokerage commission. The Apex investment was classified as an available- 
for-sale security. On December 31, 2012, the fair value of Apex, Inc., was $101 per share. 
The net income of Frost Co. was $60,000 for 2012. 

Compute the comprehensive income for Frost Co. for the year ended December 31, 
2012. 


Appendix 
EX 15-26 Comprehensive income 


On December 31, 2011, Memphis Co. had the following available-for-sale investment 
disclosure within the Current Assets section of the balance sheet: 


Available-for-sale investments (at cost) $105,000 
Plus valuation allowance for available-for-sale investments 15,000 
Available-for-sale investments (at fair value) $120,000 


There were no purchases or sales of available-for-sale investments during 2012. On 
December 31, 2012, the fair value of the available-for-sale investment portfolio was 
$94,000. The net income of Memphis Co. was $150,000 for 2012. 

Compute the comprehensive income for Memphis Co. for the year ended December 31, 
20122 


OBJ.6 EX 15-27 Dividend yield 


we At the market close on February 19, 2010, McDonald’s Corporation had a closing stock 
& [FAT] price of $64.74. In addition, McDonald’s Corporation had a dividend per share of $2.05 
' over the previous year. 

Determine McDonald’s Corporation’s dividend yield. (Round to one decimal place.) 


OBJ.6 


V a. Dec. 31, 2008, 
2.37% 
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EX 15-28 Dividend yield 


The market price for Microsoft Corporation closed at $19.40 and $30.48 on December Sil, 

2008, and 2009, respectively. The dividends per share were $0.46 for 2008 and $0.52 

for 2009. 

a. Determine the dividend yield for Microsoft on December 31, 2008, and 2009. (Round 
percentages to two decimal places.) 


b. Interpret these measures. 


EX 15-29 Dividend yield 


eBay Inc. developed a Web-based marketplace at http://www.ebay.com, in which individu- 
als can buy and sell a variety of items. eBay also acquired PayPal, an online payments 
system that allows businesses and individuals to send and receive online payments 
securely. In a recent annual report, eBay published the following dividend policy: 


We have never paid cash dividends on our stock and currently anticipate that we will continue to 
retain any future earnings for the foreseeable future. 


Given eBay’s dividend policy, why would an investor be attracted to its stock? 


OBJ. 2,4 


* LEDGERS* 


PR15-1A Debt investment transactions, available-for-sale valuation 


Fleet Inc. is an athletic footware company that began operations on January 1, 2012. The 
following transactions relate to debt investments acquired by Fleet Inc., which has a fiscal 
year ending on December 31: 


2012 


Mar. 1. Purchased $36,000 of Madison Co. 5%, 10-year bonds at face value plus ac- 
crued interest of $150. The bonds pay interest semiannually on February 1 
and August 1. 


Apr. 16. Purchased $45,000 of Westville 4%, 15-year bonds at face value plus accrued 
interest of $75. The bonds pay interest semiannually on April 1 and October 1. 


Aug. 1. Received semiannual interest on the Madison Co. bonds. 
Sept. 1. Sold $12,000 of Madison Co. bonds at 98 plus accrued interest of $50. 
Oct. 1. Received semiannual interest on Westville bonds. 
Dec. 31. Accrued $500 interest on Madison Co. bonds. 
31. Accrued $450 interest on Westville bonds. 


2013 

Feb. 1. Received semiannual interest on the Madison Co. bonds. 
Apr. 1. Received semiannual interest on the Westville bonds. 
Instructions 

1. Journalize the entries to record these transactions. 


2. If the bond portfolio was classified as available-for-sale, what impact would this have 
on financial statement disclosure? 


PR 15-2A Stock investment transactions, trading securities 


Heritage Insurance Co. is a regional insurance company that began operations on January 1, 
2012. The following transactions relate to trading securities acquired by Heritage Insurance 
Co., which has a fiscal year ending on December 31: 


2012 


Feb. 21. Purchased 4,000 shares of Astor Inc. as a trading security at $30 per share 
plus a brokerage commission of $600. 
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Mar. 9. Purchased 800 shares of Millsaps Inc. as a trading security at $41 per share 
plus a brokerage commission of $160. 


May 3. Sold 600 shares of Astor Inc. for $27.50 per share less an $80 brokerage com- 
mission. 
June 8. Received an annual dividend of $0.22 per share on Astor Inc. stock. 


Dec. 31. The portfolio of trading securities was adjusted to fair values of $32 and $30 
per share for Astor Inc. and Millsaps Inc., respectively. 


May 21. Purchased 2,000 shares of Essex Inc. as a trading security at $21 per share 
plus a $200 brokerage commission. 


June 11. Received an annual dividend of $0.25 per share on Astor Inc. stock. 
Aug. 16. Sold 400 shares of Essex Inc. for $25 per share less an $80 brokerage com- 
mission. 


Dec. 31. The portfolio of trading securities had a cost of $169,230 and fair value 
of $170,560, requiring a debit balance in Valuation Allowance for Trading 
Investments of $1,330 ($170,560 — $169,230). Thus, the credit balance from 
December 31, 2012, is to be adjusted to the new balance. 


Instructions 
1. Journalize the entries to record these transactions. 


2. Prepare the investment-related current asset balance sheet disclosures for Heritage 
Insurance Co. on December 31, 2013. 


3. How are unrealized gains or losses on trading investments disclosed on the financial 
statements of Heritage Insurance Co.? 


PR 15-3A_ Stock investment transactions, equity method and available-for-sale securities 


White Way Inc. produces and sells theater set designs and costumes. The company began 
operations on January 1, 2012. The following transactions relate to securities acquired by 
White Way Inc., which has a fiscal year ending on December 31: 


2012 


Jan. 10. Purchased 8,000 shares of Lott Inc. as an available-for-sale security at $14 per 
share, including the brokerage commission. 


Mar. 10. Received the regular cash dividend of $0.12 per share on Lott Inc. stock. 


Sept. 9. Lott Inc. stock was split two for one. The regular cash dividend of $0.06 per 
share was received on the stock after the stock split. 


Oct. 16. Sold 2,000 shares of Lott Inc. stock at $5 per share, less a brokerage commis- 
sion of $100. 


Dec. 31. Lott Inc. is classified as an available-for-sale investment and is adjusted to a 
fair value of $8.50 per share. Use the valuation allowance for available-for-sale 
investments account in making the adjustment. 


Jan. 5. Purchased an influential interest in Stage Hand Inc. for $235,000 by purchas- 
ing 50,000 shares directly from the estate of the founder of Stage Hand Inc. 
There are 200,000 shares of Stage Hand Inc. stock outstanding. 


Mar. 9. Received the regular cash divided of $0.07 per share on Lott Inc. stock. 


Sept. 10. Received the regular cash dividend of $0.07 per share plus an extra dividend 
of $0.03 per share on Lott Inc. stock. 


OBJ.2,3,4 
v h. $(4,500) 
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Dec. 31. Received $21,500 of cash dividends on Stage Hand Inc. stock. Stage Hand 
Inc. reported net income of $136,000 in 2013. White Way Inc. uses the equity 
method of accounting for its investment in Stage Hand Inc. 


31. Lott Inc. is classified as an available-for-sale investment and is adjusted to a 
fair value of $8 per share. Use the valuation allowance for available-for-sale 
investments account in making the adjustment for the decrease in fair value 
from $8.50 to $8.00 per share. 


Instructions 
1. Journalize the entries to record these transactions. 


2. Prepare the investment-related asset and stockholders’ equity balance sheet disclosures 
for White Way Inc. on December 31, 2013, assuming the Retained Earnings balance 
on December 31, 2013, is $310,000. 


PR 15-4A_ Investment reporting 


Luminous Publishing, Inc., is a book publisher. The comparative unclassified balance 
sheets for December 31, 2013 and 2012 are provided below. Selected missing balances 
are shown by letters. 


Luminous Publishing, Inc. 
Balance Sheet 
December 31, 2013 and 2012 


Dec. 31, 2013 Dec. 31, 2012 


Cash $178,000 $157,000 
Accounts receivable (net) 106,000 98,000 
Available-for-sale investments (at cost)—Note 1 a. 53,400 
Less valuation allowance for available-for-sale investments b. 3,900 
Available-for-sale investments (fair value) See $ 49,500 
Interest receivable Sel, — 
Investment in Quest Co. stock—Note 2 e. $ 55,000 
Office equipment (net) 90,000 95,000 

Total assets Seek $454,500 
Accounts payable $ 56,900 $ 51,400 
Common stock 50,000 50,000 
Excess of issue price over par 160,000 160,000 
Retained earnings g. 197,000 
Less unrealized gain (loss) on available-for-sale investments h. 3,900 

Total liabilities and stockholders’ equity $ i. $454,500 


Note 1. Investments are classified as available for sale. The investments at cost and 
fair value on December 31, 2012, are as follows: 


No. ofShares Cost per Share Total Cost Total Fair Value 
Pent ae ee Wepre rae ee ete rower Eres ir Pee voir ee Bee Se 
Barns Co. Stock 1,600 $12 $19,200 $17,500 
Dynasty Co. Stock 900 38 34,200 32,000 
$53,400 $49,500 


Note 2. The investment in Quest Co. stock is an equity method investment represent- 


ing 32% of the outstanding shares of Quest Co. 
The following selected investment transactions occurred during 2013: 


May 5. Purchased 2,200 shares of Gypsy, Inc., at $22 per share including brokerage 
commission. Gypsy, Inc., is classified as an available-for-sale security. 


Sept. 1. Purchased $30,000 of Norton Co. 5%, 10-year bonds at 100. The bonds are 
classified as available for sale. The bonds pay interest on September 1 and 


March 1. 
9. Dividends of $9,000 are received on the Quest Co. investment. 
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Dec. 31. Quest Co. reported a total net income of $80,000 for 2013. Luminous record- 
ed equity earnings for its share of Quest Co. net income. 


31. Accrued four months of interest on the Norton bonds. 
31. Adjusted the available-for-sale investment portfolio to fair value using the 


following fair value per-share amounts: 


Available-for-Sale 


Investments Fair Value 

Barns Co. stock $11 per share 

Dynasty Co. stock $33 per share 

Gypsy Inc. stock $23 per share 

Norton Co. bonds 98 per $100 of face value 


Dec. 31. Closed the Luminous Publishing Inc. net income of $114,000 for 2013. Lumi- 
nous paid no dividends during 2013. 


Instructions 
Determine the missing letters in the unclassified balance sheet. Provide appropriate sup- 
porting calculations. 


Problems Series B 


PR 15-1B Debt investment transactions, available-for-sale valuation 

Savers Mart Inc. is a general merchandise retail company that began operations on January 
1, 2012. The following transactions relate to debt investments acquired by Savers Mart 
Inc., which has a fiscal year ending on December 31: 


2012 


May 1. Purchased $80,000 of Northridge City 4.5%, 10-year bonds at face value plus 
accrued interest of $600. The bonds pay interest semiannually on March 1 and 
September 1. 


June 16. Purchased $38,000 of Hancock Co. 6%, 12-year bonds at face value plus ac- 
crued interest of $95. The bonds pay interest semiannually on June 1 and 
December 1. 


Sept. 1. Received semiannual interest on the Northridge City bonds. 
Oct. 1. Sold $24,000 of Northridge City bonds at 102 plus accrued interest of $90. 
Dec. 1. Received semiannual interest on Hancock Co. bonds. 
31. Accrued $840 interest on Northridge City bonds. 
31. Accrued $190 interest on Hancock Co. bonds. 
2013 
Mar. 1. Received semiannual interest on the Northridge City bonds. 
June 1. Received semiannual interest on the Hancock Co. bonds. 


Instructions 
1. Journalize the entries to record these transactions. 


2. If the bond portfolio was classified as available-for-sale, what impact would this have 
on financial statement disclosure? 


OBJ. 3,4 PR15-2B Stock investment transactions, trading securities 


Ophir Investments Inc. is a regional investment company that began operations on Janu- 
ary 1, 2012. The following transactions relate to trading securities acquired by Ophir 
Investments Inc., which has a fiscal year ending on December 31: 


2012 


Feb. 3. Purchased 2,000 shares of Mapco Inc. as a trading security at $42 per share 
plus a brokerage commission of $500. 


Chapter 15 Investments and Fair Value Accounting 705 


. Purchased 1,400 shares of Swift Inc. as a trading security at $23 per share 


plus a brokerage commission of $210. 


. Sold 500 shares of Mapco Inc. for $46 per share less an $80 brokerage com- 


mission. 


. Received an annual dividend of $0.14 per share on Mapco stock. 


. The portfolio of trading securities was adjusted to fair values of $40 and $29 


per share for Mapco Inc. and Swift Inc., respectively. 


. Purchased 900 shares of Corvair Inc. as a trading security at $62 per share 


plus a $90 brokerage commission. 


. Received an annual dividend of $0.16 per share on Mapco Inc. stock. 


. Sold 200 shares of Corvair Inc. for $51 per share less a $60 brokerage com- 


mission. 


. The portfolio of trading securities had a cost of $139,255 and fair value 


of $133,470, requiring a credit balance in Valuation Allowance for Trading 
Investments of $5,785 ($139,255 — $133,470). Thus, the debit balance from 
December 31, 2012, is to be adjusted to the new balance. 


Instructions 
1. Journalize the entries to record these transactions. 


2. Prepare the investment-related current asset balance sheet disclosures for Ophir Invest- 
ments Inc. on December 31, 2013. 


3. How are unrealized gains or losses on trading investments disclosed on the financial 
statements of Ophir Investments Inc.? 


PR15-3B Stock investment transactions, equity method and available-for-sale securities 
Samson Products, Inc., is a wholesaler of men’s hair products. The company began op- 
erations on January 1, 2012. The following transactions relate to securities acquired by 
Samson Products, Inc., which has a fiscal year ending on December 31: 


2012 
jan. 3. 
July 8. 
Oct. 19. 
Dec. 12. 
31. 
2013 
Jan, 
July. 9; 
Dec. 8 


Purchased 5,000 shares of Merlin Inc. as an available-for-sale investment at 
$22 per share, including the brokerage commission. 


Merlin Inc. stock was split two for one. The regular cash dividend of $0.40 
per share was received on the stock after the stock split. 


Sold 1,200 shares of Merlin Inc. stock at $13 per share, less a brokerage com- 
mission of $50. 

Received the regular cash dividend of $0.40 per share. 

Merlin Inc. is classified as an available-for-sale investment and is adjusted to a 


fair value of $9.50 per share. Use the valuation allowance for available-for-sale 
investments account in making the adjustment. 


_ Purchased an influential interest in Juarez Co. for $540,000 by purchasing 


60,000 shares directly from the estate of the founder of Juarez. There are 
150,000 shares of Juarez Co. stock outstanding. 


Received the regular cash divided of $0.50 per share on Merlin Inc. stock. 


_ Received the regular cash dividend of $0.50 per share plus an extra dividend 


of $0.05 per share on Merlin Inc. stock. 
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Dec. 31. Received $21,000 of cash dividends on Juarez Co. stock. Juarez Co. reported 
net income of $96,000 in 2013. Samson Products uses the equity method of 
accounting for its investment in Juarez Co. 


31. Merlin Inc. is classified as an available-for-sale investment and is adjusted to a 
fair value of $10 per share. Use the valuation allowance for available-for-sale 
investments account in making the adjustment for the increase in fair value 
from $9.50 to $10 per share. 


Instructions 

1. Journalize the entries to record the preceding transactions. 

2. Prepare the investment-related asset and stockholders’ equity balance sheet disclosures 
for Samson Products, Inc., on December 31, 2013, assuming the Retained Earnings 
balance on December 31, 2013, is $395,000. 


OBJ. 2,3,4 PR 15-4B_ Investment reporting 

V b. $250 Guardian Devices, Inc., manufactures and sells commercial and residential security equip- 
ment. The comparative unclassified balance sheets for December 31, 2013 and 2012 are 

bS provided below. Selected missing-balances are shown by letters. 


Guardian Devices, Inc. 
Balance Sheet 
December 31, 2013 and 2012 


Dec. 31,2013 Dec.31,2012 


Cash $104,000 $ 98,000 
Accounts receivable (net) 71,000 67,500 
Available-for-sale investments (at cost)—Note 1 a. 36,000 
Plus valuation allowance for available-for-sale investments b. 6,000 
Available-for-sale investments (fair value) Ss, ae $ 42,000 
Interest receivable Sc — 
Investment in Omaha Co. stock—Note 2 e. $ 62,000 
Office equipment (net) 60,000 65,000 

Total assets Sa ae $334,500 
Accounts payable $ 56,900 S$ 45,100 
Common stock 50,000 50,000 
Excess of issue price over par 160,000 160,000 
Retained earnings g. 73,400 
Plus unrealized gain (loss) on available-for-sale investments h. 6,000 

Total liabilities and stockholders’ equity $ i. $334,500 


Note 1. Investments are classified as available for sale. The investments at cost and 
fair value on December 31, 2012, are as follows: 


No. of Shares Cost per Share Total Cost Total Fair Value 
Tyndale Inc. Stock 600 $24 $14,400 $17,000 
UR-Smart Inc. Stock 1,200 18 21,600 25,000 
$36,000 $42,000 


Note 2. The Investment in Omaha Co. stock is an equity method investment represent- 
ing 32% of the outstanding shares of Omaha Co. 
The following selected investment transactions occurred during 2013: 


Apr. 21. Purchased 500 shares of Walton Winery, Inc., at $25 including brokerage com- 
mission. Walton Winery is classified as an available-for-sale security. 
Sept. 9. Dividends of $7,500 are received on the Omaha Co. investment. 


Oct. 1. Purchased $15,000 of Yokohama Co. 6%, 10-year bonds at 100. The bonds are 
classified as available for sale. The bonds pay interest on October 1 and April 1. 


Dec. 31. Omaha Co. reported a total net income of $50,000 for 2013. Guardian record- 
ed equity earnings for its share of Omaha Co. net income. 


GENERAL 
ie LEDGER: 
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Dec. 31. Accrued interest for three months on Yokohama bonds purchased on October 1. 


31. Adjusted the available-for-sale investment portfolio to fair value using the 
following fair value per-share amounts: 


Available-for-Sale 


Investments Fair Value 

Tyndale Inc. stock $26 per share 

UR-Smart, Inc., stock $15 per share 

Walton Winery, Inc., stock $30 per share 

Yokohama Co. bonds 101 per $100 of face value 


31. Closed the Guardian Devices, Inc., net income of $28,925 for 2013. Guardian 
paid no dividends during 2013. 


Instructions 
Determine the missing letters in the unclassified balance sheet. Provide appropriate sup- 
porting calculations. 


Comprehensive Problem 4 


Selected transactions completed by Everyday Products Inc. during the fiscal year ending 
December 31, 2012, were as follows: 


a. 


b. 
Cc: 
d. 


Issued 12,500 shares of $25 par common stock at $32, receiving cash. 
Issued 2,000 shares of $100 par preferred 5% stock at $105, receiving cash. 
Issued $400,000 of 10-year, 6% bonds at 105, with interest payable semiannually. 


Declared a quarterly dividend of $0.45 per share on common stock and $1.25 per 
share on preferred stock. On the date of record, 85,000 shares of common stock were 
outstanding, no treasury shares were held, and 17,000 shares of preferred stock were 
outstanding. 


Paid the cash dividends declared in (d). 


Purchased 5,500 shares of Kress Corp. at $22 per share, plus a $275 brokerage com- 
mission. The investment is classified as an available-for-sale investment. 


Purchased 6,500 shares of treasury common stock at $35 per share. 


. Purchased 36,000 shares of Lifecare Co. stock directly from the founders for $18 per 


share. Lifecare has 112,500 shares issued and outstanding. Everyday Products Inc. 
treated the investment as an equity method investment. 

Declared a 2% stock dividend on common stock and a $1.25 quarterly cash dividend 
per share on preferred stock. On the date of declaration, the market value of the 
common stock was $40 per share. On the date of record, 85,000 shares of common 
stock had been issued, 6,500 shares of treasury common stock were held, and 17,000 
shares of preferred stock had been issued. 

Issued the stock certificates for the stock dividends declared in (h) and paid the cash 
dividends to the preferred stockholders. 

Received $24,500 dividend from Lifecare Co. investment in (h). 

Purchased $62,000 of Nordic Wear Inc. 10-year, 6% bonds, directly from the issuing 
company at par value, plus accrued interest of $550. The bonds are classifed as a 
held-to-maturity long-term investment. 


. Sold, at $42 per share, 2,600 shares of treasury common stock purchased in (g). 


Received a dividend of $0.65 per share from the Kress Corp. investment in (f). 

Sold 500 shares of Kress Corp. at $26.50, including commission. 

Recorded the payment of semiannual interest on the bonds issued in (c) and the 
amortization of the premium for six months. The amortization was determined using 
the straight-line method. 

Accrued interest for three months on the Nordic Wear Inc. bonds purchased in (). 
Lifecare Co. recorded total earnings of $205,000. Everyday Products recorded equity 
earnings for its share of Lifecare Co, net income. 
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s. The fair value for Kress Corp. stock was $18.50 per share on December 31, 2012. 
The investment is adjusted to fair value using a valuation allowance account. 
Assume Valuation Allowance for Available-for-Sale Investments had a beginning bal- 
ance of zero. 


Instructions 

1. Journalize the selected transactions. 

2. After all of the transactions for the year ended December 31, 2012, had been posted 
[including the transactions recorded in part (1) and all adjusting entries], the data below 
and on the following page were taken from the records of Everyday Products Inc. 

a. Prepare a multiple-step income statement for the year ended December 31, 2012, 
concluding with earnings per share. In computing earnings per share, assume that 
the average number of common shares outstanding was 84,000 and preferred divi- 
dends were $85,000. (Round earnings per share to the nearest cent.) 

b. Prepare a retained earnings statement for the year ended December 31, 2012. 


c. Prepare a balance sheet in report form as of December 31, 2012. 


Income statement data: 
Advertising expense $ 125,000 


Cost of merchandise sold 3,650,000 ‘ 
Delivery expense 29,000 
Depreciation expense—office buildings and equipment 26,000 
Depreciation expense—store buildings and equipment 95,000 
Dividend revenue 33575 
Gain on sale of investment 2,225 
Income from Lifecare Co. investment 65,600 
Income tax expense 128,500 
Interest expense 19,000 
Interest revenue 1,800 
Miscellaneous administrative expense 7,500 
Miscellaneous selling expense 13,750 
Office rent expense 50,000 
Office salaries expense 165,000 
Office supplies expense 10,000 
Sales 5,145,000 
Sales commissions 182,000 
Sales salaries expense 365,000 
Store supplies expense 22,000 


Retained earnings and balance sheet data: 


Accounts payable $ 195,000 
Accounts receivable 543,000 
Accumulated depreciation—office buildings and equipment 1,580,000 
Accumulated depreciation—store buildings and equipment 4,126,000 
Allowance for doubtful accounts 8,150 
Available-for-sale investments (at cost) 110,250 
Bonds payable, 6%, due 2022 400,000 
Cash 240,000 
Common stock, $25 par (400,000 shares authorized; 
86,570 shares issued, 82,670 outstanding) 2,164,250 
Dividends: 
Cash dividends for common stock 155,120 
Cash dividends for preferred stock 85,000 
Stock dividends for common stock 62,800 
Goodwill 510,000 
Income tax payable 40,000 
Interest receivable 930 
Investment in Lifecare Co. stock (equity method) 689,100 


Investment in Nordic Wear Inc. bonds (long term) 62,000 


Chapter 15 Investments and Fair Value Accounting 


Merchandise inventory (December 31, 2012), at lower 


of cost (FIFO) or market $ 780,000 
Office buildings and equipment 4,320,000 
Paid-in capital from sale of treasury stock 18,200 
Paid-in capital in excess of par—common stock 842,000 
Paid-in capital in excess of par—preferred stock 150,000 
Preferred 5% stock, $100 par (30,000 shares authorized; 

17,000 shares issued) 1,700,000 
Premium on bonds payable 19,000 
Prepaid expenses 26,500 
Retained earnings, January 1, 2012 8,708,150 
Store buildings and equipment 12,560,000 
Treasury stock (3,900 shares of common stock at cost of 

$35 per share) 136,500 
Unrealized gain (loss) on available-for-sale investments (17,750) 
Valuation allowance for available-for-sale investments (17,750) 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 
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Financial Statements 


for Mornin’ Joe 


The financial statements of Mornin’ Joe are provided in the following pages. Mornin’ Joe 
is a fictitious coffeehouse chain featuring drip and espresso coffee in a café setting. The 
financial statements of Mornin’ Joe are provided to illustrate the complete financial state- 
ments of a corporation using the terms, formats, and reporting illustrated throughout this 
text. In addition, excerpts of the Mornin’ Joe financial statements are used to illustrate 
the financial reporting presentation for the topics discussed in Chapters 7-15. Thus, you 
can refer to the complete financial statements shown here or the excerpts in Chapters 
7-15. A set of real world financial statements by Nike, Inc., is provided in Appendix C. 


Mornin’ Joe 
Income Statement 


For the Year Ended December 31, 2012 


Revenue from sales: 


SEC 2 $5,450,000 
Less: Sales returns and allowances ........ oo $ 26,500 
Sales discounts. -. 21,400 47,900 
Net saleS $5,402,100 
Cost of merchandise sold ....... ee : 2,160,000 
Oe oe $3,242,100 


Operating expenses 
Selling expenses: 


Wages expense ...,5.5.......25..2 2.2, $825,000 
AGVenISING CXDENSe 678,900 
Depreciation expense—buildings.............. 124,300 
Miscellaneous selling expense ............... 26,500 
Total selling expenses ~....2.. 2... 2c ee $1,654,700 
Administrative expenses: 
Office salaries GXDeNnSe 5. ia i $325,000 
Feit Oeie a see 425,600 
Payroll tax CXPENS@ 669.) ea ee ks 110,000 
Depreciation expense—office equipment ........ 68,900 
Bad depeexOens® 0 ii a ee 14,000 
AMOMIZatlOn EXPENSS = a 10,500 
‘Total administrative expenses.............- 954,000 
Total operating EXPENSeCS 6... res 2,608,700 — 
Income from operations ©. -- +--+ etree eee eee $ 633,400 
Other income and expense: 
iitorest (OVEN 7 a ns $ 18,000 
ect OenelcG) i e (136,000) 
_Loss on disposal of fixedasset ........-...+50+s (23,000) 
~ Unrealized gain on trading investments ..........-. 5,000 | 
Equity income in AM Coffee .....-.-. ees sess 57,000 (79,000) . 
Income before income taxeS «-- ee ee § 554,400 | 
income tax CXPONSe: « «.-- kee e tte ee 132,800 


Netincome 2... ee $ 421,600 


Basic gerinos per share [($421,600 — $30,000)/44,000 
_ shares issued and outstanding] ..........-.5+.25- 


espana einer 


711 


712 


Financial Statements for Mornin’ Joe 


Mornin’ Joe 
Balance Sheet 


December 31, 2012 


Assets 
Current assets: 
Gashand cash equivalents. = 


Trading investiients (at cost) «2. $ 420,000 
Plus valuation allowance for trading investments... . 45,000 
Accounts receWable’ fe $ 305,000 
Less allowance for doubtful accounts ........... 12,300 


Merchandise inventory—at lower of cost 
(first-in, first-out method) or market ............. 
Prepaid INSULaNCe 6 ss er 
Notal-cumentasseis 
Investments: 
Investment in AM Coffee (equity method) ........... 
Property, plant, and equipment: 


band 0 ee 

BUUGINOS 7 a $2,650,000 
Less accumulated depreciation ................ 420,000 

Office equipment <0... ee, $ 350,000 
Less accumulated depreciation ................ 102,000 


Total property, plant, and equipment .......... 
Intangible assets: 
Parents 3 ee 
qotabassels 
Liabilities 
Current liabilities: 
ACCOUNTS DaVaDIO’ as a 
Notes payable {current portion) ...... 2... 
Salaries and Wages payable. 5... oe 
Pavroll taxes payable. 
Interest payable. =. 6 
Jota curenttiabulties =. 5 
Long-term liabilities: 
Bonds payable, 8%, due December 31, 2030......... 
Less unamortized discount 2... 0. 


Stockholders’ Equity 
Paid-in capital: 
Preferred 10% stock, $50 par (6,000 shares 
autnonzediandissued a 
EXCeSs'01 JSSue: DNCe OVEr Dal i 
Common stock, $20 par (50,000 shares 
authorized, 45,000 shares issued) 
Excess01 iSsue price over parc . 6 fc 
Total oald-inicapitale) ce I ae 
Retained earnings - 6k. a a 
Total 


$ 235,000 


465,000 


292,700 


120,000 


24,000 


$1,850,000 


2,230,000 


248,000 


$ 133,000 
200,000 
42,000 
16,400 


40,000 


$ 500,000 


16,000 


$ 300,000 


50,000 


$ 900,000 


1,450,000 


$1,136,700 


565,000 


4 328,000 


140,000 
$6,169,700 


$ 431,400 


$ 484,000 

1,400,000 
$1,884,000 
$2,315,400 


$ 350,000 


2,350,000 
$2,700,000 
1,200,300 
$3,900,300 
46,000 
$3,854,300 
$6,169,700 


Retained earnings, January 1 
NetInNcOMme:.- 2... 
Less dividends: 
Preferred stock 
Gommon stock --..... 
Increase in retained earnings 


Retained earnings, December 31, 2012 


Balance, January 1, 2012... 
Neuincome 2. 3) 3. 
Dividends on preferred stock 
Dividends on common stock 


Issuance of additional common stock. . . 


Purchase of treasury stock. . 
Balance, December 31, 2012 


, 2012 


Mornin’ Joe 
Retained Earnings Statement 


For the Year Ended December 31, 2012 


Mornin’ Joe 
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$ 852,700 
$421,600 
74,000 
347,600 
$1,200,300 


Statement of Stockholders’ Equity 
For the Year Ended December 31, 2012 


ee $300,000 $800,000 $1,325,000 $ 852,700 $(36,000) $3,241,700 
421,600 _ 421,600 
ee (30,000) (30,000) 
oo (44,000) (44,000) 

100,000 175,000 275,000 
ee (10,000) (10,000) 
Cee: $300,000 $900,000 $1,500,000 $1,200,300 $(46,000) 


$3,864,300 


Mornin’ Joe 


International 
Ses ei ere 


Mornin’ Joe is planning to expand operations to various places around the world. Fi- 
nancing for this expansion will come from foreign banks. While financial statements 
prepared under U.S. GAAP may be appropriate for U.S. operations, financial state- 
ments prepared for foreign bankers should be prepared using international accounting 
standards. 

The European Union (EU) has developed accounting standards similar in structure 
to U.S. standards. Its accounting standards board is called the International Accounting 
Standards Board (IASB). The IASB issues accounting standards that are termed Interna- 
tional Financial Reporting Standards (IFRS). The intent of the IASB is to create a set of 
financial standards that can be used by public companies worldwide, not just in the EU. 

Currently, the EU countries and over 100 other countries around the world have 
adopted or are planning to adopt IFRS. As a result, there are efforts under way_to con- 
verge U.S. GAAP with IFRS so as to harmonize accounting standards around the world. 

The following pages illustrate the financial statements of Mornin’ Joe Interna- 
tional using IFRS. This illustration highlights reporting and terminology differences 
between IFRS and U.S. GAAP. Differences in recording transactions under IFRS and 
U.S. GAAP are discussed in Appendix D and in various International Connection 
boxes throughout the text. 

The following Mornin’ Joe International financial statements are simplified and 
illustrate only portions of IFRS that are appropriate for introductory accounting. The 
financial statements are presented in euros (€) for demonstration purposes only. The 
euro is the standard currency of the European Union. The euro is translated at a 1:1 
ratio from the dollar to simplify comparisons. Throughout the illustration, call-outs and 
end notes to each statement are used to highlight the differences between financial 
statements prepared under IFRS and under U.S. GAAP. 
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sienna a Oe ST 


Title includes : Mornin’ Joe International 
the word ( Statement of Comprehensive Income 


ymprehensive.” For the Year Ended December 31, 2012 


Share in profit (loss) of associates*.............. oe oe oo 57,000 | 


er eC ti rsi“‘(‘( i‘; €5,402,100 I 
| Costoimerhandisesold......................... 42... ee (2,160,000) 
iis is acommon | Gross foe... lc €3,242,100 
term for an | _ Selling EXPENSCS a — De, (1,654,700) / Expenses are organized 
.quity method | | Be r——“‘“‘“‘“‘OeC (954,000) 2 ASTM: 
Be-tment. Loss on disposal of fixed asset... ............ se (23,000) ede Noteds 
Other income (expenses)... 2.25. 8 . 23,000 
| 


Diversity allowed 


*A required disclosure on the face of the statement of comprehensive income 


The term Opeintinghicig. < 
| a p -— r—t—ws—“—“=s—s—sws—s—s—S—s—sSCSCSCOCW © 690400 = with regard to 
inance costs” is Financecosts... ......... (136,000) ae 
: ‘ ; ; Es | subtotal definitions 
ed rather than | |) Profitbefore ncometax... «.................. aoe € 554400 (Note 3) 
terest expense.” Tax OXPGNSe 3 a ok eee ee. oy : (132,800) i : 
Pi Profitiortheyear’... ; 
: er € 421,600 — Bier oneahenene 
| Other comprehensive income i : : ; 
The term Gai : | —. : income is a required 
Par ain On revaluation Of properties™. 6, 44,800 — F 
ee year _ Total comprehensive income for the year, net of tax* € 466,400 | disclosure. See Melee 
Dused, rather | year, net of tax ee ee oe & 466,400 - 
“ = ” ; . ie S : E 
in “Net income. Earnings per share basic* (€421,600 + 44,000 shares)...............2..2.....5.. = 9.58 IFRS allows latitude on 
| i how statements are 
| | 
i : 


organized, but does list 
minimum disclosure 
requirements that are 
less restrictive than 
required by the SEC. 
1. IFRS statements are often more summarized than U.S. GAAP statements. To com- See Note 1. 
pensate, IFRS requires specific disclosures on the face of the financial statements 
(denoted *) and additional disclosures in the footnotes to the financial statements. 
Since additions and subtractions are grouped together in sections of IFRS state- 
ments, parentheses are used to indicate subtractions. 


ree Rye eR 


De SERCe OTA GREE EET EERE ECE ERE REE NNO OME EEE 


2. Expenses in an IFRS income statement are classified by either their nature or function. 
The nature of an expense is how the expense would naturally be recorded in a jour- 
nal entry reflecting the economic benefit received for that expense. Examples include 
salaries, depreciation, advertising, and utilities. The function of an expense identifies 
the purpose of the expense, such as a selling expense or an administrative expense. 


IFRS does not permit the natural and functional classifications to be mixed together on 
the same statement. That is, all expenses must be classified by either nature or function. 
However, if a functional classification of expenses is used, a footnote to the income 
statement must show the natural classification of expenses. To illustrate, because Mornin’ 
Joe International uses the functional classification of expenses in its income statement, 
it must also show the following natural classification of expenses in a footnote: 


Cost of product €2,100,000 The cost of product purchased for resale 
Employee benefits expense 1,260,000 Required natural disclosure 
Depreciation and amortization expense 203,700 Required natural disclosure 

Rent expense 425,600 

Advertising expense 678,900 

Other expenses 58,500 

Total natural expenses €4,726,700 


3. IFRS provides flexibility with regard to line items, headings, and subtotals on the 
income statement. There is less flexibility under U.S. GAAP for public companies. 
4. IFRS requires the reporting of other comprehensive income (see appendix to Chapter 15) 
either on the income statement (illustrated) or in a separate statement. In contrast, 
other comprehensive income is often disclosed on the statement of changes in stock- 
holders’ equity under U.S. GAAP. For Mornin’ Joe International, other comprehensive 
income consists of the restatement of café locations to fair value (see Note 6 for more 


details). 
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Mornin’ Joe International 
Statement of Financial Position 
December 31, 2012 


Preferred title 
for the 
“Balance Sheet.” 


Assets 
Noncurrent assets 
Property, plant, and equipment* 


| Land and buildings at fair value............. €4,180,000 
5S 714 Less: Accumulated depreciation ............ 375,200 €3,804,800 
Biological assets” | | : ‘ pane eRgres 
premrecuicd | Office equipment at cost ...............0005 € 350,000 
; : | Less: Accumulated depreciation ............ 102,000 248,000 
disclosure at fair | | : : : ee 
-» Biological assets at fair value* ................ 320,000 
value. See Note 7.| | : 
|_ Patents at amortized cost™.........5.......0.55. 140,000 
Investment in AM Coffee (equity method)*....... 565,000 


Total noncurrentiassets, oi ee €5,077,800 


Current assets 


Inventory Prepaid insurance. 0... te € 24,000 
valuation. Merchandise inventory—at lower of cost 
See Note 8. a7 (first-in, first-out) or realizable value* .. 120,000 
Accounts receivable (net of allowance 
International | for doubtful accounts)* .................. 292,700 
terminology Financial assets at fair value through 
for “Trading PFOMCOLlOss: a. 465,000 
investments.” Cash and cash equivalents* ................ 235,000 
Same accounting | Total current assets ..... 05.53. .2 ye 1,136,700 —=| 
SP eatnent. | Toles €6,214,500 | 
International Equity attributable to owners ; 
terminology for | Preferred 10% stock, $50 par (6,000 shares 
“Excess of issue | | authorized and issued) |... 60... 66s. 5s. ss ss € 300,000 
price over par.” Common stock, $20 par (50,000 shares 
/ authorized, 45,000 shares issued)*............ 900,000 
+p Share premium®.............. 00 ccc cece eee es 1,500,000 
RESCIVES® Ge ees (1,200) 
Retained Garminds® 2. 4 for a 1,200,300 
Other Total equity attributable to owners*......... €3,899,100 
comprehensive fee 
pene and | Liabilities 
treasury stock. Noncurrent liabilities* | 
Se hicied. Bonds payable, 8%, due December 31, 2030 } 
| (net Of discount) ..........0.............4. € 484,000 
| Meee 1,400,000 
Total noncurrent liabilities.................. €1,884,000 
_ Current liabilities 
Employee i NecouUntS Davable® a € 133,000 
provisions are | LOANS ee anc re ee as 200,000 
wages, salaries, [7 Employee provisions! 4 58,400 i 
and payroll taxes | | {interest payable 2 ee 40,000 
payable. See |; Total Cucdent ebites 6. 5 431,400 
Note 10. / dotalliabilities’<). =. a €2,315,400 
Total equity and liabilities* ................... €6,214,500 
*Required disclosures. Footnotes provide additional subclassification detail. : 
4 


pr egnmensegnrmmmonennnnn nner tetera norsno PARR TREE SEE MN I OSE EN _ = —- sepomneananes: f 


Subclassifications 
of PP&E may be 
valued at fair value. 
See Note 6. 


Reverse liquidity 
account order. 
See Note 5. 


Equities listed first, 
then liabilities. 
See Note 5. 


Noncurrent 
liabilities listed 
prior to current 
liabilities. 


5. Under IFRS, there is no standard format for the balance sheet (statement of financial 
position). A typical format for European Union companies is to begin the asset section 
of the balance sheet with noncurrent assets. This is followed by current assets listed 
in reverse order of liquidity. That is, the asset side of the balance sheet is reported 
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in reverse order of liquidity from least liquid to most liquid. Listing noncurrent assets 
first emphasizes the going concern nature of the entity. 


The liability and owners’ equity side of the balance sheet is also reported differ- 
ently than under U.S. GAAP. Specifically, owners’ equity is reported first followed by 
noncurrent liabilities and current liabilities. Listing equity first emphasizes the going 


concern nature of the entity and the long-term financial interest of the owners in the 
business. 


6. Under IFRS, property, plant, and equipment (PP&E) may be measured at historical 
cost or fair value. If fair value is used, the revaluation must be for similar classifica- 
tions of PP&E, but need not be for all PP&E. This departs from U.S. GAAP which 
requires PP&E to be measured at historical cost. Mornin’ Joe International restated its 
Land and Buildings to fair value since the café sites have readily available real estate 
market prices. Land and buildings are included together because their fair values are 
not separable. The office equipment remains at historical cost since its does not have 
a readily available market price. The increase in fair value is recorded by reducing 
accumulated depreciation and recognizing the gain as other comprehensive income. 
This element of other comprehensive income is accumulated in stockholders’ equity 
under the heading Property revaluation reserve.* This treatment is similar (with dif- 
ferent titles) to the U.S. GAAP treatment of unrealized gains (losses) from available- 
for-sale securities. For Mornin’ Joe International, there is an increase in the property 
revaluation reserve of €44,800. This amount is the only difference between Mornin’ 
Joe’s U.S. GAAP net income, total assets, and total stockholders’ equity and Mornin’ 
Joe International’s IFRS total comprehensive income, total assets, and total stockhold- 
ers’ equity. 

7. Mornin’ Joe International recently acquired a coffee plantation. This is an example of 
a biological asset. IFRS requires separate reporting of biological assets (principally 
agricultural assets) at fair value. 

8. Inventories are valued at lower of cost or market; however, “market” is defined as net 
realizable value under IFRS. U.S. GAAP defines “market” as replacement cost under 
most conditions. In addition, IFRS prohibits LIFO cost valuation. 

9. Under IFRS, some elements of other comprehensive income and owner’s equity are 
often aggregated under the term “reserves.” In contrast, under U.S. GAAP “reserve” is 
used to identify a liability. IFRS also does not require separate disclosure of treasury 
stock as does U.S. GAAP. Specifically, treasury stock may be reported as a reduction 
of a reserve, a reduction of a stock premium, or as a separate item. 

10. The term “provision” is used to denote a liability under IFRS, whereas this term often 
indicates an expense under U.S. GAAP. For example, “Provision for income taxes” 
means “Income tax expense” under U.S. GAAP, whereas it would mean “Income taxes 
payable” under IFRS. 


*The term “property revaluation surplus” is also used. 
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Mornin’ Joe International 


Statement of Changes in Equity 


| 

For the Year Ended December 31, 2012 : } 
Reserves ; : . j | 

Property | Total Equity | | Notes 9 and 11.| 


Preferred Common Share Revaluation Reserve for Retained Attributable 
Stock Stock Premium Reserve Own Shares — Earnings to Owners 
Balance, January 1,2012........ €300,000 €800,000 €1,325,000 € 0 (€36,000) € 852,700 / €3,241,700 
Profit forthe year... 66s... 421,600 Ae 6 
Other comprehensive income 
Property revaluation (gain)....... 44,800 44,800 
Total comprehensive income ... €44,800 € 421,600 € 466,400 
_ Contributions by and 
distributions to owners 
_ Dividends on preferred stock ...... (30,000) (30,000) 
Dividends on common stock...... (44,000) (44,000) 
Issuance of additional — oe : 
“COMMON StOCK . oe ee. 100,000 175,000 275,000 
Purchase of own shares .......... (10,000) (10,000) 
_ Total contributions and 
distributions to owners....... € 0 €100,000 € 175,000 € 0 (€10,000) (€ 74,000) € 191,000 
Balance, December 31, 2012. €300,000 €900,000 €1,500,000 €44,800 (€46,000) €1,200,300 €3,899,100 


11. The statement of changes in equity under IFRS is similar to U.S. GAAP. For example, 
both IFRS and GAAP include other comprehensive income items and total compre- 
hensive income disclosures in the statement of changes in equity. In this illustration, 
treasury stock is included as part a reserve (Reserve for Own Shares). As discussed 
in Note 9, under U.S. GAAP the term “reserve” denotes a liability. 


MN hd i a & Ser — 
COE IA UENO ea gf rN cm 


1. Contrast U.S. GAAP income statement 6. What are two main differences in inven- 
terms with their differing IFRS terms, tory valuation under IFRS compared to 
starting with the name of the statement. U.S. GAAP? 


2. What is the difference between classify- 7. What is a “biological asset”? 


ing an expense by nature or function? 
8 P y 8. What is the most significant IFRS de- 


3. If a functional expense classification is parture from U.S. GAAP for valuing 
used for the statement of comprehensive property, plant, and equipment? 
income, what must also be disclosed? 

9. What is a “share premium”? 

4. What is an example of “Other com- P “ : 
prehensive income”? How would it be 10, Hew tne Wen ceEeINE used under 
reported on the statement of compre- IFRS, and how does it differ from its 
Hewaiveuiaraue? meaning under U.S. GAAP? 


5. How is the term “provision” used dif- a eo is Rea: soe Reported yade ‘ 
ferently under IFRS than under U.S. TERS? How does fs) Gite toms is 
GAAP? treatment under U.S. GAAP? 
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IFRS Activity 1 


Unilever Group is a global company that markets a wide variety of products, including Lever® soap, Breyer’s® 
ice cream, and Hellman’s® mayonnaise. The income statement and statement of comprehensive income for the 
Dutch company, Unilever Group is shown below. 


Unilever Group 
Consolidated Income Statement 


For the Year Ended December 31, 2009 
(in millions of euros) 


Turnover ....... CO . ee ee. _ €39,823 


Ooesiegpioe . So oe 5,020 


_ After (charging)/crediting: : 


Restructuling..........-.... ao a 
Business disposals, impairments, other............... oe ee 26 
Net finance costs.......... ge, oo ok. (593) 
Finance income ..........5........ a. ee oo. 75 
Finance costs... 5542... Oke. ee ee So (504) 
Pensions and similar obligations. ................00.5- oe oo . / == (164) 
Share of net profit/(loss) of joint ventures ........ — oe i 
Share of net profit/(loss) of associates. .... 0... ccc eect cee cee ees ela 4 
Other income from non-current investments.............. oe “ae 8K 
Profit before taxation...4% 2... a. pe ee Foe € 4,916 
Taxatlen 9202.05.05. os pe —. oo . oe (1,257) 
Net profit ..... ee oe yee os ee € 3,659 
Earnings per share—basic ............-. oo. a cs: ee a € 421 
Earnings per Siare-—dililted <. .,- 2.0.66... tse eee oe Soe. 6 17 


Consolidated Statement of Comprehensive Income 
For the Year Ended December 31, 2009 


Fair value gains (losses), net of tax......... ee : 
Actuarial gains (losses) on pensions, net Of tax.......+-+++-+++0+- Oe venees 
_ Currency retranslation gains (losses), net Of tax... 0... s eee ee rece eee eee tent e eee 


Net income (expense) recognized directly into equity....... betes eesenees bere ee ees € 519 or 


Net profit ..... er ue RE Cov eRe reas ie 3,659 
Total comprehensive income........ ge ee —€4,178 


What do you think is meant by “turnover”? 

b. How does Unilever’s income statement presentation differ significantly from that of 
Mornin’ Joe? 

c. How is the total for net finance costs presented differently than would be typically 
found under U.S. GAAP? 


d. What are two ways in which other comprehensive income items can be disclosed 
under IFRS, and how does this differ from U.S. GAAP? 
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IFRS Activity 2 
The following is the consolidated statement of financial position for LVMH, a French company that markets 


the Louis Vuitton® and Moét Hennessy® brands. 


ee eee 


LVMH 
Statement of Financial Position 
' December 31, 2009 


(in millions of euros) 


Assets 
| Brands and.other intangible assets—-net.... 6.0 € 8,697 : 
| Goodwill-netos 4,270 | 
Property, plant, and equipment—-net 3.0.6 35. i 6,140 i 
|<: Investment in associates, 6 occ ot es es a3 | 
| Non-current available forsale financiabassets 2.2. 2 540 i 
| Other non-current assets 00.40.66 a 750 | 
Deferred tax i ee 52) | 
Non-current assets 3. a ee O21 131 | 
IDVEDTONES ee ea € 5,644 | 
Trade accounts receivable........... 504... 8 1455 | 
income taxes feceivable. 3 4. i ae | 
| Other current assets..... ey ee ye 1213 i 
| Cash and cash equivalents. 5.5.6 2,446 | 
j CURVONU AS<@tS. a €10,975 | 
|: OTALASSETS:. €32,106 
| Liabilities and Equity 
| Share capital: ee € 147 | 
: Share Premium. ea ee ee 1,763 | 
| Ne asuby Shales a. ee ee (929) | 
REVAIUATIONESOIVGS eo eee 871 i 
Other reserves es see le es 10,684 
Net profit; group share: he 1,755 | 
Equity, GlOUp Share... co eG eG a a €13,796 
i MingUtymiterests 2 cn es 939: ff 
i Totalequity.) oe €14,785 
| 2 Lene tert DONOWINGS (ine eae ries awe € 4,077 | 
| POPYOVISIONS ok ea ee 990 | 
Deferedtax, a a S107, : 
Other non-current liabilities. 2.20. 3,089 : 
;., Total non-current liabilities 2... oS €11,273 
| Short-term RONOWINOS roe os a 1,708 | 
| Wade accounts payables. 006. rns Seo ai 1,911 
|) Income taxes poyable. 6G 221 ; 
| PIOVISIONS: huey cerns car wg hace el ne ee 334 
| e- Other currentilapilitles icoks Cer aan teal ae ee 1,874 : 
|. Total quarent llabilidies... 0.0006 a € 6,048 
TOTAL LIABILITIES AND EQUITY. oo. os €32,106 : 


a. Identify presentation differences between the balance sheet of LVMH and a balance 
sheet prepared under U.S. GAAP. Use the Mornin’ Joe balance sheet on page 712 as an 
example of a U.S. GAAP balance sheet. (Ignore minority interests.) 


Mornin’ Joe International 


b. Compare the terms used in this balance sheet with the terms used by Mornin’ Joe 


(page 712), using the table below. 


LVMH Term 


U.S. GAAP Term as Used by Mornin’ Joe 


Statement of financial position 
Share capital 

Share premium 

Other reserves 

Provisions 


c. What does the “Revaluation reserves” in the equity section of the balance sheet rep- 


resent? 


IFRS Activity 3 


Under U.S. GAAP, LIFO is an acceptable inventory method. Listed below is financial statement information for 


three companies that use LIFO. All table numbers are in millions of dollars. 


Impact on Net 
FIFO Income from 


Inventory Using LIFO Rather Total 
(from than FIFO (from Current Net Income as 
LIFO Inventory footnotes) footnotes) Assets Reported 
ExxonMobil $11,553 $28,653 $207 $55,235 $19,280 
Kroger 4,902 5,705 (49) 7,450 70 
Ford Motor* 5,450 6,248 33 40,560 U2 


*Autos and trucks only 


Assume these companies adopted IFRS, and thus were required to use FIFO, rather than LIFO. Prepare a table 


with the following columns as shown below. 
(1) Difference between FIFO and LIFO inventory valuation. 


(2) Revised IFRS net income using FIFO. 


(3) Difference between FIFO and LIFO inventory valuation as a percent of total current 


assets. 


(4) Revised IFRS net income as a percent of the reported net income. 


(1) (2) (3) 


IFRS Net Income 


FIFO less LIFO __ (FIFO less LIFO) 


Total Current Assets 


a. Complete the table. 


(4) 


IFRS Net Income Col. (2) 


Reported Net Income 


b. For which company would a change to IFRS for inventory valuation have the largest 


percentage impact on total current assets (Col. 3)? 


c. For which company would a change to IFRS for inventory valuation have the largest 


percentage impact on net income (Col. 4)? 


d. Why might Kroger have a negative impact on net income from using LIFO, while 
the other two companies have a positive impact on net income from using LIFO? 
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Statement of Cash Flows 


Jones Soda Co. 


* uppose you were to receive $100 from an event. Would it 
make a difference what the event was? Yes, it would! If you 
received $100 for your birthday, then it’s a gift. If you received $100 
as a result of working part time for a week, then it’s the result of your 
effort. If you received $100 as a loan, then it's money that you will have 
to pay back in the future. If you received $100 as a result of selling your 
iPod, then it’s the result of giving up something tangible. Thus, 9100 
received can be associated with different types of events, and these 
events have different meanings to you, and different implications for 
your future. You would much rather receive a 3100 gift than take out a 
$100 loan. Likewise, company stakeholders view inflows and outflows 
of cash differently depending on their source. 
Companies are required to report information about the events 
causing a change in cash ovc; a period of time. This information is 
reported in the statement of cash flows. One such company is Jones 


Soda Co. Jones began in the late 1980s as an alternative beverage 
company, known for its customer-provided labels, unique flavors, and 
support for extreme sports. You have probably seen Jones Soda at 
Barnes & Noble, Panera Bread, or Starbucks, or maybe sampled 
some of its unique flavors, such as Fufu Berry®, Blue Bubblegum®, or 
Lemon Drop®. As with any company, cash is important to Jones Soda. 
Without cash, Jones would be unable to expand its brands, distribute 
its product, support extreme sports, or provide a return for its owners. 
Thus, its managers are concerned about the sources and uses of cash. 

In previous chapters, we have used the income statement, bal- 
ance sheet, statement of retained earnings, and other information to 
analyze the effects of management decisions on a business's financial 
position and operating performance. In this chapter, we focus on the 
everits causing a change in cash by presenting the preparation and 
use of the statement of cash flows. 


Learning Objectives 


‘After studying this chapter, you should be able to: Example Exercises 


Describe the cash flow activities reported in the statement of cash flows. 
a Reporting Cash Flows 

Cash Flows from Operating Activities 

Cash Flows from Investing Activities 

Cash Flows from Financing Activities 

Noncash Investing and Financing Activities 

No Cash Flow per Share 


Prepare a statement of cash flows, using the indirect method. 
i Statement of Cash Flows—The Indirect Method 

Retained Earnings 

Adjustments to Net Income EE 16-2, 3,4 cel 731, 734, 735 

Dividends 

Common Stock 

Bonds Payable 

Building 

Land 

Preparing the Statement of Cash Flows 


Statement of Cash Flows—The Direct Method 
Cash Received from Customers 
Cash Payments for Merchandise 
Cash Payments for Operating Expenses 
Gain on Sale of Land 
Interest Expense 
Cash Payments for Income Taxes 
Reporting Cash Flows from Operating Activities—Direct Method 


= Prepare a statement of cash flows, using the direct method. 


Describe and illustrate the use of free cash flow in evaluating 
ru a company’s cash flow. 
Financial Analysis and Interpretation: Free Cash Flow EE 16-8 745 


At a Glance Page 749 


= pescibethe Reporting Cash Flows 


cash flow 


activities reported inthe ~The statement of cash flows reports a company’s cash inflows and outflows for a 
statement of cash flows. — heriod.! The statement of cash flows provides useful information about a company’s 
ability to do the following: 


1. Generate cash from operations 

2. Maintain and expand its operating capacity 
3. Meet its financial obligations 

4. Pay dividends 


The statement of cash flows is used by managers in evaluating past operations 
and in planning future investing and financing activities. It is also used by external 
users such as investors and creditors to assess a company’s profit potential and abil- 
ity to pay its debt and pay dividends. 

The statement of cash flows reports three types of cash flow activities as follows: 


Cash flows from operating activities are cash flows from transactions that affect 
the net income of the company. 


Example: Purchase and sale of merchandise by a retailer. 


Cash flows from investing activities are cash flows from transactions that affect 
investments in the noncurrent assets of the company. 


Example: Purchase and sale of fixed assets, such as equipment and buildings. 


1 As used in this chapter, cash refers to cash and cash equivalents. Examples of cash equivalents include short-term, highly liquid 
investments, such as money market accounts, bank certificates of deposit, and U.S. Treasury bills. 
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Cash flows from financing activities are cash flows from transactions that affect the 
debt and equity of the company. 


Example: Issuing or retiring equity and debt securities. 


The cash flows are reported in the statement of cash flows as follows: 


Cash flows from operating activities SXXX 
Cash flows from investing activities XXX 
Cash flows from financing activities XXX 
Net increase or decrease in cash for the period SXXX 
Cash at the beginning of the period XXX 
Cash at the end of the period SXXX 


The ending cash on the statement of cash flows equals the cash reported on the 
company’s balance sheet at the end of the year. Note: 

Exhibit 1 illustrates the sources (increases) and uses (decreases) of cash by each The statement of cash 
of the three cash flow activities. A source of cash causes the cash flow to increase flows reports cash 
and is called a cash inflow. A use of cash causes cash flow to decrease and is called Telia s 


cash outflow. financing activities. 


pe Neale i = 
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Cash Flows 


Cash Flows from Operating Activities 


Cash flows from operating activities is the cash inflow or outflow from a company’s 
day-to-day operations. Companies may select one of two alternative methods for 
reporting cash flows from operating activities in the statement of cash flows: 


1. The direct method 
2. The indirect method 


Both methods result in the same amount of cash flows from operating activities. 
They differ in the way they report cash flow from operating activities as discussed below. 

The direct method reports operating cash inflows (receipts) and cash outflows 
(payments) as follows: 


Cash flows from operating activities: 


Cash received from customers SXXX 
Less: Cash payments for merchandise SXXX 

Cash payments for operating expenses XXX 

Cash payments for interest XXX 

Cash payments for income taxes _XXX _XXX 
Net casa flows from operating activities SXXX 


The primary operating cash inflow is cash received from customers. The primary 
operating cash outflows are cash payments for merchandise, operating expenses, in- 
terest, and income tax payments. The cash received from operating activities less the 
cash payments for operating activities is the net cash flow from operating activities. 
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The primary advantage of the direct method is that it directly reports cash receipts 
and cash payments in the statement of cash flows. Its primary disadvantage is that these 
data may not be readily available in the accounting records. Thus, the direct method is 
normally more costly to prepare and, as a result, is used by less than 1% of companies.” 

The indirect method reports cash flows from operating activities by beginning 
with net income and adjusting it for revenues and expenses that do not involve the 
receipt or payment of cash as follows: 


Cash flows from operating activities: 


Net income SXXX 
Adjustments to reconcile net income to net 

cash flow from operating activities _XXX 
Net cash flow from operating activities SXXX 


The adjustments to reconcile net income to net cash flow from operating activities 
include such items as depreciation and gains or losses on fixed assets. Changes in 
current operating assets and liabilities such as accounts receivable or accounts pay- 
able are also added or deducted depending on their effect on cash flows. In effect, 
these additions and deductions adjust net income, which is reported on an accrual 
accounting basis, to cash flows from operating activities, which uses a cash_basis. 

A primary advantage of the indirect method is that it reconciles the differences 
between net income and net cash flows from operations. In doing so, it shows how 
net income is related to the ending cash balance that is reported on the balance sheet. 

Because the data are readily available, the indirect method is less costly to prepare 
than the direct method. As a result, over 99% of companies use the indirect method 
of reporting cash flows from operations. 

Exhibit 2 illustrates the Cash Flows from Operating Activities section of the state- 
ment of cash flows for NetSolutions. Exhibit 2 shows the direct and indirect methods 
using the NetSolutions data from Chapter 1. As Exhibit 2 illustrates, both methods 
report the same amount of net cash flow from operating activities, $2,900. 


- EXHIBIT 2 Cash Flow from Operation In ‘Methods—NetSolutions 
Direct Method Indirect Method 
Cash flows from operating activities: Cash flows from operating activities: 
Cash received from customers............0.0eee eee $7,500 Nebincomes..2 usc Fat ee renee $3,050 
Deduct cash payments for expenses Add increase in accounts payable.............. 400 
and payments to creditors .............2..eeeeee 4,600 $3,450 
Deduct increase in supplies ................... 550 
Net cash flow from operating activities ............ $2,900 Net cash flow from operating activities ........ $2,900 


ie | 


Cash Flows from Investing Activities 


cde Cash flows from investing activities show the cash inflows and outflows related to 


in October 2008, the changes in a company’s long-term assets. Cash flows from investing activities are 
U.S. government invested | reported on the statement of cash flows as follows: 
$250 billion of cash 


7 pee . 
i i 
/ 
] | 
| ; 


into U.S. banks to help Cash flows from investing activities: 
stabilize the financial Cash inflows from investing activities SXXX 
system. Less cash used for investing activities XXX 
Net cash flows from investing activities iat SXXX 


2 Accounting Trends & Techniques, AICPA, 2008 edition. 
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Cash inflows from investing activities normally arise from selling fixed assets, 
investments, and intangible assets. Cash outflows normally include payments to pur- 
chase fixed assets, investments, and intangible assets. 


Cash Flows from Financing Activities 


Cash flows from financing activities show the cash inflows and outflows related to 
changes in a company’s long-term liabilities and stockholders’ equity. Cash flows from 
financing activities are reported on the statement of cash flows as follows: 


Cash flows from financing activities: 


Cash inflows from financing activities SXXX 
Less cash used for financing activities XXX 
Net cash flows from financing activities SXXX 


Cash inflows from financing activities normally arise from issuing long-term debt or 
equity securities. For example, issuing bonds, notes payable, preferred stock, and common 
stock creates cash inflows from financing activities. Cash outflows from financing activities 
include paying cash dividends, repaying long-term debt, and acquiring treasury stock. 


jpeeaucaccil, 


Noncash Investing and Financing Activities 


A company may enter into transactions involving investing and financing activities Quay 

that do not direcily affect cash. For example, a company may issue common stock , POS louse 
to retire long-term debt. Although this transaction does not directly affect cash, it generated $10.1 billion 
does eliminate future cash payments for interest and for paying the bonds when they __ in cash flow from 
mature. Because such transactions indirectly affect cash flows, they are reported in operating activities. 

a separate section of the statement of cash flows. This section usually appears at the 

bottom of the statement of cash flows. 


enygeememmcerneneneest 


Example Exercise 16-1 = 


_ Identify whether each of the following would be reported as an operating, investing, or financing activity in the 
_ statement of cash flows. 


a. Purchase of patent d. Cash sales 
b. Payment of cash dividend e. Purchase of treasury stock 
c. Disposal of equipment f. Payment of wages expense 


Follow My Example 16-1 


a. Investing d. Operating 
b. Financing e. Financing 
c. Investing f. Operating 


sie chatolapletone) sale el etm; bus leiiisnis\le,ainjeie abs e,ecelinis* e166 e/a o¢elleialeis) h,ule's.00]8)eieiele(0/s/e_e u.9ie-h ie) \u\epo.@76)8)6, e.0-¢) 6 (e.era's, aiw.m esi 
a a Urea Nala oleae guetelel di syatwiote gia’ espin ela /a)e)elerdioisx satan. eve) e/ eo) dis/0(o a 020 ee: sieie\¥ie (0a ee. 6 wierd e.a\eipie e589) ale #.0)8. 88 


Practice Exercises: PE 16-1A,PE16-1B | 


No Cash Flow per Share 


Cash flow per share is sometimes reported in the financial press. As reported, cash 
flow per share is normally computed as cash flow from operations per share. How- 
ever, such reporting may be misleading because of the following: 

1. Users may misinterpret cash flow per share as the per-share amount available for 
dividends. This would not be the case if the cash generated by operations is required 
for repaying loans ox for reinvesting in the business. 

2. Users may misinterpret cash flow per share as equivalent to (or better than) earnings 
per share. 


For these reasons, the financial statements, including the statement of cash flows, 
should not report cash flow per share. 
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= ee es Statement of Cash Flows— 
See The Indirect Method 


of cash flows, using the 
indirect method. 


The indirect method of reporting cash flows from operating activities uses the logic 
that a change in any balance sheet account (including cash) can be analyzed in 
terms of changes in the other balance sheet accounts. Thus, by analyzing changes 
in noncash balance sheet accounts, any change in the cash account can be indi- 
rectly determined. 

To illustrate, the accounting equation can be solved for cash as shown below. 


Assets = Liabilities + Stockholders’ Equity 
Cash + Noncash Assets = Liabilities + Stockholders’ Equity 
Cash = Liabilities + Stockholders’ Equity — Noncash Assets 


Therefore, any change in the cash account can be determined by analyzing 
changes in the liability, stockholders’ equity, and noncash asset accounts as shown 
below. 


= 


Change in Cash = Change in Liabilities + Change in Stockholders’ Equity 
— Change in Noncash Assets 


Under the indirect method, there is no order in which the balance sheet accounts 
must be analyzed. However, net income (or net loss) is the first amount reported 
on the statement of cash flows. Since net income (or net loss) is a component of 
any change in Retained Earnings, the first account normally analyzed is Retained 
Earnings. 

To illustrate the indirect method, the income statement and comparative balance 
sheets for Rundell Inc. shown in Exhibit 3 are used. Ledger accounts and other data 
supporting the income statement and balance sheet are presented as needed.* 


Rundell Inc. 
Income Statement 
For the Year Ended December 31, 2012 


3 An appendix that discusses using a spreadsheet (work sheet) as an aid in assembling data for the statement of cash flows is 
presented at the end of this chapter. This appendix illustrates the use of this spreadsheet in reporting cash flows from operating 
activities using the indirect method. 
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te a eee 
EXHIBIT 3 Income Statement and Comparative Balance Sheet (concluded) 


Rundell Inc. 
Comparative Balance Sheet 
December 31, 2012 and 2011 


Increase 

2012 2011 Decrease* ; 

Assets . | 

Gils is ebarceae Seedahe Aaemeceukinde saneoea Pea oti ce cial ies) is xi $ 97,500 $ 26,000 $ 71,500 
Accounts receivable (net) ..........ececeeeeeeeeeees i 74,000 65,000 9000 
Bede eee ek eee en ae 172,000 ‘180,000 8.000% | 
Diet Climeracrseette tes cs nearest a atcis etna ore loonie ee aa a selw ah 80,000 125,000 45,000* | 
BUMNIG ere cece eras Peep aera Ree 260,000. So0.eon si eqnda * 5 | 
Accumulated depreciation—building.................. (65,300) (58,300) —___7,000** | 
Motalassetsy ices. scans cs Paaress Rea hrenc cascala ths $618,200 $537,700  $ 80,500 | 
Liabilities eg ee ee 

Accounts payable (merchandise creditors) ............. 00 $ 43,500 — § 46,700 oes 20Cl it E 
Accrued expenses payable (operating expenses) ....... 8 26,500 — 24,300 ect 2,200 — | 
HCO Me Taxes Payable gic. ke sieaitine ee Repel ewe ne Bye Te F00OT tah SAO sth USO E ee: | fF 
Dividends payable ............. Be as Malar mato aeta tts ear 14,000 rns 10,000 : 4,000. 
Boncsipay alles cnasaiecce. sdcecarae eae s Rumer cee come 100,000 bat 150,000  __50,000* : ' 
BA MONIES ona aicieiaieatsb venice 4x wineries cerns weeds 1$191;900' | 1$239,400° $47,500". f 
; Stockholders’ Equity aon ied babs oy ed oe tanta gee Else § 
Common stock ($2 par)......... Bet: ARETE ape res $ 24,000 $16,000 $ 8,000 | 
Paid-in capital in excess of par............ ee is Soe 20 000s 80,000 40,000 | 
Retained earningsS...........-...00e: musa Lea eee meee 282,300. - © 202/300° 80,000 i 
Total stockholders’ equity.......... Gitte ee ea ate wteeIe $426,300 $298,300 $128,000 | 
Total liabilities and stockholders’ equity................ $618,200 $537,700. $ 80,500 
**There is a $7,000 increase to Accumulated Depreciation—Building, which is a contra asset account. As a result, the : 
$7,000 increase in this account must be subtracted in summing to the increase in Total assets of $80,500. / 


Retained Earnings 
The comparative balance sheet for Rundell Inc. shows that retained earnings increased 


$80,000 during the year. The retained earnings account shown below indicates how 
this change occurred. 


isi inaiatli cia lei ei a a ti tial Ndi NICER Nostale: 


Account Retained Earnings Account No. 


Balance 


Credit 


MERLE RIOT TES! 


Credit 


202,300 
310,300 
282,300 


Balance 
Net income 
Cash dividends 


108,000 


ep onnocaoenercenrtareencenoereerasicttn 
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The retained earnings account indicates that the $80,000 ($108,000 — $28,000) change 
resulted from net income of $108,000 and cash dividends of $28,000. The net income of 
$108,000 is the first amount reported in the Cash Flows from Operating Activities section. 


Adjustments to Net Income 


The net income of $108,000 reported by Rundell Inc. does not equal the cash flows 
from operating activities for the period. This is because net income is determined 


using the accrual method of accounting. 


Egon ronanee _— = 
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Under the accrual method of accounting, revenues and expenses are recorded at 
different times from when cash is received or paid. For example, merchandise may be 
sold on account and the cash received at a later date. Likewise, insurance premiums 
may be paid in the current period, but expensed in a following period. 

Thus, under the indirect method, adjustments to net income must be made to 
determine cash flows from operating activities. The typical adjustments to net income 
are shown in Exhibit 4.4 

Net income is normally adjusted to cash flows from operating activities using the 
following steps: 


Step 1. Expenses that do not affect cash are added. Such expenses decrease net 
income but do not involve cash payments and, thus, are added to net income. 


Examples: Depreciation of fixed assets and amortization of intangible assets 
are added to net income. 


SRE PR NE Se UI ehg8 a 


EXHIBIT 4 ~ 


Adjustments : Increase 


to Net Income | (Decrease) 
(Loss) Using the Bc N@BTNCOME (LOSS isp cases sees ae ea ena es ce clas aya ties cs dares Speen eee ame S$ XXX 
Indirect Method Adjustments to reconcile net income to net cash flow 


| 
| 


from operating activities: 
Step 1 > | Depreciation:offixed assets yc.chrix fas Gas ale oiets lareeie lel ereietettiane tates dora ane teehee eet XXX 


Aniortizatiom of Intangible assets, cs evics ect esusca arsine era omecrct crerevors legal noes paternal XXX 
Step 2 : | LOSSes\On disposal Of-assets sc wa: is sce ccrrevarae siecteevsinse © onde hima a Nts ay ad eas Fear XXX 
] Gains: on disposaliof asSetsmare iis. siaiic aces sieiesiein/s cit nisia ape. nin uate 6 es eee (XXX) 
Step 3 Changes in current operating assets and liabilities: 
: Increases in noncash current operating assets ...............0seeeee era uETS (XXX) 
Decreases in noncash current operating assets ............. ee cece eect e eee ueee XXX 
/ Increases in.current operating liabilities: 5... 2... « .)s.0..svensuue an eeeemicce eee ons XXX 
=i Decreases in:current. operating liabilities: a ..ccct + oy sees -1-fe1 cies steleleaae eee aioe (XXX) 
eticash flowsronmlOperarinGraCuiVitiesi cc cis ches epics ee cdaiersicts tae aera eee S$ XXX 
s 
| $(XXX) 
| 
| 
| Subtract Add 
| Increases in accounts receivable Decreases in accounts receivable 
Increases in inventory Decreases in inventory 
Increases in prepaid expenses Decreases in prepaid expenses 
Decreases in accounts payable Increases in accounts payable 
Decreases in accrued expenses payable Increases in accrued expenses payable 
| Decreases in income taxes payable Increases in income taxes payable 
J 


Step 2. Losses and gains on disposal of assets are added or deducted. The disposal 
(sale) of assets is an investing activity rather than an operating activity. How- 
ever, such losses and gains are reported as part of net income. As a result, 
any lJosses on disposal of assets are added back to net income. Likewise, 
any gains on disposal of assets are deducted from net income. 


Example: Land costing $100,000 is sold for $90,000. The loss of $10,000 is 
added back to net income. 


4 Other items that also require adjustments to net income to obtain cash flows from operating activities include amortization of 


bonds payable discounts (add), losses on debt retirement (add), amortization of bonds payable premiums (deduct), and gains on 
retirement of debt (deduct). 
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Step 3. Changes in current operating assets and liabilities are added or deducted 
as follows: 


Increases in noncash current operating assets are deducted. 
Decreases in noncash current operating assets are added. 
Increases in current operating liabilities are added. 
Decreases in current operating liabilities are deducted. 


Example: A sale of $10,000 on account increases sales, accounts receiv- 
able, and net income by $10,000. However, cash is not affected. Thus, an 
increase in accounts receivable of $10,000 is deducted. Similar adjustments 
are required for the changes in the other current asset and liability accounts 
such as inventory, prepaid expenses, accounts payable, accrued expenses 
payable, and income taxes payable as shown in Exhibit 4. 


Example Exercise 16-2 


Omni Corporation’s accumulated depreciation increased by $12,000, while $3,400 of patents were amortized between 
balance sheet dates. There were no purchases or sales of depreciable or intangible assets during the year. In addition, 
the income statement showed a gain of $4,100 from the sale of land. Reconcile Omni’s net income of $50,000 to net 
cash flow from operating activities. 


Follow My Example 16-2 
Net income $50,000 
Adjustments to reconcile net income to net cash flow from operating activities: 

Depreciation 

Amortization of patents 3,400 

Gain from sale of land (4,100) 
Net cash flow from operating activities $61,300 


12,000 


To illustrate, the Cash Flows from Operating Activities section of Rundell’s state- 
ment of cash flows is shown in Exhibit 5. Rundell’s net income of $108,000 is con- 
verted to cash flows from operating activities of $100,500 as follows: 


EXHIBITS 


Decrease in income taxes payable .......-.. see ee eee e seen eee eens 
Net cash flow from operating activities ............see esse teen eee e eee ees 


$100,500 


; nae Cash Flows 
Cash flows from operating activities: | faimlonerarng 
NPSIEJENGaln Walia fevee osahely, Batkeroe omterens BE DUPER oe CoE S Dante tino tn ann cinncnr tora $108,000 apaG aan 
Adjustments to reconcile net income to net cash flow from | , 
operating activities: Indirect Method 
Step 1 . DEDKCGIAtlONs i. cence twee ss ne ec cinmee reer cern ssa seinmee ee encces renee 7,000 
Step 2 : GATOUICAIGLO RI IC mete ate ere aoa oe oh OUT eipacmarsintle tebe mies (12,000) i 
: Changes in current operating assets and liabilities: 
Increase in accounts receivable ............ cece teen teen ence ences (9,000) 
; Decrease iN INVENTOLICS. 05. esc. cette ener reson nnenseteecaae 8,000 | 
Step 3 : Decrease in accounts payable .......... eee eee rece treet e ete e eens (3,200) 
| Increase in accrued expenses payable .......... esse eee ee neers eens 2,200 
(500) | 
: 


Step 1. Add depreciation of $7,000. 
Analysis: The comparative balance sheet in Exhibit 3 indicates that Accumulated 


Depreciation—Building increased by $7,000. The account, shown on the follow- 
ing page, indicates that depreciation for the year was $7,000 for the building. 
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Account Accumulated Depreciation—Building Account No. 


- Balance 


Item Credit | Debit | Credit | 


SSA cee ieee 


58,300 
65,300 


Balance 
Depreciation for year 


oanmaanenrananerts LET EN 


POEL Om IP te ES A 


Step 2. Deduct the gain on the sale of land of $12,000. 
Analysis: The income statement in Exhibit 3 reports a gain from the sale of 
land of $12,000. The proceeds, which include the gain, are reported in the 
Investing section of the statement of cash flows.’ Thus, the gain of $12,000 is 
deducted from net income in determining cash flows from operating activities. 

Step 3. Add and deduct changes in current operating assets and liabilities. 
Analysis: The increases and decreases in the current operating asset and 
current liability accounts are shown below. 


December 31 


Increase 
Accounts 2012 2011 Decrease* 
Accounts Receivable (net) $ 74,000 $ 65,000 $9,000 
Inventories 172,000 180,000 8,000* 
Accounts Payable (merchandise creditors) 43,500 46,700 3,200* 
Accrued Expenses Payable (operating expenses) 26,500 24,300 2,200 
Income Taxes Payable 7,900 8,400 500* 


Accounts receivable (net): The $9,000 increase is deducted from net income. This is 
because the $9,000 increase in accounts receivable indicates that sales on account 
were $9,000 more than the cash received from customers. Thus, sales (and net in- 
come) includes $9,000 that was not received in cash during the year. 


CASH CRUNCH! By spring 2009, Chrysler dealers around the world found 


themselves with large inventories of unsold cars and trucks, 
Automobile manufacturers such as Chrysler Group LLC resulting in their inability to repay their trade receivables 
sell their cars and trucks through a network of indepen- from Chrysler Group LLC. This led to a significant decline 
dently owned and operated dealerships. The vehicles in Chrysler's cash flow from operating activities that forced 
are sold to the dealerships on credit by issuing a trade the company into a financial restructuring. Ultimately, the 
receivable, which is repaid to Chrysler Group LLC after the company was rescued by a significant investment (cash 
vehicles are sold by the dealership. The economic crisis of inflow from financing activities) from Fiat and the U.S. and 
2008 created a slump in car sales that lasted well into 2009. Canadian governments. 


Source; “Chrysler Restructuring Plan for Long-Term Viability,” Chrysler Group LLC, February 17, 2009, 


Inventories: The $8,000 decrease is added to net income. This is because the $8,000 
decrease in inventories indicates that the cost of merchandise sold exceeds the cost 
of the merchandise purchased during the year by $8,000. In other words, cost of 
merchandise sold includes $8,000 of goods from inventory that was not purchased 
(used cash) during the year. 


Accounts payable (merchandise creditors): The $3,200 decrease is deducted from 
net income. This is because a decrease in accounts payable indicates that the cash 
payments to merchandise creditors exceed the merchandise purchased on account 
by $3,200. Therefore, cost of merchandise sold is $3,200 less than the cash paid to 
merchandise creditors during the year. 


5 The reporting of the proceeds (cash flows) from the sale of land as part of investing activities is discussed later in this chapter. 
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Accrued expenses payable (operating expenses): The $2,200 increase is added to 
net incomic: This is because an increase in accrued expenses payable indicates that 
operating expenses exceed the cash payments for operating expenses by $2,200. In 
other words, operating expenses reported on the income statement AEN $2,200 
that did not require a cash outflow during the year. . 


Income taxes payable: The $500 decrease is deducted from net income. This is be- 
cause a decrease in income taxes payable indicates that taxes paid exceed the amount 
of taxes incurred during the year by $500. In other words, the amount reported on 
the income statement for income tax expense is less than the amount paid by $500. 


excel 


SUCCESS 


Selected income statement items: 


| 
| 
| 


Spreadsheet software can be used to develop the complete statement of cash flows using 
the worksheet approach illustrated in the appendix to this chapter. Here we illustrate the use 
of spreadsheet software for developing the cash flows from operating activities section of the 
statement of cash flows. 
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| | 
; | | 
Net income $ 108,000 | 
Depreciation expense | 7,000 | 
Gain on sale of land | 12,000 | 
| | 
Comparative noncash current assets and liabilities | | | 
| | | 
| Increase/ | 1 = Current asset | 
| December 31, 2012 | December 31, 2011 | (Decrease) | 2 = Current liability | 
Accounts receivable $ 74,000 | $ 65,000 | =B11-C11 1 
Inventories | 172,000 | 180,000 | =B12-C12 | 1 
Accounts payable | 43,500 | 46,700 | =B13-C13 2 
Accrued expenses 26,500 | 24,300 | =B14-C14 22h 
Income taxes payable | 7,900 8,400 | =B15-C15 Za 
| I ia 
Output: | | a. b. | 
} sa 
| a 
Cash flows from operating activities: | | 
Net income =B4 | 
Adjustments to reconcile net income to net cash flow: | c. | 
Depreciation =B5 
24 | Gain on sale of land =-B6 
3 | Changes in current operating assets and liabilities: | | | 
Increase in accounts receivable | =IF(E11=1,-D11,D11) | «4 
Decrease in inventory =|F(E12=1,-D12,D12) 
Decrease in accounts payable =|F(E13=1,-D13,D13) a | 
Increase in accrued expense payable =|F(E14=1,-D14,D14) 
Decrease in income taxes payable =|F(E15=1,-D15,D15) 
Net cash flow from operating activities =SUM(B21:B30) <———  f- 


The input section of the spreadsheet includes the selected income statement items 


that are required on the cash flows from operating activities. These include the net 
income, depreciation expense, and gain on sale of land in this example, B4, B5, and B6. 


The input section also contains the comparative noncash current assets and current 
liabilities from the balance sheet. Begin by computing the Increase/Decrease in 
current assets and current liabilities in the input section: 


a. Enter in D11 the formula for the increase or decrease in accounts receivable, =B11-C11. 


Copy this formula for the remaining current assets and liabilities. 


b. Enter into cells E11 through E16, a number “1” for current assets and a number “2” for 
current liabilities. This is termed an indicator variable, which we will use in a formula below. 


Indicator variables can be any number. For example, 0 or 1 would also work. 


The output section contains the cash flows from operating activities, which is the first section of the 
complete statement of cash flows. The output section is prepared using cell references from the input 
section. It is important to insert cell references with the correct sign. 
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Cc. Enter in cell B21 the cell reference for net income, =B4. Enter in cell B23 the cell reference 
for depreciation, =B5. Enter in cell B24 the cell reference for gain on sale of land as a minus, =-B6. 
d. Enter in cell B26 a formula for calculating the impact of changes in current assets and current 


liabilities on net income in determining net cash flows from operating activities. We will use 
the =IF function to develop a formula that works for all current items. The =IF function is used 
to program your spreadsheet to test for conditions illustrated as follows: 


B26: =IF(E11=1,-D11,D11) 
The logical condition The value that is The value that is entered 
that is being tested. entered into cell B26 if in cell B26 if the answer 
Must include a logical the answer to the to the logical statement is 
operator, such as =, <, logical statement is False. In this case, if 
or >. ls E11=1? Orin True. In this case, if reference (E11) is nota 
English, is this the reference (E11) is current asset (thus, a 
reference (E11) a a current asset, then current liability), then D11 is 
current asset? -D11 is entered in B26. entered in B26. 


After you enter this formula in cell B26, you should see that -D11, or (9,000), is 
entered in cell B26. This is what we want. For current assets, increases are 

subtracted and decreases are added, when adjusting net income to cash flows from 
operating activities. For the current liabilities, the increases and decreases keep 

their sign in adjusting net income to cash flows from operating activities. 

Thus, we have created a single formula that will work for all current assets and 
current liabilities. We only needed to add the indicator variable in the input section for 
the =IF function to work. 


We can now copy this formula to the remaining current assets and liabilities: 


e. Copy B26 to B27:B30. 
f. Enter in C31 the formula to sum cells B21:B30, =SUM(B21:B30). 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 16-3 


Victor Corporation’s current operating assets and liabilities from the company’s comparative balance sheet were as follows: 


Dec. 31, 2013 Dec. 31, 2012 
Accounts receivable $ 6,500 $ 4,900 


Inventory 12,300 15,000 
Accounts payable 4,800 5,200 
Dividends payable 5,000 4,000 


Adjust Victor's net income of $70,000 for changes in operating assets and liabilities to arrive at cash flows from 
Operating activities. 


' Follow My Example 16-3 


Net TRCOMIG ics: es BPEL MATAR Lec A ate tile ae ona er $70,000 
Adjustments to reconcile net income to net cash flow from operating activities: 
Changes in current operating assets and liabilities: 
increase in-accourits Feéeivable 4 wis. 20 aa «VIN Ge Cente eee ee (1,600) 
Decrease in Inventory: aissael: oticwasava eines aise dare len wat tices Geral tar a 2,700 


Dectease in accounts payable, ot; uh iatnes ocak as acvonad cores capes ee (400) 
Net cash flow from operating activities $70,700 


Bib) aO Te ACC a Be) <8 68a 6.6 dw! aie he 6. © (eee wi elnie eum Sie ele beeitve fateve era 


Note: The change in dividends payable impacts the cash paid for dividends, which is disclosed under financing activities. 


Practice Exercises: PE 16-3A, PE 16-3B 
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Using the preceding analyses, Rundell’s net income of $108,000 is converted to 
cash flows from operating activities of $100,500 as shown in Exhibit 5, on page 731. 


Integrity, Objecti 


CREDIT POLICY AND CASH FLOW 


One would expect customers to pay for products and ser- 
vices sold on account. Unfortunately, that is not always the 
case. Collecting accounts receivable efficiently is the key to 
turning a current asset into positive cash flow. Most entrepre- 
neurs would rather think about the exciting aspects of their 
business—such as product development, marketing, sales, 
and advertising—than credit collection. This can be a mis- 
take. Hugh McHugh of Overhill Flowers, Inc., decided that 
he would have no more trade accounts after dealing with 


MECN as PRCT STEN 


SOLES UHoE se RINNE CNN SE ee a ee 


vity, and Ethics in Business 


sometimes not paid at all. As stated by one collection ser- 
vice, “One thing business owners always tell me is that they 
never thought about [collections] when they started their 
own business.” To the small business owner, the collection 
of accounts receivable may mean the difference between 
succeeding and failing. 

Source: Paulette Thomas, “Making Them Pay: The Last Thing Most 
Entrepreneurs Want to Think About Is Bill Collection; It Should 


Be One of the First Things,” The Wall Street Journal, September 19, 
2005, p. RO. 
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Christmas orders that weren't paid for until late February, or 


Example Exercise 16-4 


Omicron Inc. reported the following data: 


$120,000 
12,000 
15,000 
5,000 
2,000 


Net income 

Depreciation expense 

Loss on disposal of equipment 
Increase in accounts receivable 
Decrease in accounts payable 


Prepare the Cash Flows from Operating Activities section of the statement of cash flows using the indirect method. 


Follow My Example 16-4 


Cash flows from operating activities: 
Net income 
Adjustments to reconcile net income to net cash flow 
from operating activities: 
Depreciation expense 
Loss on disposal of equipment 
Changes in current operating assets and liabilities: 
‘Increase in accounts receivable 
Decrease in accounts payable 


$120,000 


12,000 
15,000 
(5,000) 


$140,000 


Dividends 


The retained earnings account of Rundell Inc., shown on page 729, indicates cash 
dividends of $28,000 declared during the year. However, the dividends payable 
account, shown below, indicates that only $24,000 of dividends were paid during 


the year. 
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Account No. 


| Debit 


10,000 


Balance 


Cash paid 10,000 = 
Dividends declared 14,000 14,000 
Cash paid 14,000 —_ 


Dividends declared 14,000 14,000 


Soper ymin y Sag ee pe oct nance uaneesneenent en eRe S cP trometer 


Since dividend payments are a financing activity, the dividend payment of $24,000 is 
reported in the Financing Activities section of the statement of cash flows, as shown below. 


Cash flows from financing activities: 
Cash) paid fordividemds titer aa tamcia.setasta atone treat. taaener.ye $24,000 


Common Stock 


The common stock account increased by $8,000, and the paid-in capital in excess of 
par—common stock account increased by $40,000, as shown below. These increases 
were from issuing 4,000 shares of common stock for $12 per share. 


Account No. 


| Credit | 


Item 


16,000 
24,000 


Balance 
4,000 shares issued for cash 


-Common Stock Account No, 


Balance 80,000 
4,000 shares issued for cash 40,000 120,000 


ER 


This cash inflow is reported in the Financing Activities section as follows: 


Cash flows from financing activities: 
Cash received from sale of common stock .............0.0--. $48,000 


Bonds Payable 


The bonds payable account decreased by $50,000, as shown below. This decrease is 
from retiring the bonds by a cash payment for their face amount. 
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Account Bonds Payable 


Account No. 


Balance 


Credit Credit 


remeceresene 


Balance 150,000 i 
Retired by payment of cash 
at face amount 100,000 


This cash outflow is reported in the Financing Activities section as follows: 


Cash flows from financing activities: 
Gashipaiditometinebonds payables. oo. os... ces cei seciens $50,000 


Building 


The building account increased by $60,000, and the accumulated depreciation—building 
account increased by $7,000, as shown below. 


| Account Building Account No. 


Balance 


Date Credit 


Debit Credit 


2012 
Jan. 1| Balance 


Dec. |27| Purchased for cash 


200,000 
260,000 


Account Accumulated Depreciation—Building Account No. 


Credit Credit 


Balance 58,300 
Depreciation for the year 65,300 


The purchase of a building for cash of $60,000 is reported as an outflow of cash 
in the Investing Activities section as follows: 


Cash flows from investing activities: 
Cash paid for purchase of building .....--+-+++++ee seer eeeees $60,000 


The credit in the accumulated depreciation—building account represents deprecia- 
tion expense for the year. This depreciation expense of $7,000 on the building was 
added to net income iu determining cash flows from operating activities, as reported 
in Exhibit 5, on page 731. 


Land 


The $45,000 decline in the land account was from two transactions, as shown below. 
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Account Land Account No. : 


Balance 


Credit | Debit | Credit | | 


Date 


2012 
Jan. 1| Balance 


June | 8| Sold for $72,000 cash 
Oct. |12] Purchased for $15,000 cash 


125,000 
65,000 
80,000 


60,000 


Ri Sa NSB a RS SSUES RRC 
: & 


The June 8 transaction is the sale of land with a cost of $60,000 for $72,000 in 
cash. The $72,000 proceeds from the sale are reported in the Investing Activities 
section, as follows: 


Cash flows from investing activities: 
Gashireceived from salerotp laine rgereerecystelorancroscreraineretenstonereretrs $72,000 


The proceeds of $72,000 include the $12,000 gain on the sale of land and the 
$60,000 cost (book value) of the land. As shown in Exhibit 5, on page 731, the 
$12,000 gain is deducted from net income in the Cash Flows from Operating Ac- 
tivities section. This is so that the $12,000 cash inflow related to the gain is not 
included twice as a cash inflow. 

The October 12 transaction is the purchase of land for cash of $15,000. This 
transaction is reported as an outflow of cash in the Investing Activities section, 
as follows: 


Cash flows from investing activities: 
Gashipaldifonpurchaseion lain dere escate ceases eer nee $15,000 


Example Exercise 16-5 


Alpha Corporation purchased land for $125,000. Later in the year, the company sold a different piece of land with a 
book value of $165,000 for $200,000. How are the effects of these transactions reported on the statement of cash flows? 


Follow My Example 16-5 


The gain on sale of land is deducted from net income as shown below. 


Gain onsale of lati ies ae ee ee ee $ (35,000) 


The purchase and sale of land is reported as part of cash flows from investing activities as shown below. 


Gash received from sale or landers iy os eee ca eo ee 200,000 
Gash paid for purchase olan: enous cay Metre bee eae ee (125,000) 


Pee meee eee nsw ee recess essere areeenes cnet ese as erie se eeeneseneennssieie anh 


Practice Exercises: PE 16-5A,PE16-5B 


Preparing the Statement of Cash Flows 


The statement of cash flows for Rundell Inc. using the indirect method is shown in 
Exhibit 6. The statement of cash flows indicates that cash increased by $71,500 dur- 
ing the year. The most significant increase in net cash flows ($100,500) was from 
operating activities. The most significant use of cash ($26,000) was for financing 
activities. The ending balance of cash on December 31, 2012, is $97,500. This end- 
ing cash balance is also reported on the December 31, 2012, balance sheet shown 
in Exhibit 3 on page 729. 
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. rE x H & I T 6 
Rundell tne. | 
Statement of Cash Flows Statement of 
For the Year Ended December 31, 2012 Cash Flows— 


; ” Indirect Method 
Cash flows from operating activities: 


tit Ue i UNO 


| een ner acai. he ese ee ee $108,000 — 
| Adjustments to reconcile net income to net ‘fort eae Ht 
| cash flow from operating activities: 

Depreciation... de ee ee 7,000 / 
Gain on sale of land............... pee i ectats ae i  3(2;000) = : 
' Changes in current operating assets and liabilities: ey Wee mega amen a a al ny ea ty OF ene | 
Increase in accounts receivable........... iain Gyre OOOO) ce ait 
Decrease in iriventories! fl . dis. db ctislaad es ary (3/0005 2 ia | 
. Decrease in accounts payable ....... AG aa Sie can Rea ae oetaed (217010) if 
Increase in accrued expenses payable........ ane fe aap ae eae 
| Decrease in income taxes payable ........... Ss ee eters: . (500) | 
_ Net cash flow from operating activities ................. ie == 1S1'00:500 
: Cash flows from investing activities: care mattis ee pip Es: Seb tettecte 7 
: phbnutesd at : ; oo | 
| Cash from sale of land................ Ses Sa EAA EOIN sey ae poet S72 3000i saat ; | 
/ Less: Cash paid to purchase land .......-.-.0seeeese0e0s $15,000, eas 
| Cash paid for purchase of building ...... wee 2 ee Coo... | 75,000 Ray ee es She nue es 
Net cash flow used for investing activities........ ee ash aneeieeneMe Nelo) ortes 
Cash flows from financing activities: sae cenea Wate etc TS Ott 
' Cash received from sale of common stock........ Bai ghia te, =i 4 ie Srheey 
/ Less: Cash paid to retire bonds payable...............55 a 000 Pa Dane 
| Cash paid for dividends........ ke) thee] 24,000 = 74,000 5 

Net cash flow used for financing activities ............6.00 | f, Mies 06, 000) 

DPB NCKERSS WANCOE IN eee yeant- iar a Sacre Sale IR 43 eRe ee ee ee Hu $71,500 
| Cash at the beginning of the year............. SECA een Si Bea oe esa dt 26000: 
| Cash at the end of the year....... BA aa ee nee RA A URT a een eet aot un $ 97,500: i 


Statement of Cash Flows—The Direct Method El eee 


statement of 


The direct method reports cash flows from operating activities as follows: cash flows, using the 


: ee direct method. 
Cash flows from operating activities: 


GASH ECEIVEGIEON CUSLOIMENS «aie. ceric <a © cine vi ofelewieiets ers ee mi scinicieie + ieieinee S XXX 
Less: Cash payments for merchandise .......-.- esses eee cece seen ences $ XXX 

Cash payments for operating Expenses .... 1.6.6 e eee eee ence eens XXX 

Cash payments for interest... 0... cee teeter e tere ence tne enene XXX 

Cash payments for income taxes .....-. see eee cece cette eens XXX XXX 
Net cash flows from operating activities ....... 6 eee e eee eee teen eee $ XXX 


The Cash Flows from Investing and Financing Activities sections of the statement 
of cash flows are exactly the same under both the direct and indirect methods. The 
amount of cash flows from operating activities is also the same, but the manner in 
which it is reported is different. 

Under the direct method, the income statement is adjusted to cash flows from 
operating activities as follows: 


Income Statement Adjusted to Cash Flows from Operating Activities 


Sales = Cash received from customers 
Cash payments for merchandise 


L 


Cost of merchandise sold 
Operating expenses: 
Depreciation expense N/A N/A 
Other operating expenses Cash payments for operating expenses 
Gain on sale of land N/A N/A 
Interest expense Cash payments for interest 
Income tax expense Cash payments for income taxes 


Net income Cash flows from operating activities 
ama 


L 


eS: 


N/A—Not applicable 
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As shown above, depreciation expense is not adjusted or reported as part of 
cash flows from operating activities. This is because deprecation expense does not 
involve a cash outflow. The gain on sale of land is also not adjusted and is not 
reported as part of cash flows from operating activities. This is because the cash 
flow from operating activities is determined directly, rather than by reconciling 
net income. The cash proceeds from the sale of land are reported as an investing 
activity. 

To illustrate the direct method, the income statement and comparative balance 
sheet for Rundell Inc. shown in Exhibit 3, on pages 728-729, are used. 


Cash Received from Customers 


The income statement (shown in Exhibit 3) of Rundell Inc. reports sales of 
$1,180,000. To determine the cash received from customers, the $1,180,000 is 
adjusted for any increase or decrease in accounts receivable. The adjustment is 
summarized below. 


Cash received 
from customérs 


a 


The cash received from customers is $1,171,000, computed as follows: 


Sales $ 1,180,000 
Less increase in accounts receivable 9,000 
Cash received from customers $1,171,000 


The increase of $9,000 in accounts receivable (shown in Exhibit 3) during 2012 
indicates that sales on account exceeded cash received from customers by $9,000. In 
other words, sales include $9,000 that did not result in a cash inflow during the year. 
Thus, $9,000 is deducted from sales to determine the cash received from customers. 


Example EXercise 16-6 


Sales reported on the income statement were $350,000. The accounts receivable balance declined $8,000 over the year. 
Determine the amount of cash received from customers. 


Follow My Example 16-6 


$350,000 
8,000 
$ 358,000 


Cash Payments for Merchandise 


The income statement (shown in Exhibit 3) for Rundell Inc. reports cost of merchan- 
dise sold of $790,000. To determine the cash payments for merchandise, the $790,000 
is adjusted for any increases or decreases in inventories and accounts payable. As- 
suming the accounts payable are owed to merchandise suppliers, the adjustment is 
summarized below. 


Chapter 16 Statement of Cash Flows 741 


Cash payments 
for merchandise 


AND = 


The cash payments for merchandise are $785,200, computed as follows: 


Cost of merchandise sold $790,000 
Deduct decrease in inventories (8,000) 
Add decrease in accounts payable 3,200 
Cash payments for merchandise $785,200 


The $8,000 decrease in inventories (from Exhibit 3) indicates that the merchandise 
sold exceeded the cost of the merchandise purchased by $8,000. In other words, 
cost of merchandise sold includes $8,000 of goods sold from inventory that did not 
require a cash outflow during the year. Thus, $8,000 is deducted from the cost of 
merchandise sold in determining the cash payments for merchandise. 

The $3,200 decrease in accounts payable (from Exhibit 3) indicates that cash 
payments for merchandise were $3,200 more than the purchases on account during 
2012. Therefore, $3,200 is added to the cost of merchandise sold in determining the 
cash payments for merchandise. 


Example Exercise 16-7 = 


Cost of merchandise sold reported on the income statement was $145,000. The accounts payable balance increased by 
$4,000, and the inventory balance increased by $9,000 over the year. Determine the amount of cash paid for merchandise. 


Follow My Example 16-7 


Cost of merchandise sold...........:.0.sperersreoneesnectersensnennensnnntersnss $145,000 
AA TOSS MNIVERRONIES «52 cyiicacili zens cones tot hGatcereamacers rene Gee eae 9,000 
Deduct increase in accounts payable ............seeee eee eee en en ene n eee e een e eens (4,000) 
Cash paid for merchandise ...............+5 AL I a ea ee LOD ars assoc geben « $150,000 


ae ea rei I Omir ew pt vie A) J va' das aes haveipioaotegaieleng eiuieleno Gn, avalisne a. sssiptalnisisi bine a) as aya epale.elSdsansererere: ece.Qieisisn Uuelsss on ita te Nee SLSI RS a secre een aac 
Se eee etn ar Dh poet Meee On nibs OUST CO OCDE Teco Jaime aed an OOD ACRE Ok eC OUT aE ARS Da ef MT i Sie Race AN Sea Rg ele area Nel es | 


Cash Payments for Operating Expenses 


The income statement (from Exhibit 3) for Rundell Inc. reports total operating ex- 
penses of $203,000, which includes depreciation expense of $7,000. Since deprecia- 
tion expense does not require a cash outflow, it is omitted from cash payments for 


operating expenses. 
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To determine the cash payments for operating expenses, the other operating 
expenses (excluding depreciation) of $196,000 ($203,000 — $7,000) are adjusted 
for any increase or decrease in accrued expenses payable. Assuming that the 
accrued expenses payable are all operating expenses, this adjustment is sum- 
marized below. 


Cash payments 
for operating 
expenses 


The cash payments for operating expenses are $193,800, computed as follows: 


Operating expenses other than depreciation $196,000 
Deduct increase in accrued expenses payable (2,200) 
Cash payments for operating expenses $193,800 : 


The increase in accrued expenses payable (from Exhibit 3) indicates that the 
cash payments for operating expenses were $2,200 less than the amount reported 
for operating expenses during the year. Thus, $2,200 is deducted from the operating 
expenses in determining the cash payments for operating expenses. 


Gain on Sale of Land 


The income statement for Rundell Inc. (from Exhibit 3) reports a gain of $12,000 
on the sale of land. The sale of land is an investing activity. Thus, the proceeds 
from the sale, which include the gain, are reported as part of the cash flows from 
investing activities. 


Interest Expense 


The income statement (from Exhibit 3) for Rundell Inc. reports interest expense of 
$8,000. To determine the cash payments for interest, the $8,000 is adjusted for any 
increases or decreases in interest payable. The adjustment is summarized as follows: 


Cash payments 
for interest 


The comparative balance sheet of Rundell Inc. in Exhibit 3 indicates no interest 
payable. This is because the interest expense on the bonds payable is paid on June 1 
and December 31. Since there is no interest payable, no adjustment of the interest 
expense of $8,000 is necessary. 


Cash Payments for Income Taxes 


The income statement (from Exhibit 3) for Rundell Inc. reports income tax expense 
of $83,000. To determine the cash payments for income taxes, the $83,000 is adjusted 


for any increases or decreases in income taxes payable. The adjustment is summa- 
rized below. 
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Cash payments 
for income taxes 


Income tax 
expense 

| (reported 
on income 
statement) 


The cash payments for income taxes are $83,500, computed as follows: 


Income tax expense $83,000 
Add decrease in income taxes payable 500 
Cash payments for income taxes $83,500 


The $500 decrease in income taxes payable (from Exhibit 3) indicates that the cash 
payments for income taxes were $500 more than the amount reported for income tax 
expense during 2012. Thus, $500 is added to the income tax expense in determining 
the cash payments for income taxes. 


Reporting Cash Flows from Operating 
Activities—Direct Method 


The statement of cash flows for Rundell Inc. using the direct method for reporting cash 
flows from operating activities is shown in Exhibit 7. The portions of the statement 
that differ from those prepared under the indirect method are highlighted in color. 


Rundell Inc. 


Statement of Cash Flows ; Statement of 
For the Year Ended December 31, 2012 ; Cash Flows— 
| Direct Method 
Cash flows from operating activities: 
Cash received from customers $1,171,000 
Deduct: Cash payments for merchandise $785,200 
Cash payments for operating expenses 193,800 
Cash payments for interest 8,000 
Cash payments for income taxes 83,500 1,070,500 
Net cash flow from operating activities $100,500 


Cash flows from investing activities: 
Cash from sale of land S$ 72:000 
Less: Cash paid to purchase land $ 15,000 
Cash paid for purchase of building 60,000 75,000 
Net cash flow used for investing activities 
Cash flows from financing activities: 
Cash received from sale of common stock $ 48,000 
Less: Cash paid to retire bonds payable $ 50,000 
Cash paid for dividends 24,000 74,000 


‘Net cash flow used for financing activities (26,000) 
§$ 71,500 


26,000 
$ 97,500 


Increase in cash 
Cash at the beginning of the year 
Cash at the end of the year 
Schedule Reconciling Net Income with Cash 
Flows from Operating Activities: 
Cash flows from operat’ 3g activities: 


Net income $108,000 


(Continued) 
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Rundell Inc. 


i 

Statement of Statement of Cash Flows | 
Cash Flows— For the Year Ended December 31, 2012 
Direct Method iL 
Adjustments to reconcile net income to net cash i 

(concluded) flow from o i ivities: 
perating activities: | 

Depreciation... .S RRyseeo tur anihecaime meyer fae 7,000 

Gainvon sale‘oflandune ita e. ti ce ener (12,000) 

Changes in current operating assets and ; 

liabilities: i 

Increase in accounts receivable............... (9,000) } 

Decrease in INVENTORY)... 600 sc Be tele rien 8,000 

Decrease in accounts payable.............+.-. (3,200) 

Increase in accrued expenses payable......... 2,200 | 

: Decrease in income taxes payable............. (500) i 

Net cash flow from operating activities ................ $100,500 i 


serene reneecansecmetetciaceacoonstamrscnecnesaas st 


Exhibit 7 also includes the separate schedule reconciling net income and net cash 
flow from operating activities. This schedule is included in the statement of cash 
flows when the direct method is used. This schedule is similar to the Cash Flows 
from Operating Activities section prepared under the indirect method. 


mieten ES catimsaysiti 


IFRS FOR STATEMENT OF CASH FLOWS be reported as either an operating or an investing 


activity. In contrast, U.S. GAAP reports interest paid 
or received as an operating activity. 

* Dividends paid can be reported as either an op- 
erating or a financing activity, while dividends re- 
ceived can be reported as either an operating or 
an investing activity. In contrast, U.S. GAAP reports 
dividends paid asa financing activity and dividends 
received as an operating activity. 

* Cash flows to pay taxes are reported as a separate line 
in the operating activities, in contrast to U.S. GAAP, 

* Interest paid can be reported as either an operating which does not require a separate line disclosure. 
or a financing activity, while interest received can 


The statement of cash flows is required under International 
Financial Reporting Standards (IFRS). The statement of cash 
flows under IFRS is similar to that reported under U.S. GAAP 
in that the statement has separate sections for operating, 
investing, and financing activities. Like U.S. GAAP, IFRS also 
allow the use of either the indirect or direct method of 
reporting cash flows from operating activities. IFRS differ 
from U.S. GAAP in some minor areas, including: 


* IFRS are further discussed and illustrated on pages 716-716G and in Appendix D. 


[FAT] Financial Analysis and Interpretation: 
Describe and Free Cash Flow 


illustrate the 


use of free cash flowin | A Valuable tool for evaluating the cash flows of a business is free cash flow. Free cash 

evaluating a company’s flow measures the operating cash flow available to a company to use after purchasing 

cash flow. the property, plant, and equipment (PP&E) necessary to maintain current productive 
capacity.° It is computed as follows: 


Cash flow from operating activities SXXX 
Less: Investments in PP&E needed to maintain current production XXX 
Free cash flow SXXX 


6 Productive capacity is the number of goods the company is currently producing and selling. 


Chapter 16 Statement of Cash Flows 745 


Analysts often use free cash flow, rather than cash flows from operating activities, 
to measure the financial strength of a business. Industries such as airlines, railroads, 
and telecommunications companies must invest heavily in new equipment to remain 
competitive. Such investments can significantly reduce free cash flow. For example, 
Verizon Communications Inc.’s free cash flow is less than 35% of the cash flow from op- 
erating activities. In contrast, The Coca-Cola Company’s free cash flow is approximately 
74% of the cash flow from operating activities. 

To illustrate, the cash flow from operating activities for Research in Motion, Inc., maker 
of BlackBerry® smartphones, was $1,452 million in a recent fiscal year. The statement of 
cash flows indicated that the cash invested in property, plant, and equipment was $834 
million. Assuming that the amount invested in property, plant, and equipment is necessary 
to maintain productive capacity, free cash flow would be computed as follows (in millions): 


Cash flow from operating activities $1,452 
Less: Investments in PP&E needed to maintain current production 834 
Free cash flow $ 618 


Research in Motion’s free cash flow was 43% of cash flow from operations and 
over 5% of sales. Compare this to the calculation of free cash flows for Apple, Inc. 
(a computer company), The Coca-Cola Company (a beverage company), and Verizon 
Communications, Inc. (a telecommunications company) shown below (in millions): 


Apple, The Coca-Cola Verizon 
Inc. Company Communications, Inc. 

Sales $36,537 $31,944 $97,354 
Cash flow from operating 

activities $10,159 S Ail $26,620 
Less: Investments in PP&E needed 

to maintain current production 1,144 1,968 17,238 
Free cash flow $ 9,015 $ 5,603 $ 9,382 
Free cash flow as a percentage 

of cash flow from operations 89% 74% 35% 
Free cash flow as a percentage 

of sales 25% 18% 10% 


Positive free cash flow is considered favorable. A company that has free cash flow 
is able to fund internal growth, retire debt, pay dividends, and benefit from financial 
flexibility. A company with no free cash flow is unable to maintain current produc- 
tive capacity. Lack of free cash flow can be an early indicator of liquidity problems. 
As one analyst notes, “Free cash flow gives the company firepower to reduce debt 
and ultimately generate consistent, actual income.”’ 


Example Exercise 16-8 


Omnicron Inc. reported the following on the company’s cash flow statement in 2012 and 2011: 


2012 2011 
we a way Os es ee ee ee 
Net cash flow from operating activities $140,000 $120,000 
Net cash flow used for investing activities (120,000) (80,000) 
Net cash flow used for financing activities (20,000) (32,000) 


Seventy-five percent of the cash flow used for investing activities was used to replace existing capacity. 


a. Determine Omnicror’s free cash flow. 
b. Has Omnicron’s free cash flow improved or declined from 2011 to 2012? 


seorsncuteiiostnaisenne eet nt a YY 


(Continued) 


7 Jill Krutick, Fortune, March 30, 1998, p. 106. 
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™$120,000 x 75% 
2 $80,000 x 75% 
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Follow My Example 16-8 


a. 
2012 2011 
Cash flow from operating activities $140, 000 $120,000 
Less: Investments in fixed assets to maintain current production __90,000' 60,0007 
Free cash flow $_ 50,000 $_ 60,000 


b. The change from $60,000 to $50,000 indicates an unfavorable trend. 
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Practice Exercises: PE 16-8A, PE 16-8B 


= 


Spreadsheet (Work Sheet) for Statement of 
Cash Flows—The Indirect Method 


A spreadsheet (work sheet) may used in preparing the statement of cash flows. How- 
ever, whether or not a spreadsheet (work sheet) is used, the concepts presented in 
this chapter are not affected. 

The data for Rundell Inc., presented in Exhibit 3 on pages 728-729, are used 
as a basis for illustrating the spreadsheet (work sheet) for the indirect method. The 
steps in preparing this spreadsheet (work sheet), shown in Exhibit 8, are as follows: 


Step 1. 
Step 2. 


Step 3. 
Step 4. 


Step 5. 
Step 6. 


Step 7. 


List the title of each balance sheet account in the Accounts column. 

For each balance sheet account, enter its balance as of December 31, 2011, in 
the first column and its balance as of December 31, 2012, in the last column. 
Place the credit balances in parentheses. 

Add the December 31, 2011 and 2012 column totals, which should total to zero. 
Analyze the change during the year in each noncash account to determine its 
net increase (decrease) and classify the change as affecting cash flows from 
operating activities, investing activities, financing activities, or noncash investing 
and financing activities. 


Indicate the effect of the change on cash flows by making entries in the 
Transactions columns. 


After all noncash accounts have been analyzed, enter the net increase (decrease) 
in cash during the period. 


Add the Debit and Credit Transactions columns. The totals should be equal. 


: Cen 
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Step 2 


subeboontsuesoni vid T ye) _Balance, | __‘Transactions ——_—| Balance, _ 
ne peony ‘Dec. 31, 2011 Debit = — Credit Dec. 31, 2012 


71,500 


Step 1 


(i) O| | 
Accumulated depreciation—building ti bex(S8800) 2). OD Bt 1 ra) 7,000) (65,300), 
Accounts payable (merchandise creditors) (46,700) (h), 3,200, | (43,500) 
Accrued expenses payable (operating expenses) _ | (24,300), (g) 2,200} (26,500) 
Income taxes payable . r “1 (8,400)! (f ell ee ES), 
Dividends payable es A ee BUI (14,000) 
Bonds payable “a | ), > fe) (100,000), 
BCommonstocks estes ten ee Ee (ce) 8,000[ (24,000) 
Paid-in capital inexcess ofpar __| (80,000) | (©) 40,000 | (120,000) 
19 Retainedeamings = is | (b)|_ 2 108,000 


Sale ofland 7 Baul pieeeec amoral) el, 000s rule reraeed| 
Purchase of land Say oS Ge ES T (KL 15,000| | 
fy. Purchase ofland spread oeueniai ies tii Se een a 
hi oe RORZE0UL RE Scales eee 

PT ay 80,000, 

_(b), 28,000 

= 1 ae eee ee ee 
ait eis eh bes (OL 75001 i 
are eae [| 249,200 |__| 249,200 ae 


Analyzing Accounts 


Steps 4-7 


In analyzing the noncash accounts (Step 4), try to determine the type of cash flow 
activity (operating, investing, or financing) that led to the change in account. As each 
noncash account is anelyzed, an entry (Step 5) is made on the spreadsheet (work 
sheet) for the type of cash flow activity that caused the change. After all noncash 
accounts have been analyzed, an entry (Step 6) is made for the increase (decrease) 


in cash during the period. 


The entries made on the spreadsheet are not posted to the ledger. They are only 
used in preparing and summarizing the data on the spreadsheet. 
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The order in which the accounts are analyzed is not important. However, 
it is more efficient to begin with Retained Earnings and proceed upward in the 
account listing. 


Retained Earnings 


The spreadsheet (work sheet) shows a Retained Earnings balance of $202,300 at 
December 31, 2011, and $282,300 at December 31, 2012. Thus, Retained Earnings 
increased $80,000 during the year. This increase is from the following: 


1. Net income of $108,000 
2. Declaring cash dividends of $28,000 


To identify the cash flows from these activities, two entries are made on the 
spreadsheet. 

The $108,000 is reported on the statement of cash flows as part of “cash flows 
from operating activities.” Thus, an entry is made in the Transactions columns on 
the spreadsheet as follows: 


(a) Operating Activities—Net INCOME.............. cece cece ese ceseneeee 108,000 
Retained Earnings: ).. «asessaee +s. lemceatusyes'. « -ncstiericts - tenerenens 108,000 


The preceding entry accounts for the net income portion of the change to Retained 
Earnings. It also identifies the cash flow in the bottom portion of the spreadsheet as 
related to operating activities. 

The $28,000 of dividends is reported as a financing activity on the statement of 
cash flows. Thus, an entry is made in the Transactions columns on the spreadsheet 
as follows: 


(by. -Retained EanninGS « sjs.ci0 5% aces 9.5 «eye + eeeeeeeele aren erie ater 28,000 
Financing Activities—Declared Cash Dividends ................. 28,000 


The preceding entry accounts for the dividends portion of the change to Retained 
Earnings. It also identifies the cash flow in the bottom portion of the spreadsheet 
as related to financing activities. The $28,000 of declared dividends will be adjusted 
later for the actual amount of cash dividends paid during the year. 


Other Accounts 


The entries for the other noncash accounts are made in the spreadsheet in a manner 
similar to entries (a) and (b). A summary of these entries is as follows: 


(c) Financing Activities—Issued Common Stock...........0.eeeeeecees 48,000 

COMMON STOCK rrr cetteicis ores. Rese ernre ear nee 8,000 

Paid-In Capital in Excess of Par—Common Stock..............-. 40,000 
(Gd) (Bonds Paya bles rec racira tics cata cc sre cain tet ae eee Se 50,000 

Financing Activities—Retired Bonds Payable.................... 50,000 
(e) Financing Activities—Increase in Dividends Payable................ 4,000 

Dividemas|Pavab le siawss cme cca eres aisle rantene eae ene 4,000 
(f). glncomejfaxes Payable os: cuuncke <qacaee oe hie een eee 500 

Operating Activities—Decrease in Income Taxes Payable........ 500 
(g) Operating Activities—Increase in Accrued Expenses Payable ....... 2,200 

ACGKUBGIEXPENSES: Raval lean... 1c ssjaeiae aoe Eerie ieee 2,200 
(ht): eACCOUMTSIPAV A DIG ce chs. ovela sfecscasass:)o.ccerora che Ree 3,200 

Operating Activities—Decrease in Accounts Payable............ 3,200 
(i) Operating Activities—Depreciation of Building .................... 7,000 


Accumulated Depreciation—Building ...............ceeeeceeuee 7,000 
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(hy BRETTON reac SR OnSb An icin beh knee 60,000 

Investing Activities—Purchase of Building ...................2. 60,000 
(PONS e terre ree ener ee 15,000 

Investing Activities—Purchase of Land...............cceeeeeeees 15,000 
ly “investing Activities—-Salelof Land... 0.6... ececcccecececcsceecén. 72,000 

Operating Activities—Gain on Sale of Land................000-. 12,000 

BAC Ree ene ee ee Sk me eae ER SOE OEE ETE ATE f 60,000 
(m) Operating Activities—Decrease in Inventories................-..-.. 8,000 

INVEMCOMEeSte seer ne en meme net, Smee ene Pe EVEN got | 8,000 
(in) i NecountsiReceiVablevurs.g&.c...bo.chhios.sclola.bedeacdcedsah evassien 9,000 

Operating Activities—Increase in Accounts Receivable.......... 9,000 
(CE Cash en tcc ttt Rs, Pe cuccien sinned MEM sc orl oh aes, & 71,500 

Netalmeneasenin Cash ccrtecnc merece eins ameter. tees MEI 71,500 


After all the balance sheet accounts are analyzed and the entries made on the 
spreadsheet (work sheet), all the operating, investing, and financing activities are 
identified in the bottom portion of the spreadsheet. The accuracy of the entries is 
verified by totaling the Debit and Credit Transactions columns. The totals of the 
columns should be equal. 


Preparing the Statement of Cash Flows 


The statement of cash flows prepared from the spreadsheet is identical to the state- 
ment in Exhibit 6 on page 739. The data for the three sections of the statement are 
obtained from the bottom portion of the spreadsheet. 


| At a Glance 


1 Describe the cash flow activities reported in the statement of cash flows. 


Key Points The statement of cash flows reports cash receipts and cash payments by three types of activities: 
operating activities, investing activities, and financing activities. Cash flows from operating activities are the cash 
inflow or outflow from a company’s day-to-day operations. Cash flows from investing activities show the cash 
inflows and outflows related to changes in a company’s long-term assets. Cash flows from financing activities 
show the cash inflows and outflows related to changes in a company’s long-term liabilities and stockholders’ 
| equity. Investing and financing for a business may be affected by transactions that do not involve cash. The ef- 
| fect of such transactions should be reported in a separate schedule accompanying the statement of cash flows. 


: Example (pe Practice 
Learning Outcomes Exercises Exercises 


* Classify transactions that either provide or use cash into either EE16-1 PE16-1A, 16-1B 


operating, investing, or financing activities. 
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WE Prepare a statement of cash flows, using the indirect method. 


Key Points The indirect method reports cash flow from operating activities by adjusting net income for rev- 
enues and expenses that do not involve the receipt or payment of cash. Noncash expenses such as depre- 
ciation are added back to net income. Gains and losses on the disposal of assets are added to or deducted 
from net income. Changes in current operating assets and liabilities are added to or subtracted from net 
income depending on their effect on cash. Cash flow from investing activities and cash flow from financing 
activities are reported below cash flow from operating activities in the statement of cash flows. 

Learning Outcomes di Ps plow s 
Determine cash flow from operating activities under the indirect EE16-2 
method by adjusting net income for noncash expenses and gains 
and losses from asset disposals. 


Practice 
Exercises 
PE16-2A, 16-2B 


PE16-3A, 16-3B 


Determine cash flow from operating activities under the indirect EE16-3 
method by adjusting net income for changes in current operating 
assets and liabilities. 


PE16-4A, 16-4B 


. 


PE16-5A, 16-5B 


Prepare the Cash Flows from Operating Activities section of the 
statement of cash flows using the indirect method. 


Prepare the Cash Flows from Investing Activities and Cash Flows 
from Financing Activities sections of the statement of cash flows. 


Prepare a statement of cash flows, using the direct method. 


Key Points The amount of cash flows from operating activities is the same under both the direct and indirect 
methods, but the manner in which cash flow from operating activities is reported is different. The direct method 
reports cash flows from operating activities by major classes of operating cash receipts and cash payments. 
The difference between the major classes of total operating cash receipts and total operating cash payments 
is the net cash flow from operating activities. The Cash Flows from Investing and Financing Activities 
sections of the statement are the same under both the direct and indirect methods. 


Example Practice 


Learning Outcomes 


Exercises Exercises 
* Prepare the cash flows from operating activities and the remainder of EE16-6 PE16-6A, 16-6B 
the statement of cash flows under the direct method. EE16-7 PE16-7A, 16-7B 


ry Describe and illustrate the use of free cash flow in evaluating a company’s cash flow. 


Key Points Free cash flow measures the operating cash flow available for company use after purchasing the 
fixed assets that are necessary to maintain current productive capacity. It is calculated by subtracting these 
fixed asset purchases from cash flow from operating activities. A company with strong free cash flow is able 
to fund internal growth, retire debt, pay dividends, and enjoy financial flexibility. A company with weak free 
cash flow has much less financial flexibility for such activities. 


Practice 
Exercises 


Learning Outcomes Example 
Exercises 


¢ Describe free cash flow. 


¢ Calculate and evaluate free cash flow. EE16-8 


PE16-8A, 16-8B 
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Key Terms 
cash flow per share (727) cash flows from operating indirect method (726) 
cash flows from financing activities (724) statement of cash flows (724) 


activities (725) 


direct method (725) 


cash flows from investing free cash flow (744) 


activities (724) 


Illustrative Problem 


The comparative balance sheet of Dowling Company for December 31, 2012 and 2011, is 
as follows: 


Dowling Company 
Comparative Balance Sheet 
December 31, 2012 and 2011 


2012 2011 
“ = Assets we 
“Ls Sue arreg ts ea fetes dea ere acne aaah $ 140,350  $ 95,900 
Accounts receivable (net)........ Fe ER peg eS eng 3 ite 95.300... 102°300 
BD Gos MAVGMEOM CS Het ieee sinc side here sis cv sw siaiyanieiq a areas Pate hie al aunsssan eee aks i 165,200 = 157,900 
~ Prepaid expenses Be a i ae ee Biuhceaven ee ks Whe se wr TG 24 Oueriin 5,860 
Bl eteyestments long-term): (cna. se nas bsp Seales aaiieire te tess 35,700 84,700 
DS | RERUN Seto Uae NT HSS OOD: fis "ee 80,000 
Buildings ...... eaves ROAanD eetr RST uate Se Pee schenmau oho, 375,000 260,000 
Accumulated depreciation—buildings.............6..0000- Saat (71,300) (58,300) 
Machinery and equipment.............+++++5 psi Monte eins aoe teh. 428,300 i 428,300 
Accumulated depreciation—machinery and equipment.......... (148,500) (1 38,000) 
Be leer ree seater te ties fis ew oeneis sc wlatew« 58,000 65,000 
sr 5 UE 1 COR i Te at gba See ee AT NS eaten $1,159,290 $1,093,660 
Liabilities and Stockholders’ Equity 
Accounts payable (merchandise creditors) .........-.+-.eee seers $ 43,500 $ 46,700 
Accrued expenses payable (operating expenses) .......... coats 14,000 127500 
BE MAITIGCHIMGRLAXCSIOAVADIC! os c:nrerei2 olere efelrieresae) eta’ (ornhele axel alete syielsieieisiattrelt 18 7,900 8,400 
| Dividends payable. ...........60.seeeee ee eee eee e ee eee eee ene 14,000 10,000 
Mortgage note payable, due 2023 ......... ee ee cece cence eee ees 40,000 0 
Btel vel eeWelel (cage tour anbloden tie ruse dining don cr or GN OMECODe cnn cent 150,000 250,000 
| Common stock, Sala A; atic ian SunGh On AoeeemEsuanod lo cosnae ane 450,000 375,000 
| Excess of issue price over par—common stock ........+++.00004: 66,250 41,250 
Mercere tiger EAU INAS Sy nics feet tise elele GiemrelepialoRia.e nie by be __ 373,640 349,810 


Total liabilities and stockholders’ equity.....-.....++sseeees pale $1,159,290 $1,093,660 


752 Chapter 16 Statement of Cash Flows 


The income statement for Dowling Company is shown here. 


epsepabines Selec a is a a a a a ae aN i eS 


Dowling Company 


Income Statement 
For the Year Ended December 31, 2012 


SaleStanitee cianiet aes Sd le saat Sate os oad TLR ISLS Sate ol REIMER eee sb $1,100,000 
Gostofimerchandisesold ya waits .n-. 4 serene ane rere 710,000 
Gross ProfitGivets aa om we weartas mee ree en a ree eee ere Vas $ 390,000 
Operating expenses: : 

| DeprecGiationiexPeMmse sisicsias wis averse aelscars el eleleeteisieel dy eleusnemienale $ 23,500 

; Patientiamontizationrciyaccrduistagiacsri-cerel sletrawtete ieeteraeeci ces) 7,000 

/ Otherioperating expenses ys. tas -sii.tys au\ctie seer onteie sree are 196,000 

| Totaloperatitigiexpemsesnrs:. ja... aiiuisaeilmeiacietts 226,500 

incoine from operationss.c.0) 0G ies) ius wetted Salles $ 163,500 

| Other income: ; ; 

Gain on-sale’ofinvestinientsisecivn santero emia $ 11,000 

| Other expense: % 

 AReRE RE S XEN SE! fa sacs sea vias ciate AM mecha cna ln ete ars 26,000 (15,000) 

| Income beforeincometax sybase aces see ene ace $ 148,500 

B Sc IHEOMIE TaN ENDEMSE inthe crus tecregtsl nap piabel aria iinet Pe 50,000 

A Netincome......... See Oar ot sar nel tr iowh tnt ia, rs coer $ 98,500 


Sa nnineienen ie acameeaeimnaetnaticantinemamsaamneie aimee ecaemmmeeeranes catacan mamas ammenermetsaemammte: anmmctecamenamniteemamescmetenieaeeeanEEEtEE EEE EERE EE EE EEE 


An examination of the accounting records revealed the following additional informa- 
tion applicable to 2012: 


Land costing $15,000 was sold for $15,000. 


a 
b. A mortgage note was issued for $40,000. 


o 


A building costing $115,000 was constructed. 


& 


2,500 shares of common stock were issued at $40 in exchange for the bonds payable. 


e. Cash dividends declared were $74,670. 


Instructions 


1. Prepare a statement of cash flows, using the indirect method of reporting cash flows 
from operating activities. 


2. Prepare a statement of cash flows, using the direct method of reporting cash flows 
from operating activities. 


a aa Nal 
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Solution 

1. 

| Dowling Company : 
| Statement of Cash Flows—Indirect Method | 
For the Year Ended December 31, 2012 
Cash flows from operating activities: | 
MEMEO MEN eri Cau ie er ace walle ctiis § 98,500 i 
i Adjustments to reconcile net income to net : 
| cash flow from operating activities: | 
De OrechbON creeper ites c tn wes 23,500 : 
Amortization of patents...............ceve cece 7,000 | 
| Gain on sale of investments .................005 (11,000) | 
| Changes in current operating assets and ‘ : 
/ liabilities: 

| Decrease in accounts receivable ......... g 7,000 

| Increase in inventories .................. (7,300) 

Increase in prepaid expenses ....... cet i (380) 

| Decrease in accounts payable............ (3,200) 

] Increase in accrued expenses payable .... 1,500 

| Decrease in income taxes payable........ ; (500) 

| Net cash flow from operating activities ................ $115,120 

| Cash flows from investing activities: 

Cash received from sale of: 

. TAVESERDOMTS sete hetene cl sect ey eiaeeeac cael cia ions $60,000' 

‘ Wari Giitrcscrcnc ware re era eh ROM ta ir el eas 15,000 $ 75,000 

Less: Cash paid for construction of building...........- 115,000 

Net cash flow used for investing activities.............. (40,000) 
Cash flows from financing activities: 

Cash received from issuing mortgage note payable..... $ 40,000 

Less: Cash paid for dividends...... SAUD ee ae atnoed a oe 70,670? 

Net cash flow used for financing activities ............. (30,670) 
INEreaS@uMiGaShiea sic ewoten eeleyntecnae ative ee seers eleinola eins $ 44,450 
Cash at the beginning of the year.............-.-.+0seeeee 3957900 
Cashat thevendiof the year. ony sic shale 6 !eca aysiagriers toe ole wieetee $140,350 


Schedule of Noncash Investing and Financing Activities: 

Issued common stock to retire bonds payable.......... $100,000 
] 1$60,000 = $11,000 gain + $49,000 (decrease in investments) 
2$70,670 = $74,670 — $4,000 (increase in dividends) 


Fe ee eA ee ree aR RAEI EEEE aad aa ie Se SNE SEILER SIDE OSS SS 


"SER RORLR T Oene TRED ER RRERRRRES PURO DAC AES PE NEE PIE 
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Cash flows from operating activities: 


| Cash flows from investing activities: 
Cash received from sale of: 


Cash flows from financing activities: 


ineneaseilinicashtsivictentsmsleee crane tae 
| Cash at the beginning of the year......... 
| Cash at the end of the year...... Pte 


Schedule of Noncash Investing and 
Financing Activities: 
Issued common stock to retire bonds 


from Operating Activities’ 


(iA 


i A ASA Si ca aS ace 


Cash received from customers'’........ 
Deduct: Cash paid for merchandise’... 
Cash paid for operating expenses?............. 
Cash paid for interest expense 
Cash paid for income tax*..... 
Net cash flow from operating activities 


ee ee ane) 


TAMEStGNIES 1c oo. care tres iste tea tte fens 


Less: Cash paid for construction of building............ 
Net cash flow used for investing activities 


Cash received from issuing mortgage note payable..... 
: Pabess7Gashipald: fomdividenasess cacti gies tie eetners ae = 
: Net cash flow used for financing activities ............. 
| Increase in cash... 66... ieee eee cece eee eet eee eee 


payable.......... 
Schedule Reconciling Net Income with Cash Flows 


iit i i i NAN ea ei SEO > 


Dowling Company 


Statement of Cash Flows—Direct Method 
For the Year Ended December 31, 2012 


$1,107,000 

$720,500 
194,880 
26,000 
_50,500 _991,880 


$115,120 


$ 60,000° 
15,000 $ 75,000 
115,000 
(40,000) 


i 


$§ 40,000 
70,670 
(30,670) 
$ 44,450 
95,900 
$140,350 


$100,000 


e 


SSRI NE RE PRT PTE PEST OSS OTB SCTE OEE TRE SERS EDN SESE STOP PR TES PE RE ETS TE TE EES neon 


Computations: 
'$1,100,000 + $7,000 = $1,107,000 
2$710,000 + $3,200 + $7,300 = $720,500 
3$196,000 + $380 - $1,500 = $194,880 
4§50,000 + $500 = $50,500 


°$74,670 + $10,000 - $14,000 = $70,670 

’The content of this schedule is the same as the 
Operating Activities section of part (1) of this 
solution and is not reproduced here for the sake 
of brevity. 


°$60,000 = $11,000 gain + $49,000 (decrease in 


investments) 


Discussion Questions 


1. What is the principal disadvantage of the direct 
method of reporting cash flows from operating 
activities? 


2. What are the major advantages of the indirect 
method of reporting cash flows from operating 
activities? 


3. A corporation issued $1,000,000 of common stock 
in exchange for $1,000,000 of fixed assets. Where 
would this transaction be reported on the state- 
ment of cash flows? 


4. A retail business, using the accrual method of ac- 
counting, owed merchandise creditors (accounts 


payable) $240,000 at the beginning of the year and 
$265,000 at the end of the year. How would the 
$25,000 increase be used to adjust net income in 
determining the amount of cash flows from operat- 
ing activities by the indirect method? Explain. 


If salaries payable was $75,000 at the beginning of 
the year and $40,000 at the end of the year, should 
$35,000 be added to or deducted from income to 
determine the amount of cash flows from operat- 
ing activities by the indirect method? Explain. 


A long-term investment in bonds with a cost of 
$800,000 was sold for $910,000 cash. (a) What was 


the gain or loss on the sale? (b) What was the effect 
of the transaction on cash flows? (c) How should 
the transaction be reported in the statement of 
cash flows if cash flows from operating activities 
are reported by the indirect method? 


A corporation issued $10,000,000 of 20-year bonds 
for cash at 102. How would the transaction be 
reported on the statement of cash flows? 


Fully depreciated equipment costing $25,000 was 
discarded. What was the effect of the transaction 
on cash flows if (a) $10,000 cash is received, 
(b) no cash is received? 


9. 


10. 
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For the current year, Bearings Company decided 
to switch from the indirect method to the direct 
method for reporting cash flows from operating 
activities on the statement of cash flows. Will the 
change cause the amount of net cash flow from 
operating activities to be (a) larger, (b) smaller, or 
(c) the same as if the indirect method had been 
used? Explain. 


Name five common major classes of operating cash 
receipts or operating cash payments presented on 
the statement of cash flows when the cash flows 
from operating activities are reported by the direct 
method. 
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Practice Exercises 


Learning Example 

Objectives Exercises 

OBJ.1 EE16-1 p.727 
OBJ.1 EE16-1 p 727 
OBJ.2 EE16-2 p73! 
OBJ.2 EE16-2 p./3/ 
OBJ.2 EE16-3 p./34 


PE 16-1A_ Classifying cash flows 
Identify whether each of the following would be reported as an operating, investing, or 
financing activity in the statement of cash flows. 


a. Retirement of bonds payable d. Payment for administrative expenses 


b. Payment of accounts payable e. Cash received from customers 


c. Issuance of common stock f. Purchase of land 


PE 16-1B Classifying cash flows 
Identify whether each of the following would be reported as an operating, investing, or 
financing activity in the statement of cash flows. 


a. Issuance of bonds payable d. Payment for selling expenses 
b. Cash sales 


c. Collection of accounts receivable 


e. Disposal of equipment 


f. Purchase of investments 


PE16-2A Adjustments to net income—indirect method 


Martin Corporation’s accumulated depreciation—furniture increased by $10,500, while 
$3,850 of patents were amortized between balance sheet dates. There were no purchases 
or sales of depreciable or intangible assets during the year. In addition, the income state- 
ment showed a loss of $5,600 from the sale of land. Reconcile a net income of $150,500 
to net cash flow from operating activities. 


PE 16-2B Adjustments to net income—indirect method 


Chu Corporation’s accumulated depreciation—equipment increased by $5,600, while 
$2,080 of patents were amortized between balance sheet dates. There were no purchases 
or sales of depreciable or intangible assets during the year. In addition, the income state- 
ment showed a gain of $12,000 from the sale of investments. Reconcile a net income of 
$112,000 to net cash flow from operating activities. 


PE 16-3A Changes in current operating assets and liabilities—indirect method 


Phelps Corporation’s comparative balance sheet for current assets and liabilities was as 
follows: 


Dec. 31, 2013 Dec. 31, 2012 
Accounts receivable $22,500 $27,000 
Inventory 15,000 12,900 
Accounts payable 13,500 11,850 
Dividends payable 41,250 44,250 


Adjust net income of $138,000 for changes in operating assets and liabilities to arrive 
at net cash flow from operating activities. 


Learning 
Objectives 


OBJ. 2 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ.3 


OBJ.3 


Example 
Exercises 


EE 16-3 p. 734 


EE 16-4 p. 735 


EE 16-4 p./35 


EE 16-5 p. /38 


EE 16-5 p. 738 


EE 16-6 p. 740 


EE 16-6 1.740 
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PE 16-3B Changes in current operating assets and liabilities—indirect method 


Dali Corporation’s comparative balance sheet for current assets and liabilities was as 
follows: 


Dec. 31, 2013 Dec. 31, 2012 


Accounts receivable $25,500 $20,400 
Inventory 49,300 42,075 
Accounts payable 39,100 29,325 
Dividends payable 11,900 15,300 


Adjust net income of $240,000 for changes in operating assets and liabilities to arrive 
at net cash flow from operating activities. 


PE 16-4A Cash flows from operating activities—indirect method 
Salem Inc. reported the following data: 


Net income $168,750 
Depreciation expense 18,750 
Gain on disposal of equipment 15,375 
Decrease in accounts receivable 10,500 
Decrease in accounts payable 2,700 


Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows using the indirect method. 


PE 16-4B_ Cash flows from operating activities—indirect method 
Malibu Inc. reported the following data: 


Net income $393,750 
Depreciation expense 67,500 
Loss on disposal of equipment 27,450 
Increase in accounts receivable 24,300 
Increase in accounts payable 12,600 


Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows using the indirect method. 


PE 16-5A Land transactions on the statement of cash flows 


Seeing Double Corporation purchased land for $510,000. Later in the year, the company 
sold land with a book value of $217,500 for $165,000. How are the effects of these trans- 
actions reported on the statement of cash flows? 


PE 16-5B_ Land transactions on the statement of cash flows 


Pilot Corporation purchased land for $480,000. Later in the year, the company sold land 
with a book value of $288,000 for $328,000. How are the effects of these transactions 
reported on the statement of cash flows? 


PE 16-6A Cash received from customers—direct method 


Sales reported on the income statement were $450,000. The accounts receivable balance 
increased $47,000 over the year. Determine the amount of cash received from customers. 


PE 16-6B_ Cash received from customers—direct method 
Sales reported on the income statement were $85,600. The accounts receivable balance 
decreased $7,400 over the year. Determine the amount of cash received from customers. 
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Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


Example 
Exercises 


EE 16-7 p. 7/41 


EE 16-7 p./4!/ 


EE 16-8 p. 745 


EE 16-8 p. 745 


PE 16-7A Cash payments for merchandise—direct method 

Cost of merchandise sold reported on the income statement was $360,000. The accounts 
payable balance decreased $17,800, and the inventory balance decreased by $28,000 over 
the year. Determine the amount of cash paid for merchandise. 


PE 16-7B Cash payments for merchandise—direct method 

Cost of merchandise sold reported on the income statement was $210,000. The accounts 
payable balance increased $8,600, and the inventory balance increased by $16,900 over 
the year. Determine the amount of cash paid for merchandise. 


PE 16-8A_ Free cash flow 
Totson Inc. reported the following on the company’s statement of cash flows in 2012 
and 2011: 


2012 2011 
Net cash flow from operating activities $210,000 $200,000 
Net cash flow used for investing activities (160,000) (180,000) 
Net cash flow used for financing activities (45,000) (30,000) 


Eighty percent of the cash flow used for investing activities was used to replace ex- 
isting capacity. 
a. Determine Totson’s free cash flow. 
b. Has Totson’s free cash flow improved or declined from 2011 to 2012? 


PE 16-8B_ Free cash flow 


Burkenfelt Inc. reported the following on the company’s statement of cash flows in 2012 
and 2011: 


2012 2011 
Net cash flow from operating activities $340,000 $325,000 
Net cash flow used for investing activities (305,000) (270,000) 
Net cash flow used for financing activities (30,000) (42,000) 


Seventy percent of the cash flow used for investing activities was used to replace 
existing capacity. 
a. Determine Burkenfelt’s free cash flow. 


b. Has Burkenfelt’s free cash flow improved or declined from 2011 to 2012? 


OBJ. 1 


¥ c. Cash payment, 
$560,000 


EX 16-1 Cash flows from operating activities—net loss 


On its income statement for a recent year, Continental Airlines, Inc. reported a net Joss of 
$68 million from operations. On its statement of cash flows, it reported $457 million of 
cash flows from operating activities. 


<< Explain this apparent contradiction between the loss and the positive cash flows. 


ee ee ee ee ee oe ee 
EX 16-2 Effect of transactions on cash flows 


State the effect (cash receipt or payment and amount) of each of the following transac- 
tions, considered individually, on cash flows: 


a. Sold equipment with a book value of $65,000 for $83,000. 
b. Sold a new issue of $400,000 of bonds at 98. 


c. Retired $550,000 of bonds, on which there was $5,000 of unamortized discount, for 
$560,000. 


d. Purchased 2,000 shares of $25 par common stock as treasury stock at $50 per share. 


OBJ.1 


OBJ.2 


OBJ. 2 


V Net cash flow from 
operating activities, 
$752,880 


OBJ. 1,2 


¥ Net cash flow 
from operating 
activities, $466,110 
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e. Sold 5,000 shares of $20 par common stock for $100 per share. 


f. Paid dividends of $1.00 per share. There were 50,000 shares issued and 6,000 shares 
of treasury stock. 


g. Purchased land for $320,000 cash. 


h. Me ere a building by paying $40,000 cash and issuing a $60,000 mortgage note 
payable. 


EX 16-3 Classifying cash flows 


Identify the type of cash flow activity for each of the following events (operating, invest- 
ing, or financing): 


a. Sold equipment. g. Purchased patents. 

b. Issued bonds. h. Purchased buildings. 

c. Issued common stock. i. Sold long-term investments. 
d. Paid cash dividends. j. Issued preferred stock. 

e. Purchased treasury stock. k. Net income. 

f. Redeemed bonds. 


EX 16-4 Cash flows from operating activities—indirect method 


Indicate whether each of the following would be added to or deducted from net income 
in determining net cash flow from operating activities by the indirect method: 


a. Decrease in accounts payable f. Amortization of patent 
b. Increase in notes receivable due in 90 g. Depreciation of fixed assets 
days from customers h. Gain on retirement of long-term debt 
c. Decrease in accounts receivable i. Decrease in salaries payable 
d. Loss on disposal of fixed assets j. Increase in merchandise inventory 


e. Increase in notes payable due in90 days, Decrease in prepaid expenses 
to vendors 


EX 16-5 Cash flows from operating activities—indirect method 


The net income reported on the income statement for the current year was $720,000. 
Depreciation recorded on store equipment for the year amounted to $32,700. Balances 
of the current asset and current liability accounts at the beginning and end of the year 
are as follows: 


End of Year Beginning of Year 


Cash $78,450 $72,300 
Accounts receivable (net) 56,250 53,400 
Merchandise inventory 76,800 81,330 
Prepaid expenses 9,000 6,900 
Accounts payable (merchandise creditors) 73,500 68,400 
Wages payable 40,200 44,700 


a. Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows, using the indirect method. 

b. «<a Briefly explain why cash flows from operating activities is different than net 
income. 


EX 16-6 Cash flows from operating activities—indirect method 


The net income reported on the income statement for the current year was $378,000. 
Depreciation recorded on equipment and a building amounted to $112,500 for the year. 
Balances of the current asset and current liability accounts at the beginning and end of 


the year are as follows: 
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EndofYear Beginning of Year 
Cash $100,800 $107,100 
Accounts receivable (net) 127,800 1327120 
Inventories 252,000 227,700 
Prepaid expenses 14,040 15,120 
Accounts payable (merchandise creditors) 112,680 119,520 
Salaries payable 16,200 14,850 


OBJ. 1,2 


V Net cash flow 
from operating 
activities, $197,220 


OBJ. 2 


OBJ. 2 


OBJ. 2 


a. Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows, using the indirect method. 

b. =a TF the direct method had been used, would the net cash flow from operating 
activities have been the same? Explain. 


EX 16-7. Cash flows from operating activities—indirect method 
The income statement disclosed the following items for 2013: 


Depreciation expense $ 21,600 
Gain on disposal of equipment 12,600 
Net income 190,500 


Balances of the current assets and current liability accounts changed between Decem- 
ber 31, 2012, and December 31, 2013, as follows: 


Accounts receivable $3,360 
Inventory 920" 
Prepaid insurance 720° 
Accounts payable 2,280* 
Income taxes payable 720 
Dividends payable 510 
*Decrease 


a. Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows, using the indirect method. 


b. Briefly explain why cash flows from operating activities is different than net income. 


EX 16-8 Determining cash payments to stockholders 


The board of directors declared cash dividends totaling $260,000 during the current year. 
The comparative balance sheet indicates dividends payable of $74,500 at the beginning 
of the year and $65,000 at the end of the year. What was the amount of cash payments 
to stockholders during the year? 


EX 16-9 Reporting changes in equipment on statement of cash flows 


An analysis of the general ledger accounts indicates that office equipment, which cost 
$89,000 and on which accumulated depreciation totaled $36,000 on the date of sale, was 
sold for $43,500 during the year. Using this information, indicate the items to be reported 
on the statement of cash flows. 


EX 16-10 Reporting changes in equipment on statement of cash flows 
An analysis of the general ledger accounts indicates that delivery equipment, which cost 
$246,000 and on which accumulated depreciation totaled $124,500 on the date of sale, 


was sold for $110,500 during the year. Using this information, indicate the items to be 
reported on the statement of cash flows. 
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OBJ.2 EX 16-11 Reporting land transactions on statement of cash flows 


On the basis of the details of the following fixed asset account, indicate the items to be 
reported on the statement of cash flows: 


ACCOUNT Land ACCOUNT NO. 
Balance 
Date Item Debit Credit Credit 
2012 | 
Jan. 1 Balance 620,000 
Apr. 6 Purchased for cash 74,500 694,500 
Nov. 23 Sold for $68,250 45,600 648,900 
OBJ.2 EX 16-12 Reporting stockholders’ equity items on statement of cash flows 


On the basis of the following stockholders’ equity accounts, indicate the items, exclusive 
of net income, to be reported on the statement of cash flows. There were no unpaid 
dividends at either the beginning or the end of the year. 


ACCOUNT Common Stock, $30 par ACCOUNT NO. 


at 


Balance 
Date Item Credit Credit 
2012 
Jan. 1 Balance, 90,000 shares 2,700,000 
Mar. i 22,500 shares issued for cash 675,000 3,375,000 
June 30 3,300-share stock dividend 99,000 3,474,000 
ACCOUNT Paid-In Capital in Excess of Par—Common Stock ACCOUNT NO. 


Balance 


Credit 


Jan. Balance 300,000 
Mar. 22,500 shares issued for cash 1,080,000 1,380,000 
June Stock dividend 178,200 1,558,200 
ACCOUNT Retained Earnings ACCOUNT NO. 


Balance 


Credit 


Credit 


Jan. Balance 1,500,000 
June Stock dividend 277,200 1,222,800 
Dec. Cash dividend 260,550 962,250 
Net income 1,080,000 2,042,250 
OBJ. 2 EX 16-13 Reporting land acquisition for cash and mortgage note on statement of cash flows 


On the basis of the details of the following fixed asset account, indicate the items to be 
reported on the statement of cash flows: 


ACCOUNT Land ACCOUNT NO. 


Balance 


Credit 


Jan. Balance 195,000 
Feb. Purchased for cash 307,500 502,500 
Nov. Purchased with long-term 


mortgage note 405,000 907,500 
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OBJ. 2 


OBJ. 2 


V Net income, 
$233,025 


OBJ. 2 


V Net cash flow 
from operating 
activities, $(7,263) 


EX 16-14 Reporting issuance and retirement of long-term debt 


On the basis of the details of the following bonds payable and related discount accounts, 
indicate the items to be reported in the Financing section of the statement of cash flows, 
assuming no gain or loss on retiring the bonds: 


ACCOUNT Bonds Payable ACCOUNT NO. 


Balance 


Item Debit Credit Credit 


Jan. 1 Balance 800,000 
2 Retire bonds 160,000 640,000 

June 30 Issue bonds 480,000 1,120,000 

ACCOUNT Discount on Bond Payable ACCOUNT NO. 


Balance 


Item Credit 
Jan. 1 Balance 36,000 
2 Retire bonds 23,200 
June 30 Issue bonds 32,000 55,200 
Dec. 31 Amortize discount 52,400 


EX 16-15 Determining net income from net cash flow from operating activities 


Shinlund, Inc., reported a net cash flow from operating activities of $243,750 on its state- 
ment of cash flows for the year ended December 31, 2012. The following information 
was reported in the Cash Flows from Operating Activities section of the statement of cash 
flows, using the indirect method: 


Decrease in income taxes payable $ 5,250 
Decrease in inventories 13,050 
Depreciation 20,100 
Gain on sale of investments 9,000 
Increase in accounts payable 3,600 
Increase in prepaid expenses 2,025 
Increase in accounts receivable 9,750 


a. Determine the net income reported by Shinlund, Inc., for the year ended December 
Sl e200 U2: 


b. Briefly explain why Shinlund’s net income is different than cash flows from operating 
activities. 


EX 16-16 Cash flows from operating activities—indirect method 


Selected data derived from the income statement and balance sheet of Jones Soda Co. for 
a recent year are as follows: 


Income statement data (in thousands): 


Net earnings $(10,547) 
Losses on inventory write-down and fixed assets 2,248 
Depreciation expense 811 
Stock based compensation expense (noncash) VOM 
Balance sheet data (in thousands): 
Decrease in accounts receivable 364 
Decrease in inventory 210 
Decrease in prepaid expenses 206 
Decrease in accounts payable (165) 


Decrease in accrued liabilities CPi) 


OBJ.2 


V Net cash flow from 
operating activities, 
$90 


OBJ. 2 


Chapter 16 Statement of Cash Flows 763 


a. Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows using the indirect method for Jones Soda Co. for the year. 


b. =i Tnterpret your results in part (a). 


EX 16-17 Statement of cash flows—indirect method 


The comparative balance sheet of Hobson Medical Equipment Inc. for December 31, 2013 
and 2012, is as follows: 


Dec. 31,2013 Dec.31, 2012 


Assets 

SAS Ipeep eget eer trs ects cece snin/ 27s claeass  ecanrs i avalrals lets 9: ERE AOR: $294 $ 96 
INGGOUMES MECEIV A DIGK(MEU) cc. oo oc ccs 5 o-oo 0 8 capone one Rye eer ae rab: 168 120 
INVENtONeSH erent. «tins Ga haaitac ease ae tartan eee es 105 66 
NAN Clieps acrrtic.n's oie, Sian IC So EI ene 240 270 
EQUIPINGN tae ieant terme merirres Pere ee Ser TET EEG 135 105 
Accumulated depreciation—equipment ................ec eee eee _ (36) _ (18) 
TORE! 5 oi La8 otek or Rea TO rer ier eo NP OSS I, Se $906 $639 
Liabilities and Stockholders’ Equity ae vis 

Accounts payable (merchandise creditors) ............ cece eee eee $105 $ 96 
DINIGEN CsiPa Valo losers seks cty papeacicre cee tec Gi sunieiteia sis gure Meee peeecs 18 — 
COMMMOMEStOGhersi|O Waterers we wos le sos resin toms cetier 60 30 
Paid-in capital in excess of par—common stock ..............06. 150 75 
RETAIMeGHEAKMINGS sida et.. Sik eh acd eke aon Leeda AR eee die oe 15/3 _ 438 
TO ballteertee errr teasers SERINE Coster to sGiers acer scent eee secre aveleusioie wienaaase $906 $639 


The following additional information is taken from the records: 
a. Land was sold for $75. 
b. Equipment was acquired for cash. 
c. There were no disposals of equipment during the year. 
d. The common stock was issued for cash. 
e. There was a $195 credit to Retained Earnings for net income. 
f. There was a $60 debit to Retained Earnings for cash dividends declared. 
Respond to the following: 
a. Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 
b. Was Hobson Medical Equipment’s cash flow from operations more or less than net 
income? What is the source of this difference? 


EX 16-18 Statement of cash flows—indirect method 
List the errors you find in the following statement of cash flows. The cash balance at 
the beginning of the year was $180,576. All other amounts are correct, except the cash 
balance at the end of the year. 

Hough Inc. 


Statement of Cash Flows 
For the Year Ended December 31, 2012 


Cash flows from operating activities: 
NSP TIONS Sc epeoSeenonpocacss oo cdnor mud on odoo mpbundoT at $266,544 


Adjustments to reconcile net income to net 
cash flow from operating activities: 


Depreciation. ...... ec ce cee r ete e ene eee teen nets 75,600 
Gain on sale of investeMent:). 0)... eves ees eee ele ed 12,960 
Changes in current operating assets and liabilities: 
Increase in accounts receivable ............eee ee eens 20,520 
IMGKOASEMIMMITIVEINUO KLE Simtenies vantialvalstitiers waleieeieree sie ee (26,568) 
Increase in accounts payable.................2se seen (7,992) 
Decrease in accrued expenses payable.............-++: (1,944) 
Net cash flow from operating activities .............-eeees $339,120 


(Continued) 
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OBJ.3 
V a. $546,375 


OBJ.3 


OBJ. 3 
V a. $624,442 


Cash flows from investing activities: 


Cash received from sale of investments .............+-+05- $183,600 
Less: Gash paidifon punchaseroiilanG eter etreresreeet ters $194,400 
Cash paid for purchase of equipment................ 324,360 518,760 

Net cash flow used for investing activities................. (335,160) 
Cash flows from financing activities: 

Cash received from sale of common stock..............055 $231,120 

Cashiipald for divid@nssvmcc-r-teeteeses cia cents veces tetas oteneterte 97,200 

Net cash flow provided by financing activities............. 133,920 
Take eeu ners enero n te er eorian etic 3.0.0 nome coc o sea ame $ 86,904 
Gashrat thevendiof theives cre cc oe was ovate evens «rare nserore ate teneeerorans 180,576 
Gashvat the beginningioftheiyean: .:..222..ss06-2 seen. $267,480 


EX 16-19 Cash flows from operating activities—direct method 
The cash flows from operating activities are reported by the direct method on the state- 
ment of cash flows. Determine the following: 


a. If sales for the current year were $513,750 and accounts receivable decreased by 
$32,625 during the year, what was the amount of cash received from customers? 


b. If income tax expense for the current year was $34,500 and income tax payable de- 
creased by $3,900 during the year, what was the amount of cash payments for income 
tax? 


c. Briefly explain why the cash received from customers in (a) is different than sales. 


EX 16-20 Cash paid for merchandise purchases 


The cost of merchandise sold for Kohl’s Corporation for a recent year was $10,680 million. 
The balance sheet showed the following current account balances (in millions): 


Balance, Balance, 
End of Year Beginning of Year 
Merchandise inventories $2,923 $2,799 
Accounts payable 2,374 1,827 


Determine the amount of cash payments for merchandise. 


EX 16-21 Determining selected amounts for cash flows from operating activities—direct 
method 

Selected data taken from the accounting records of Bentson Inc. for the current year 
ended December 31 are as follows: 


Balance, Balance, 

December 31 January 1 

Accrued expenses payable (operating expenses) Sees Smsibo4, 
Accounts payable (merchandise creditors) 58,422 64,428 
Inventories 108,290 117,754 
Prepaid expenses 4,550 5,460 


During the current year, the cost of merchandise sold was $627,900, and the operating 
expenses other than depreciation were $109,200. The direct method is used for presenting 
the cash flows from operating activities on the statement of cash flows. 

Determine the amount reported on the statement of cash flows for (a) cash payments 
for merchandise and (b) cash payments for operating expenses. 
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OBJ.3 EX 16-22 Cash flows from operating activities—direct method 


V Net cash flow from The income statement of Goliath Industries Inc. for the current year ended June 30 is 
operating activities, as follows: 


$52,320 
ee a ce Pe a SM a lect can pss cs $273,600 
ostoimmerchanGise:soldemrrcrsc ais veces as eee 155,400 
GYROS i ENRON TL Metis ait rte arch owt hhh tele ail $118,200 
Operating expenses: 
Depreciationexpenseeansce torte eee eee $21,000 
Othepoperating expenses'...5.....c8e es csee ten etek 55,440 
Total-operating expenses). 22). ike ae at ria 76,440 
Incomeibefore incometaxtas.. VAL nine, SRLS cee § 41,760 
lncomertaxexpense tities Oils Ulli. . tT eetO as? OF eas 11,580 
INGINGONTE Rais isa). See, Uy SE CREEL. Se, SEI, $ 30,180 
Changes in the balances of selected accounts from the beginning to the end of the 
current year are as follows: 
Increase 
Decrease* 
AccounmpreceWableinet) “fra to!s.... 2700. 02e2 REN., SSOP AP 9 $6,300" " 
INVERLOM GSE oen sreest <pragmade.colasers <gisieh 3. cups ds ararete A abe epee 2,100 
PVGDAIGIEXDENSES bars pare ee. ce teracres sets vols ageearsoenteare gaint dares 2,040* 
Accounts payable (merchandise creditors) .......... 0.0 cece ee eee eee A204 
Accrued expenses payable (operating expenses) ..............+2005- 660 
IinetolnNOnier SEN Cl) San coca coe banana tee ase etoo neta werrrhnra otc 1,440* 
a. Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows, using the direct method. 
b. What does the direct method show about a company’s cash flow from operating ac- 
tivities that is not shown using the indirect method? 
OBJ. 3 EX 16-23 Cash flows from operating activities—direct method 
V Net cash flow from The income statement for Kipitz Company for the current year ended June 30 and balances 
operating activities, of selected accounts at the beginning and the end of the year are as follows: 
$183,430 
SEATS Gah GENS OAR TE ORD CICERO OC) GIGI Ere LDS CD ear OISICI.O ra $657,800 
(Coser fins CelnainCItaSOlGlowcegadamenemodiadcodob uLticdobgdecu 227,500 
ORAM TONIC aching oe oe oan ast in ana wits.ecr neaiare wopeunie me oe $430,300 
Operating expenses: 
Depreciation CxXPense ... 6... cece eee eee cent e ee eee tenses $ 56,875 
Other operating Expenses ...... 66. eee eee eee eee ete eee ees _ 170,300 
Total Operating expenses ............ een ee eee e rece renee 2227, \75 
HAGOMNE DEOFEIMCOMMELCAN mrs terntseckey ate ty tetrmieteterafaneNt ode ise fo» ois. $203,125 
INCOME tax EXPENSE . 0... oe. cede ewe rece eens eeu ens selene bes 58,500 
PEGE AMC ONG ac ios «wis TERM ENDED VAITON, ENACINE SOARES seat $144,625 
Beginning 
End of Year of Year 
INGEOUITESITE CEIVED ENING U) tren er vicvneiesres cate elals uisieierets.wevepele any § 52,975 $ 46,085 
nWEXROeS «Hag db dblt de petisonedochab sunny ooabbdoo Te counnGr. 136,500 118,625 
Prepaid EXPENSES 2... 2... .e cece eee e nese cence teen ects cen eees 21,450 23;595 
Accounts payable (merchandise creditors) ........+++++esseees 99,775 92,625 
Accrued expenses payable (operating expenses) ......-+-.+++- 28,275 30,875 
6,500 6,500 


Income tax Payallens cirk Mais sae aks. Welk. Je kislbls Shieh ableeis tide 


Prepare the Cash Flows from Operating Activities section of the statement of cash 
flows, using the direct method. 
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OBJ.4 EX 16-24 Free cash flow 
Iglesias Enterprises, Inc. has cash flows from operating activities of $385,000. Cash flows 
FAT) used for investments in property, plant, and equipment totaled $145,000, of which 80% 


of this investment was used to replace existing capacity. 
a. Determine the free cash flow for Iglesias Enterprises, Inc. 


b. How might a lender use free cash flow to determine whether or not to give Iglesias 
Enterprises, Inc. a loan? 


OBJ. 4 EX 16-25 Free cash flow 
The financial statements for Nike, Inc., are provided in Appendix C at the end of the text. 


a. Determine the free cash flow for the year ended May 31, 2010. Assume that 90% of 
additions to property, plant and equipment were used to maintain productive capacity. 


b. How might a lender use free cash flow to determine whether or not to give Nike, Inc. 


a loan? 
c. Would you feel comfortable giving Nike a loan based on the free cash flow calculated 
in (a)? 
OBJ.4 EX 16-26 Free cash flow 
rw Matthias Motors, Inc. has cash flows from operating activities of $900,000. Cash flows 


used for investments in property, plant, and equipment totaled $550,000, of which 75% 
of this investment was used to replace existing capacity. 
Determine the free cash flow for Matthias Motors, Inc. 


Problems Series A 


OBJ.2 PR16-1A Statement of cash flows—indirect method 
V Net cash flow from The comparative balance sheet of Flack Inc. for December 31, 2013 and 2012, is shown 
operating activities, as follows: 
$37,140 
Dec. 31, 2013 Dec. 31, 2012 
b< Assets 
: (6 a ee Nee ee ne tte ree een mene 2 $234,660 $219,720 
Accountsireceivablei(Met)vaictrs saris sss. ei or habuee are coerce 85,440 78,360 
IRIVENEONIES 2.72. Secarcvs.ia tall vrerereta ive erekilave ere bik Sutceon aT ere aa Tae ioe 240,660 231,420 
TAWEStIMONUS! cure. yoe cero sstarers crerhererets «tre, clatevare clare eeeR Tee een items 0 90,000 
Kens ers tateen ce er aCe Oar SAO nea b UO oe Sacre 123,000 0 
EGUWIDIMGHUR cea. cro ste sicite cs scereartelers snierert eros he acayeneterase atta atte ferment 264,420 207,420 
Accumulated depreciation—equipment ................ec eee e ea ee (62,400) (55,500) 
$885,780 $771,420 
Liabilities and Stockholders’ Equity 
Accounts payable (merchandise creditors) ..............c0eceeuaee $159,180 $151,860 
Accrued expenses payable (operating expenses) ..............000- 15,840 19,740 
Dividend Sioa vals ever c-os-smtahoaa a ¢e:scacdcrsyojai0 onthe eareeeneNe rae ee een ee 9,000 7,200 
COMMON SEO SN BAR acics< oss oe DNla bc ae eee een Ce Cae eee 48,000 36,000 
Paid-in capital in excess of par—common stock ...............0.00- 180,000 105,000 
RetainvedGarriitidssecss ace eis chee chet cee hae meiner eee 473,760 451,620 
$885,780 $771,420 


The following additional information was taken from the records: 

The investments were sold for $105,000 cash. 

Equipment and land were acquired for cash. 

There were no disposals of equipment during the year. 

The common stock was issued for cash. 

There was a $58,140 credit to Retained Earnings for net income. 

There was a $36,000 debit to Retained Earnings for cash dividends declared. 


moano os 
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Instructions 


Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 


OBJ. 2 PR16-2A Statement of cash flows—indirect method 

V Net cash flow from The comparative balance sheet of Hinson Enterprises, Inc. at December 31, 2013 and 
operating activities, 2012, is as follows: 

$296,800 


Dec. 31, 2013 Dec. 31, 2012 


Assets 

(CAR Ihe ab eo Hioto 010 5 OS COROT TORE OS) CEN IER eR RESTON Soc, or Ce S128)275 $157,325 
AGCOUNTSIeGEIVADIONNGL) conde cmoncstiinnc:t omauaancsGastauae es 196,525 211,750 
MerchalnG ISCulINVGMLORY acai cine esie ster sisteraco eis erates sian grave tisereieece 281,400 261,800 
PG DAL GeXDONSES waar oii ase sacs cus cucssiociaacrsiseiedtectas oil ecaartneteiatean 7/25 8,400 
ECUMPIMOM Ms milters ste a wpeatue sarap wens ssgelei aig a6 01d) osteo ote Siena Wee one 57325 469,875 
Accumulated depreciation—equipment ............... 2. eee eee (149,450) (115,675) 

$1,041,600 $993,475 

Liabilities and Stockholders’ Equity 

Accounts payable (merchandise creditors) .............0 cece eee $ 218,925 $ 207,900 
MIGIRIGE CIS NOUS DENEID agogooeoboncomoonumacDoue de meno oGuGtso aco 0 294,000 
COMMOMSTOCK ISI Dali sisve:c.ciers:<rege ceiaus © sraie austere einaisiel do REM BR 91,000 21,000 
Paid-in capital in excess of par—common stock ............+e00es 455,000 280,000 
REbAaLMe Cen LC] Serer oreversictacs Rusvstelscievave ccsteters chore. screswtolorsueituelera i 276,675 190,575 

$1,041,600 $993,475 


Additional data obtained from the income statement and from an examination of the 
accounts in the ledger for 2012 are as follows: 


a. Net income, $220,500. 
b. Depreciation reported on the income statement, $72,975. 


c. Equipment was purchased at a cost of $142,450, and fully depreciated equipment 
costing $39,200 was discarded, with no salvage realized. 


d. The mortgage note payable was not due until 2014, but the terms permitted earlier 
payment without penalty. 
e. 7,000 shares of common stock were issued at $35 for cash. 


f. Cash dividends declared and paid, $134,400. 


Instructions 
Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 


OBJ. 2 PR16-3A Statement of cash flows—indirect method 
VY Net cash flow from The comparative balance sheet of Mills Engine Co. at December 31, 2013 and 2012, is 


operating activities, as follows: 


$(128,800) 
Dec. 31,2013 Dec. 31, 2012 


po it tee oh oe 8 


Assets 
(GAA iy oR EE he Oe Pon on OO ec Gonna $ 714,000 § 750,400 
INEGOUMES FECAIVA DIOL (MEL) neuer sate esonei ye tacteees els ey diyen deuteron 644,700 592,620 
FANAIRNMOTILET, oo oor locs pore ono OONOIOENCTD ID COIN. Cor Osc CICS INO OS BC BOARS 986,580 904,540 
Prepaid Expenses ......0eeceeeee esse eeee eee c eens eer en teenies 22,820 27,300 
DAVIG! cc 5. Sb agar AD oslo AOIO © CEO DD Tr Renae OO Oe tOIns Rape wg 245,700 373,100 
UPC MIC Serene er cntirenNieesecte eer rte ES were eH EN eee eee 1,137,500 700,700 
Accumulated depreciation—buildings........-.+..eeeeeee eee ees (317,800) (297,360) 
EMM Gets nteedis =e 6s daueP rene ay cree ee ro ey bene ss 398,440 353,640 
Accumulated depreciation—equipment .......-.-. seers ee eeees » (109,900) (123,480) 


$3,722,040 $3,281,460 
(Continued) 
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Liabilities and Stockholders’ Equity 


Accounts payable (merchandise creditors) ............eeee eee ees § 717,500 S$ 745,360 
Bonds payable”. a.5 ca .c cece emieicce mm « aleln lee +1 Meneneet ae aR Tes miet ae Ke 210,000 0 
EommonstocksS20)lbalecmennmemrrcr crater eee irror tierra 245,000 91,000 
Paid-in capital in excess of par—common stock .............++4+- 588,000 434,000 
Retained earnings asang.es4uqttodk acumen erates « 1,961,540 2,011,100 

$3,722,040 $3,281,460 


The noncurrent asset, noncurrent liability, and stockholders’ equity accounts for 2010 


are as follows: 


ACCOUNT Land ACCOUNT NO. 


Balance 


Credit 


Jan. Balance 373,100 
Apr. Realized $117,600 cash 

from sale 245,700 
ACCOUNT Buildings ACCOUNT NO. 


Balance 


Date Debit Credit Credit 
2013 
Jan. 1 Balance 700,700 
Apr. 20 Acquired for cash 436,800 1,137,500 
ACCOUNT Accumulated Depreciation—Buildings ACCOUNT NO. 


Balance 


Credit 


Balance 
Depreciation for year 


297,360 
317,800 


ACCOUNT Equipment ACCOUNT NO. 


Balance 


Jan. Balance 353,640 
Discarded, no salvage 317,240 

Aug. Purchased for cash 81,200 398,440 

ACCOUNT Accumulated Depreciation—Equipment ACCOUNT NO. 


Balance 


Credit 


Balance 123,480 
Equipment discarded 87,080 
Dec. Depreciation for year 22,820 109,900 
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ACCOUNT Bonds Payable ACCOUNT NO. 
Balance 
Item Debit Credit Credit 


Issued 20-year bonds 210,000 210,000 


ACCOUNT Common Stock, $20 par ACCOUNT NO. 


Balance 


Credit 


Balance 91,000 


Issued 7,700 shares of common 
stock for $40 per share 154,000 245,000 
ACCOUNT Paid-In Capital in Excess of Par—Common Stock ACCOUNT NO. 
Balance 


Credit 


Jan. Balance 434,000 
Dec. Issued 7,700 shares of common 

stock for $40 per share 154,000 588,000 
ACCOUNT Retained Earnings ACCOUNT NO. 


Balance 


Credit Debit Credit 


2,011,100 
1,986,740 
1,961,540 


Balance 
Net loss 
Cash dividends 


24,360 
25,200 


Instructions 


Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 


OBJ. 3 PR16-4A Statement of cash flows—direct method 


V Net cash flow from The comparative balance sheet of Rowe Products Inc. for December 31, 2013 and 2012, 


operating activities, is as follows: 
$352,320 


Dec. 31, 2013 Dec. 31, 2012 
eee SS ane 


Assets 

(GiEKA Tete ac OP IO TT che OD. Pato GRTO.Y CMCC Davy Sot Raia § 772,080 § 815,280 
Accounts receivable (net) ...... 66. cece cece eee eet e tence ence aces 680,160 656,880 
~NIGINUGITIOS) ace obnoenonhlonep so0o-cood onnN oe COonptTD pam ogo 1,213,200 1,179,360 
hic, SU RNIGIRIES Oe ood bun SIO Ue eee bon celuon qmON moc otan yo cmamou nun NFR 0) 288,000 
| alit@l « uski@osbod done cudy C0dG nO COG UM on mma Suan IC DOOnOOT ae sono Ded 624,000 0 
BUI OU are care tte ne ie aaa tae whee uns cc sis Gan grata seis 1,056,000 816,000 
Accumulated depreciation........-... scenes e eee eee eter ences (293,280) (240,480) 

$4,052,1 60 $3,515,040 


(Continued) 


770 Chapter 16 Statement of Cash Flows 


Liabilities and Stockholders’ Equity 


Accounts payable (merchandise creditors) ...........s eee erences S$ 926,160 S 898,080 
Accrued expenses payable (operating expenses) ...........-.+-5: 76,080 84,960 
Dividends! payalol eterno cern aceite cn uri seatetetee tear easiest i 10,560 7,680 
Gommonistock, SilOjpaleaw panty teresa ee erent stint 177,600 38,400 
Paid-in capital in excess of par—common stock .............+.+-+ 369,600 230,400 
Retained! GarninGSs.cre.cs kre cnterscrteites ase cious uennae cn arora Tenciots 2,492,160 2;250j020 

$4,052,160 $3,515,040 


The income statement for the year ended December 31, 2012, is as follows: 


SEI Nae tl etre cats a nen ote nae, Stic > cea ciacotaat $7,176,000 
Costofmerchandisetsold) ac.<c-cce .eniacia Meena rockebrenit terrae rns 2,942,400 
GOSS) PEO fl tytoca-Rcttusscle o.a0e crosses. tie eons. cagreastchens ite rtoaaoneateas eters stole RO oboe $4,233,600 
Operating expenses: 

Depreciation expense... cereaepwar.kaacteredmnree tains ockehel sterol ccsi 7 Per $ 52,800 

OTHEHOperatingexDEMSeS. .../scrase sscieryeaters etatete Seetees Minis oles erecta 3,720,000 

Totalioperating expenses a. rcmrmsnearron oe 6 reed a= cicleineiel lores 3,772,800 

OPeratiinGihnGOMme:.<.; Seep sage a ooeron era ae oe tae a eee $ 460,800 
Other expense: ; 

EOSS:ONSalGlOMIMVESTMIEMUS arasremce prterntretdatelo ore sitet etter ae (76,800) 
IMCOMEIDETOKENMEONIAVtANS «... 5. viacere _.cysleseraeoega te aie alate ele oiiar elon ete S$ 384,000 
HXEONNCHAXGEX PINS Cie csr a anede stare favedeverone ober tome cons fohey oN -taveNat on onal ce soeeea nets 123,360 
NE tN GO me Rice tpe chore <oke oud s-c sss ieee oeuvre aoe ee voo nat a eet ee ere $ 260,640 


The following additional information was taken from the records: 
Equipment and land were acquired for cash. 

There were no disposals of equipment during the year. 

The investments were sold for $211,200 cash. 


The common stock was issued for cash. 
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There was a $24,000 debit to Retained Earnings for cash dividends declared. 


Instructions 


Prepare a statement of cash flows, using the direct method of presenting cash flows from 
operating activities. 


OBJ.3 PR 16-5A Statement of cash flows—direct method applied to PR 16-1A 


V Net cash flow from The comparative balance sheet of Flack Inc. for December 31, 2013 and 2012, is as follows: 
operating activities, 


$37,140 Dec. 31, 2013 Dec. 31, 2012 
—— Assets 
bY (SCION of CO ODN CROMER REST Scie EMMIS IIRG SO MET choc Mate $234,660 $219,720 
Accountsireceivablei(inet))...cets camion cant cine eee ee 85,440 78,360 
WAVE MRONLCS ecs0% iarareic w ciyseumcaisce ste atinattae etnies Cate ener renee eee ieee 240,660 231,420 
NI VESTTEIMUS e-crererern cccpare eosvars’a, steve cctetrn geariie eater ane ER eee 0 90,000 
ied CUE crea sicttsese «sats as syececoce eresereconsg take tc. rete aaa aren es Cone ER 123,000 0 
ESCHOTPORITGMIESN ». sore calerouescrayerenactrssciet ete cnc Sas tet eel RIeNat ster aca Soe terrence 264,420 207,420 
Accumulated depreciation—equipment ...............ceeeeeees (62,400) (55,500) 
$885,780 $771,420 
Liabilities and Stockholders’ Equity 
Accounts payable (merchandise creditors) .......... ccc eeueeeee $159,180 $151,860 
Accrued expenses payable (operating expenses) .............-0. 15,840 19,740 
Dividendsipayable.<ycc1..chuhintrvanin tina coment eee 9,000 7,200 
Gommeonistock, Sal Pai Gans. cca. c raeieamer tence ce een eae eee 48,000 36,000 
Paid-in capital in excess of par—common stock ................. 180,000 105,000 
Retained earnings casas sot toutttitt. arin xo a e aeeee ae 473,760 451,620 


$885,780 $771,420 
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The income statement for the year ended December 31, 2013, is as follows: 


SENG oa 86 Stasis oo RR ee ae ne oe a re $1,508,520 
COSMOMMENGHANGISEISOldee is.cags cases cui.e eho netic sc os 928,320 
GOES [OLRONTIE wo. bo, SRE CIO aT eer ne $ 580,200 
Operating expenses: 

DEDLeGlatlOnmexDeMnse mrs accac es tosis ceceroc eee TS $ 6,900 

OsphieioperatilnGgiexpensesiaceconw seu ss. steacenates gece 491,400 

Mota FO PSATIINGIEX DEM SESE T SS ase coso-csscouacincovecoussconsauaiteenstsavsuenors 498,300 

Operatingiincomesdiam.tpanikaleneKolt derek te dnecaiete. $ 81,900 
Other income: 

GainvonpsaleominVvestmMeNtSe ccc cise eco ee eracis cows sec enee 15,000 
[RECOM ESFOTEHNGONME TAX cos cgeinda ce «sss tee nde chsewntuaeans $ 96,900 
INEGOMMetaATeXPEMSCL mec cca ett cme anuges nas core ne aneees 38,760 
NGURINGOUI CMR rr Ye ok rstccs len aan cnn icnsee te an recta ee eee oe $ 58,140 


The following additional information was taken from the records: 

The investments were sold for $105,000 cash. 

Equipment and land were acquired for cash. 

There were no disposals of equipment during the year. 

The common stock was issued for cash. 

There was a $36,000 debit to Retained Earnings for cash dividends declared. 


op foo ® 


Instructions 


Prepare a statement of cash flows, using the direct method of presenting cash flows from 
operating activities. 


Problems Series B 
LY LTTE RIT ET NE SOIT GOES I ITN A NE RI SE 


OBJ. 2 PR16-1B Statement of cash flows—indirect method 
V Net cash flow from The comparative balance sheet of Juras Equipment Co. for December 31, 2013 and 2012, 
operating activities, is as follows: 


salad Dec. 31, 2013 Dec. 31, 2012 
Assets 
(Ce a ec OO NII RRC ORIONY Fuh CL OOOO O.COM 9 CCIE fOr $ 99,840 $ 67,680 
INGEOUIMESITEGEIN ADI GHUNGE) ete cuter ate. el neve ese ein ac) ayes sneetersyetene nin 292,560 265,680 
IAS TICO TICS ee actor te tthe ite tari ete eresral eromnray eciels wiatououeue omreear 421,440 409,200 
MIVAGUINCIILES Go on onde ono SOUOO Une 5 aaiDocoDcHuODe ants deu om co. 0) 144,000 
UN pe bir cre, Alek debit newen Sucre ola icanicicatteacet orcbioueiccicsicn into) ScicIONCDOE RCD 417,600 0 
EQUI DIMEN. «cece sone + < erathnceciaiege « Miata ohalalel alass bate soleka ste iohe 619,200 505,440 
Accumulated depreciation........ rE hes Ged hcp Ob ae Ce aT (139,920) (119,040) 
$1,710,720 $1,272,960 
Liabilities and Stockholders’ Equity 
Accounts payable (merchandise creditors) .....-..+.+++0+00- $ 290,400 § 274,080 
Accrued expenses payable (operating expenses) ........+.++- 43,200 37,920 
Dividends payable. . 0.0.00. 2 eee eneeee sence tee ce wunes 36,000 28,800 
GORMMON StOGK oil Palen Wurst henecratemi mnie cio: v -1sieiisttdsront s 162,000 144,000 
Paid-in capital in excess of par—common stock ......--+++++ 594,000 288,000 
Bat almeclG@aniiliG Sraynamieravlerre rae: sirersnererstersyaitiarelermerveeretevereniarnertc 585,120 500,160 
$1,710,720 $1,272,960 


The following additional information was taken from the records of Juras Equipment: 
a. Equipment and land were acquired for cash. 
b. There were no disposals of equipment during the year. 
c. The investments were sold for $129,600 cash. 
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OBJ. 2 


Y Net cash flow from 
operating activities, 
$481,200 


nae or 
- \ 7 
4 


OBJ. 2 


V Net cash flow from 
Operating activities, 
$70,200 


d. The common stock was issued for cash. 
e. There was a $228,960 credit to Retained Earnings for net income. 


f. There was a $144,000 debit to Retained Earnings for cash dividends declared. 


Instructions 
Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 


PR 16-2B Statement of cash flows—indirect method 
The comparative balance sheet of Beets Industries, Inc. at December 31, 2013 and 2012, 
is as follows: 


Dec. 31, 2013 Dec. 31, 2012 
Assets 
GASES sortie eed tetas Aare ake Geet ee ncaa oe ted $ 379,920 S$ 309,360 
AccGouNtsireceiVable (Net) ccc. sees had ens eese haere eee tare 570,240 507,600 
LAWENTOTIES shen hic copies caateyes eee eet Sn ko oe ee onrenacae 761,040 876,480 
Phe PaldhexXPeMSesicc.in.ccsr scictecshe cy ates oe eases 27,120 21,600 
TAIN Cle op ssip ee eet ws rarer havo Grea aRe ERT REET ora eee era 259,200 2595200 
BULGING SHAN: SAGR.bacic cechoate heh ete ote eee ere nee 1,468,800 972,000 
Accumulated depreciation—buildings..................00. (399,600) (355,320) 
Machineryand equipmentiscn: cacccice ante cie ea retake 669,600 669,600 
Accumulated depreciation—machinery and equipment..... (183,600) (164,160) 
RAMUS cetero ce eeeter nt cok ok oabeuc. ean ta eree Let owone Gc eee eee ae 91,680 103,680 
$3,644,400 $3,200,040 
Liabilities and Stockholders’ Equity 

Accounts payable (merchandise creditors) ................. S$ 717,840 $ 794,640 
DIVIGENGSipaVa bl eat. cc.ceschre ators cco eaten es ata Ee Tee 28,080 21,600 
Salatiesipayablea-mecmy cers ase ee cmiater ae einer a eee 67,680 74,640 
Mortgage note payable, due 2017................2-eeseees 192,000 0 
Bondsipayabler sirenntele nits. ctycr eee eee alae eres 0 336,000 
ECOmMMOMsStOck#S2parian asia oswecer Seer 99,200 43,200 
Paid-in capital in excess of par—common stock ............ 388,000 108,000 
Retained earings: tascam seh ees ere. eee 2,151,600 1,821,960 
$3,644,400 $3,200,040 


An examination of the income statement and the accounting records revealed the fol- 
lowing additional information applicable to 2013: 


a. Net income, $441,960. 


b. Depreciation expense reported on the income statement: buildings, $44,280; machinery 
and equipment, $19,440. 


Patent amortization reported on the income statement, $12,000. 
A building was constructed for $496,800. 


A mortgage note for $192,000 was issued for cash. 


oe © 


28,000 shares of common stock were issued at $12 in exchange for the bonds payable. 
g. Cash dividends declared, $112,320. 


Instructions 


Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 


PR 16-3B Statement of cash flows—indirect method 


The comparative balance sheet of Wen Technology, Inc. at December 31, 2013 and 2012, 
is as follows: 
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Dec. 31, 2013 Dec. 31, 2012 
Assets 
GAS ee EAP cocci isis sec ssransisis wingslewath se viesiere waa § 450,900 $ 506,700 
ANCGOUMUESMEGCEIVADIGNINED) Ls oye ovale cccasieas ne vei e vases eceee 1,056,600 914,400 
VEIN WOES: 3.0.0 conan LOT Ne OIE ee 1,377,900 1,298,700 
Bre al CEXISSISC Steer myabnerccae-c)- canes avalacistes os asic oa 1 Pare 27,900 39,600 
LYING! 3,6 cog... corre RETA e) eR ic, oR ce CLA aes hp ee 1,485,000 2,079,000 
(SHUTKOILIKC'S, Bic 3. cy.c.dic, © Dice CREED CUO RRR A SO 2,970,000 1,485,000 
Accumulated depreciation—buildings...................... (595,800) (549,000) 
ECGHUIFOMMETUE & o'c a 6 mete eee PEARS CLUE EEE AC Sea Ion re ec 990,900 794,700 
Accumulated depreciation—equipment ..................0. (199,800) (243,000) 
$7,563,600 $6,326,100 
Liabilities and Stockholders’ Equity 
Accounts payable (merchandise creditors) .................. $ 891,000 $ 946,800 
HNGOTMER AXE DAVAO Ole cae tel barca. c wre calcaiera v eaistatm aca sie cehnarie one 39,600 32,400 
BONCSIDAV AD Okuma ae ncierass we tA vis eel eslouvaaotrneaeed 495,000 0 
Conmmon Suc SiO) (elise bameaeeere moss son Ramee ob oneeeecr 378,000 270,000 
Paid-in capital in excess of par—common stock ............. 1,701,000 1,215,000 
RetainedkeaniniinG Siac secscrae cn caterers cls, 2 sotite aia mins esa cdseeees 3 a4 _ 4,059,000 _ 3,861,900 
$7,563,600 $6,326,100 


The noncurrent asset, noncurrent liability, and stockholders’ equity accounts for 2013 
are as follows: 


ACCOUNT Land ACCOUNT NO. 


Balance 


Credit 


Credit 


Jan. Balance 2,079,000 
Apr. Realized $684,000 cash 

from sale 594,000 | 1,485,000 
ACCOUNT Buildings ACCOUNT NO. 


Balance 


Item Debit Credit Credit 


Balance 1,485,000 
Acquired for cash 1,485,000 2,970,000 
ACCOUNT Accumulated Depreciation—Buildings ACCOUNT NO. 
Balance 
Credit Debit Credit 
; Balance 549,000 
Dec. Depreciation for year 46,800 595,800 
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ACCOUNT Equipment ACCOUNT NO. 


Balance 


Date Item Credit 
2013 
Jan. 1 Balance 794,700 
26 Discarded, no salvage 99,000 695,700 
Aug. 11 Purchased for cash 295,200 990,900 


ACCOUNT Accumulated Depreciation—Equipment ACCOUNT NO. 


Balance 


Date Credit Debit | Credit 
2013 
Jan. 1 Balance 243,000 
26 Equipment discarded 144,000 
Dec. 31 Depreciation for year 55,800 199,800 
ACCOUNT NO. 


Balance 


Credit 


ACCOUNT Common Stock, $10 par ACCOUNT NO. 


Balance 


Jan. Balance 270,000 
Dec. Issued 10,800 shares of common 

stock for $10 per share 108,000 378,000 
ACCOUNT Paid-In Capital in Excess of Par—Common Stock ACCOUNT NO. 


Balance 


Credit 


‘ Balance 1,215,000 
Dec. Issued 10,800 shares of common 
stock for $10 per share 486,000 1,701,000 
ACCOUNT Retained Earnings ACCOUNT NO. 


Balance 


Balance 
Net income 
Cash dividends 


3,861,900 
4,177,800 
4,059,000 


315,900 


118,800 
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Instructions 


Prepare a statement of cash flows, using the indirect method of presenting cash flows 
from operating activities. 


OBJ. 3 PR 16-4B Statement of cash flows—direct method 


Vv Net cash flow from The comparative balance sheet of Middaugh Restaurant Supplies Inc. for December 31, 
operating activities, 2013 and 2012, is as follows: 


$254,610 
Dec. 31, 2013 Dec. 31, 2012 
Assets 
CARI adicondued oe dine OOS EI tern ROC a on ee perma $ 330,960 $ 341,550 
ANGCOUMTSTECEIVADIE (NEE)! co sicicac ces see ke caus cone nae wowace 496,320 457,200 
PAVE NEOUS i estate ere ei sere sso) oo sie creroreve carsales, be Sivlouere Dieters sre ele Sys 697,200 681,900 
IAVESCMNETIUES i eros nests oo tars ow) cersteteuc os sueterslsiasrave's ohaveuetetatncrerecersie 0 216,000 
Pecan lie te eereetran eae eae cae cas orcan ies iis austetacMhavonsdabesctererssssaterereneeeors 480,000 0 
8 ES pte -ac cca sa en ee a NO 612,000 492,000 
AcctimulatediGepreciationy access ne cece soe eos ns stele siete > (240,750) (184,200) 
$2,375,730 $2,004,450 
Liabilities and Stockholders’ Equity . 

Accounts payable (merchandise creditors) ..............000- §$ 540,000 $ 483,300 
Accrued expenses payable (operating expenses) ............ 33,900 39,600 
Dividendsipayabletemermraceravac cnet niece ccs cmie ss 50,400 45,600 
(Geoviinveln Sate SS OOF aeiviass oii ao Sadicdids sudo soibudacbuoGe 108,000 15,000 
Paid-in capital in excess of par—common stock ............. 364,500 225,000 
REtAIME A SaliniMG Str. ee testet tele wiel olovatelotere s]s1s soetetereteteta’ lerstelsra) siete: 1,278,930 1,195,950 
$2,375,730 $2,004,450 


The income statement for the year ended December 31, 2012, is as follows: 


Sal eka Ry GREE SE ho Bg COED OR OI CLIC Maas CDi CmCORaESG $2,256,000 
GOstotimerchandise SOl Gina ewe reh int etter Toit 1,176,000 
GrOssiaKOfitermiaciee sade ee da sle a eiviee « ciemie etn protpegslyeles $1,080,000 
Operating expenses: 

Depreciation expense ...... 6.0 cere rece cece teen eee eens $ 56,550 

Other operating Expenses ....... 6. cece reece eee teen eens 672,420 

Total operating Expenses ...... 6... e cece ee eee eee ees 728,970 

Operating incomes ......... eee eee eee ete e ete e teen eens § 351,030 
Other income: 

Gain on sale of investments...........cce cece e eens 78,000 
Income before incOMEe tax ..... 6... cece eee cen e renee eee eees § 429,030 
INCOME taX EXPENSE... eer e rere eee ne een ecto eee e ene ennes 149,550 
NE tINGOMET Heaths cTascualsdoethe sien miedaats socio sakes ary: $ 279,480 


The following additional information was taken from the records: 

Equipment and land were acquired for cash. 

There were no disposals of equipment during the year. 

The investments were sold for $294,000 cash. 

The common stock was issued for cash. 

There was a $196,500 debit to Retained Earnings for cash dividends declared. 


ono te 


Instructions ; 
Prepare a statement of cash flows, using the direct method of presenting cash flows from 


operating activities. 
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PR 16-5B Statement of cash flows—direct method applied to PR 16-1B 


OBJ.3 

V Net cash flow from The comparative balance sheet of Juras Equipment Co. for Dec. 31, 2013 and 2012, is: 

operating activities, Dec. 31, 2013 Dec. 31, 2012 

$246,720 Deen ne SSS SS SS 

Assets 
GaSHY sesccsia s+ acare: 2:8 Byageee apap guetta sh cmensiek Recerca aaaciae $ 99,840 $ 67,680 
Accountssreceivablei(net) haa neriieiaee seine eure 292,560 265,680 
Nakicialtol d(acaaeneneieton aco conics ccnormarmd coor on.coc cn 0 oot 421,440 409,200 
[AVESTIISTTS ho acsieis 8 diced ie ouele cncutoeevaltetrarauc tone eit tara Rar ons aMaenaecle notes 0 144,000 
Lat Cllige = hes Sesh 2g," svigarecatyouy 8 dos a yoyencnaannercageteirenn suevaloonis cenetate teen seetenaR are eens 417,600 0 
so UN OMEN toasts cls cUr Goo mane ides Gddos Odor dene cledusioms 619,200 505,440 
AccuimUlatechGepreciatlonm asm nitcinre teri tien Ck rerreter (139,920) (119,040) 
$1,710,720 $1,272,960 
Liabilities and Stockholders’ Equity 
Accounts payable (merchandise creditors) ...............085 S$ 290,400 § 274,080 
Accrued expenses payable (operating expenses) ............ 43,200 37,920 
DIVES: Dayal less atrecstcee sles tess xshelmxotepehetale cece anaes Reesor 36,000 28,800 
Common: Stock; 'S1"palh tease acseuerer nner wae asian tegatana 162,000 144,000 
Paid-in capital in excess of par—common stock ............. 594,000 288,000 
Retained GarminnGs:. .iccP..02% 2! sacaeyecuna Seeeaeiatas aca areca aes 585,120 500/160 
$1,710,720 $1,272,960 


The income statement for the year ended December 31, 2013, is as follows: 


Gastiofimerchandise:sold a... sdeecixasiiecsiciiysasacieetetl scene 
[ENOSS.10) Often Ree Ce eee SOC acme ate renee tats = 
Operating expenses: 
Depreciation expemse wi <s.4130 casted soos odes see eloets is 
OtherioperatingrexPeNnsSeSwacs. qstesis..c9chhreehe date eee ets 
MotalkoperatingrexpensSesie mci rscercc1 tetris eerie 
OPSKALINGNMGOMeR ates cir tote te ice encore neers 
Other expenses: 
Kossionisaleiofinvestimentsiasermicdr lt aaielac teh seaeee ree 
iIncometbeforelincomentaxcce a-2 ct ccpscistie amet ere 
IMNGOMETAXT EXPENSES acs aces iteraei ttre alana eeah a meeee 
INGENINGONMMG Sos acer ates stata tslaten estonckay tatclaienc) hues ere 


The following additional information was taken from the records: 


Equipment and land were acquired for cash. 


The investments were sold for $129,600 cash. 


The common stock was issued for cash. 


Oo 2 jo 2 


Instructions 


Prepare a statement of cash flows, using the direct method of presenting cash flows from 


operating activities. 


Cases & Projects 


$ 20,880 
831,600 


There were no disposals of equipment during the year. 


$3,246,048 
1,997,568 
$1,248,480 


852,480 
$ 396,000 


(14,400) 
$ 381,600 
152,640 
$ 228,960 


There was a $144,000 debit to Retained Earnings for cash dividends declared. 


LE LTE LL ST I ERE LTTE SI SSS SS SE EIN, 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 
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Excel Success Special Activities 


excel 


SUCCESS 


excel 


SUCCESS 


SA 16-1 Cash flow from operating activities 


Omar Company had the following selected income statement information for the year 
ended December 31, 2013: 


Netincomelanrh +s ssc Aseueete att aensamer es $310,000 
Depreciationiexpenseaneredsne vs ocee cae aan 48,000 
Kossionssalelotiland.cvserscce eee eis ree 21,000 


Comparative noncash current assets and current liabilities for December 31, 2013 and 
2012, are as follows: 


2013 2012 
AccountsmeceiVable j:..ccncseecnnesameotede eo 132,400 145,200 
LAV EMEOTIOS is accra evcreicucea totexcee raise clits lore tlerdeusterd iene corel 256,000 231,900 
Nacountspavalsle nasimi” «ccsts crores saremtetsre ete 194,600 209,800 
ACGHUECIEXPENSESSe et ae cc worartanausie es sere lena 89,200 94,200 
Interestipayablessen. anaes coat. tees mete 24,500 20,000 


a. Open the Excel file SA16-1_2e. 


b. Use your spreadsheet to prepare the cash flows from operating activities section of 
the statement of cash flows. 


c. When you have completed the section, perform a “save as,” replacing the entire file 
name with the following: 


SA16-1_2e[your first name initial]_[your last name] 


SA 16-2 Cash flow from operating activities 


Troy Company had the following selected income statement information for the year 
ended December 31, 2013: 


(Nieiaveolismneuaonteede co Sotoe ss ookeudonb ocd $79,000 
Amortization expense ..... 6.0... eee ee eee eee 14,500 
GaimiomSaleonlandite se ce ckie ce mci terse arevete 0% 5,600 


Comparative noncash current assets and current liabilities at the end of the two latest 
years are as follows: 


2013 2012 
/NeconaisitaclNelollasuaccovs ns pecccooducoeor 57,300 68,900 
FaWETnitol doing meta co aks be Hohn OP ORG e es DOT Od ne OOM 42,100 47,300 
Prepaid expenses ....... 0c cess eee e eee e ences 12,300 10,100 
ACCOUNTS PAVADIOHT 5 eine vier see omens 37,900 35,100 
Accrued Expenses. ....... sec e seen renee eeees 21,500 24,600 
Income taxes payable ...........2-e sees eens 15,400 13,200 


Use your spreadsheet to prepare the cash flows from operating activities section of the 

statement of cash flows. 

a. Open the Excel file SA16-2_2e. 

b. Use your spreadsheet to prepare the cash flows from operating activities section of 
the statement of cash flows. 

c. When you have completed the section, perform a “save as,” replacing the entire file 
name with the following: 
SA16-2_2e[your first name initial]_[your last name] 
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excel 


SUCCESS 


SA 16-3 Cash flow from operating activities 
The income statement for the McIntyre Company is as follows for the year ended 
December 31, 2013: 


Mcintyre Company 
Income Statement 
For the Year Ended December 31, 2013 


S| a me ei ee ito au.caounpaubee noe $325,000 
Gostiofimerchandisesold. 4... «ccc eera is oa. Rare ee or tee arty onsite Meretens 143,000 
GROSS! PrOfittiis so. sig: a:se dye'sew aracarere 5) eae ee eRe stated vata tees $182,000 


Operating expenses: 


Salariestexpenise . 414d Ae. BE, EEE Pate atet ante eae $45,600 
Sales. EXPeMSes siLisice a eee Ae aa ae oteeele REE ac agrees seer ote uae ema 34,100 
DepreGiatiOmiexpPe@nser..cctrausar-parcterertmeleral ie laiexeo ae lel slo sec aleveronmneneteene 13,200 
WlotalioperatingiexpenSesiescut cctrnereene staan 92,900 
INGOMEFOMODEFAtIONS «.. 6-6 acco 'scan os. a100 2 exo ER ane gas eee S$ 89,100 
Other expense 
kossomisaleiof INVESTMENTS 1,...10 1 scarciertes ceeraicl vee cei eer teeter 22,000 
Incomelbeforeiincome tax oc cacis.s scene ans veupee ieee epee ees $ 67,100 
INGOMEAX EXPENSO o..6c a wiei sigan cvarsw ccs erence craty s(o ov ORR ee tegen ators ave cies 25,000 
Nt TGCS cis ceca ease ao tenfes aad fares one us poems cre bet eettve crete re ete ranean $ 42,100 


Increases and decreases in noncash current assets and liabilities for the comparative 
balances sheets dated December 31, 2013 and 2012, are as follows: 


Increase/(Decrease) 
Accounts receivable S (2,900) 
Inventories 5,800 
Prepaid expenses (2,100) 
Accounts payable (12,400) 
Accrued expenses (3,400) 
Income taxes payable 1,500 


a. Open the Excel file S416-3_2e. 


b. Use your spreadsheet to prepare the cash flows from operating activities section of 
the statement of cash flows. 


c. When you have completed the section, perform a “save as,” replacing the entire file 
name with the following: 


SA16-3_2e[your first name initial]_[your last name] 


’ Photo/Matt York 


Financial Statement 
Analysis 


ust do it.” These three words identify one of the most 
recognizable brands in the world, . While this phrase 


ra | 


inspires athletes to “compete and achieve their potential,” it also 
defines the company. 

Nike began in 1964 as a partnership between University of Ore- 
gon track coach Bill Bowerman and one of his former student-athletes, 
Phil Knight. The two began by selling shoes imported from Japan out 


of the back of Knight's car to athletes at track and field events. As sales 
grew, the company opened retail outlets, calling itself 
The company also began to develop its own shoes. In 1971, 
the company commissioned a graphic design student at Portland 
State University to develop the swoosh logo for a fee of $35. In 1978, 
the company changed its name to Nike, and in 1980, It sold its first 
shares of stock to the public. 
Nike would have been a great company to invest in at the 
time. If you had invested in Nike’s common stock back in 1990, 


you would have paid $5.00 per share. As of July 2010, Nike's stock 
was worth $70.15 per share. Unfortunately, you can't invest using 
hindsight. 

How can you select companies in which to invest? Like any 
significant purchase, you should do some research to guide your 
investment decision. If you were buying a car, for example, you 
might go to to obtain reviews, ratings, prices, 
specifications, options, and fuel economies to evaluate different 
vehicles. In selecting companies to invest in, you can use finan- 
cial analysis to gain insight into a company’s past performance 
and future prospects. This chapter describes and illustrates com- 
mon financial data that can be analyzed to assist you in mak- 
ing investment decisions such as whether or not to invest in 
Nike's stock. 


Source: http://www.nikebiz.com/. 


CHAPTER 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises Page 
(ag) ~Describe basic financial statement analytical methods. 
1 | Basic Analytical Methods a 
Horizontal Analysis EE 17-1 ees 783 
Vertical Analysis EE 17-2 sccess 785 
Common-Sized Statements 
Other Analytical Measures 
Use financial statement analysis to assess the solvency of a business. 

= Solvency Analysis 
Current Position Analysis EE17-3 S@a 789 
Accounts Receivable Analysis EE 17-4 See 790 
Inventory Analysis EE 17-5 siccess 792 
Ratio of Fixed Assets to Long-Term Liabilities excel 
Ratio of Liabilities to Stockholders’ Equity EE 17-6 Sel 793 
Number of Times Interest Charges Earned EE 17-7 Se 794 

Use financial statement analysis to assess the profitability of a business. 

= Profitability Analysis 
Ratio of Net Sales to Assets EE17-8 Sa 795 
Rate Earned on Total Assets EE17-9 See 796 
Rate Earned on Stockholders’ Equity otel 
Rate Earned on Common Stockholders’ Equity EE 17-1092! 798 
Earnings per Share on Common Stock ote 
Price-Earnings Ratio EE 17-1192! 800 
Divdends per Share success 
Divdend Yield SUCCESS 


Summary of Analytical Measures 


Describe the contents of corporate annual reports. 


Corporate Annual Reports 
Management Discussion and Analysis 
Report on Internal Control 
Report on Fairness of the Financial Statements 
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= describe basic «= BaSic Analytical Methods 


financial 


statement analytical Users analyze a company’s financial statements using a variety of analytical methods. 
methods. Three such methods are as follows: 


1. Horizontal analysis 
2. Vertical analysis 
3. Common-sized statements 


Horizontal Analysis 


The percentage analysis of increases and decreases in related items in comparative 
financial statements is called horizontal analysis. Each item on the most recent state- 


ment is compared with the same item on one or more earlier statements in terms 
of the following: 


1. Amount of increase or decrease 
2. Percent of increase or decrease 


When comparing statements, the earlier statement is normally used as the base 
year for computing increases and decreases. 

Exhibit 1 illustrates horizontal analysis for the December 31, 2012 and 2011. bal- 
ance sheets of Lincoln Company. In Exhibit 1, the December 31, 2011, balance apes 
(the earliest year presented) is used as the base year. 

Exhibit 1 indicates that total assets decreased by $91,000 (7.4%), liabilities de- 
creased by $133,000 (30.0%), and stockholders’ equity increased by $42,000 (5.3%). 
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NEES a7 
nee 


7 EXHIBIT 1 
Lincoln Company : 
Comparative Balance Sheet Comparative 
December 31, 2012 and 2011 Balance Sheet— 


Horizontal 
Analysis 


aes 


Dec. 31, Increase (Decrease) 
201 1 Amount Percent 


Current assets. oe -§ 533,000. é 17 
- Long-term investments..............65 is ci" as 177,500 + 
Property, plant, and equipment (net) ....... fae 500 470,000 
_ Intangible Beeeis ty Aa Gee, fmt nates ee 50,000 
sulatalassets Wines. o Sr Cee Dev te a $1,230,500 (91,00 
ie Liabilities = 

Current liabilities........ PAR Ca Ge is 
Long-term liabilities ....... eer eRe 

Total liabilities ........ Breireegecsees dit 

Stockholders’Equity fest ee 
Preferred 6% stock, $100 Se ee Rgabonine: 150,000 — | 150,00 

Common stock, $10 par.... st pe aS alleges i 500,000 a 10,00 

Peemed nds, Se 179,500 __ 137,50 

Total stockholders’equity=. -s. eect 

Total liabilities and stockholders’ equity............ cre 230,500 $ ( 


Since the long-term investments account decreased by $82,500, it appears that most 
of the decrease in long-term liabilities of $100,000 was achieved through the sale of 
long-term investments. 

The balance sheets in Exhibit 1 may be expanded or supported by a separate sched- 
ule that includes the individual asset and liability accounts. For example, Exhibit 2 
is a supporting schedule of Lincoln’s current asset accounts. 

Exhibit 2 indicates that while cash and temporary investments increased, accounts 
receivable and inventories decreased. The decrease in accounts receivable could be 
caused by improved collection policies, which would increase cash. The decrease in 
inventories could be caused by increased sales. 


EXHIBIT 2 


Lincoln Company 


Comparative Schedule of Current Assets Comparative 
December 31, 2012 and 2011 Schedule of 
: Current Assets— 
Dec. 31, Increase (Decrease) | Horizontal 
: 2012 2011 Amount Percent | A 
B cere gr ee rer rte ang are $90,500 $ 64,700 $25,800 39.9% | Analysis 
~ Temporary investments.......... 2 See 75,000 60,000 15,000 25.0% | 
Accounts receivable (ietlnt Meee sales DEALS 115,000 120,000 (5,000) (4.2%) | 
arene Wles: Gite hun Alias GUT o nash 8 RAS BELG 264,000 283,000 (19,000) (6.7%) | 
Prepaid expenses ....«. Bcc hire eet mire tent he, s Sieg 5,500 5,300 200° v1 3.8% i 
Ota CUNFENT.ASSEtS ..-2%7..- eis ale Spi mages Me $550,000 $533,000 $17,000 3.2% | 


 ceomemempmnpac saucepan ents eH ORT TESTS POTEET TT aT CET TE I NT TE ETT TTD 


Exhibit 3 illustrates horizontal analysis for the 2012 and 2011 income statements 
of Lincoln Company. Exhibit 3 indicates an increase in sales of $296,500, or 24.0%. 
However, the percentage increase in sales of 24.0% was accompanied by an even 
greater percentage increase in the cost of goods (merchandise) sold of 27.2%." Thus, 
gross profit increased by only 19.7% rather than by the 24.0% increase in sales. 


1 The term cost of goods sold is often used in practice in place of cost of merchandise sold. Such usage is followed in this chapter. 
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EXHIBIT 3 
y Lincoln Company 
Comparative Comparative Income Statement 
Income : For the Years Ended December 31, 2012 and 2011 
sree abhi Increase (Decrease) 
Horizontal 2012 2011 Amount Percent 
Analysis Sais ri Ciays a een Ir ee ae $1,530,500 $1,234,000 $296,500 24.0% 
Sales returns and allowances.............++.e0e00- 32,500 34,000 — (1,500) (4.4%) 
NGESalesee ssl seienten sy Wei dehe lotetepers batt che roue cites aiobo wet oa $1,498,000 $1,200,000 $298,000 24.8% 
Gastiofigoodsisolds sis cil vamelsssass oi ele reeeiersterie bios 1,043,000 820,000 223,000 27.2% 
GOSS TOMES cok. sais eee rameetichers jc siti eaten. aiet crags Ss 455,000 $ 380,000 S$ 75,000 19.7% 
Selling expEmsesiraaccrretavines ciaers, «1s ae etah ieto cies $ 191,000 $ 147,000 $ 44,000 29.9% 
Administrative expenses........ 20. e eee e eee eens 104,000 97, A400 6,600 6.8% 
Total operating expenses~.w....1.....0s.ceueetewee $ 295,000 $ 244,400 $ 50,600 20.7% 
Income from operations MASEL tse. u5 ot avon asta here ace $ 160,000 $ 135,600 $ 24,400 18.0% 
ESTING OMEN. Galva tation Pas cttewanto umes te aeiee 8,500 11,000 (2,500) (22.7%) 
‘ § 168,500 $ 146,600 $ 21,900 14.9% 
Other expense (interest) ............. moc iaiovast Fast eee 6,000 12,000 (6,000) (50.0%) 
income before incometaxi cece. ern eee $ 162,500 $ 134,600 $ 27,900 20.7% 
INCOME taxX'ExPeNSe wards asin sicshe vistors oe dale aie 71,500 — 58,100 13,400 23.1% 
NECINGOMEL fic saan cree ve ea $ 91,000 $§ 76,500 $ 14,500 19.0% 


Exhibit 3 also indicates that selling expenses increased by 29.9%. Thus, the 24.0% 
increases in sales could have been caused by an advertising campaign, which in- 
creased selling expenses. Administrative expenses increased by only 6.8%, total op- 
erating expenses increased by 20.7%, and income from operations increased by 
18.0%. Interest expense decreased by 50.0%. This decrease was probably caused by 
the 50.0% decrease in long-term liabilities (Exhibit 1). Overall, net income increased 
by 19.0%, a favorable result. 

Exhibit 4 illustrates horizontal analysis for the 2012 and 2011 retained earnings 
statements of Lincoln Company. Exhibit 4 indicates that retained earnings increased 
by 30.5% for the year. The increase is due to net income of $91,000 for the year, 
less dividends of $49,000. 


EXHIBIT 4 _ _— 
A Lincoln Company 
Comp -opeatlaia Comparative Retained Earnings Statement 
Retained For the Years Ended December 31, 2012 and 2011 
Earnings 
Statement— Increase (Decrease) 
Horizontal 2012 2011 Amount Percent | 
i $1 7,5 , ‘ : 7 5° | 
Analysis $137,500 $100,000 $37,500 37.5% 


91,000 76,500 4, 19.0% | 
$228,500 $176,500 $52,000 29.5% | 


Dividends: s ool 
On preferred stock $ 9,000 $ 9,000 wy | 
On common stock 40,000 30,000 000 33.3% re 1 

3 49,000 3 39,000 $10,00 25.6% | 
$179,500 $137,500 ; Borg? 


\ 
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Example EXxeYcis€ 17-1 Horizontal Analysis 


>" 


_ The comparative cash and accounts receivable balances for a company are provided below. 


Dec. 31, Dec. 31, 
2012 2011 


Cash $62,500 $50,000 
Accounts receivable (net) 74,400 80,000 


Based on this information, what is the amount and percentage of increase or decrease that would be shown ona 
balance sheet with horizontal analysis? 


Follow My Example 17-1 


Cash $12,500 increase ($62,500 — $50,000), or 25% 
Accounts receivable $5,600 decrease ($74,400 — $80,000), or (7%) 


Pete tail loll (afer! ny'aislvinisiin/o/alulls).s) ©(s/>ielielbis|(e) eieiie'eisie,n e-<ileiwie isileieia;eys)s(einl's\/eioisis\is\isinie aie: e)o)els) wb .eliellalfo\iel eel ae)eie ie n(e)(o; 60;161'sal\lei'ei'slere|o/'\(e)''/8l cile9i/e\ elel(eia.reie ieliei's'(8//e)evalielie, eheysileiajereial ereate a ieial eevee ciara leila re Welciete aes! sravelctlletere eel 


Practice Exercises: PE17-1A,PE17-1B | 


Vertical Analysis 
The percentage analysis of the relationship of each component in a financial statement to 
a total within the statement is called vertical analysis. Although vertical analysis is applied 
to a single statement, it may be applied on the same statement over time. This enhances 


the analysis by showing how the percentages of each item have changed over time. 
In vertical analysis of the balance sheet, the percentages are computed as follows: 


1. Each asset item is stated as a percent of the total assets. 


2. Each liability and stockholders’ equity item is stated as a percent of the total liabilities 
and stockholders’ equity. 


Exhibit 5 illustrates the vertical analysis of the December 31, 2012 and 2011, bal- 
ance sheets of Lincoln Company. Exhibit 5 indicates that current assets have increased 
from 43.3% to 48.3% of total assets. Long-term investments decreased from 14.4% 
to 8.3% of total assets. Stockholders’ equity increased from 64.0% to 72.8% with a 
comparable decrease in liabilities. 


EXHIBIT 5 


Lincoln Company Comparative 


Comparative Balance Sheet : h 
December 31, 2012 and 2011 _ Balance Sheet— 
Vertical Analysis 

Dec. 31, 2012 Dec. 31, 2011 


Amount Percent Amount Percent 


Current assets § 550,000 48.3%  $ 533,000 
Long-term investments 95,000 8.3 177,500 
Property, plant, and equipment (net) 444,500 39.0 470,000 
Intangible assets 50,000 _ 44 50,000 
Total assets $1,139,500 100.0% — $1,230,500 


Liabilities 
Current liabilities 210,000 18.4% 243,000 
Long-term liabilities 100,000 8.8 200,000 
Total liabilities 310,000 27.2% 443,000 


Stockholders’ Equity 
Preferred 6% stock, $100 pz ° 150,000 13.2% 150,000 
Common stock, $10 par 500,000 43.9 500,000 


Retained earnings 179,500 iE 137,500 
Total stockholders’ equity $ 829,500 72.8% § 787,500 
Total liabilities and stockholders’ equity $1,139,500 100.0% $1,230,500 
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In a vertical analysis of the income statement, each item is stated as a percent 
of net sales. Exhibit 6 illustrates the vertical analysis of the 2012 and 2011 income 
statements of Lincoln Company. 


Lincoln Company 
Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


2011 
Amount 


2012 
Amount 


Percent 


Exhibit 6 indicates a decrease in the gross profit rate from 31.7% in 2011 to 30.4% 
in 2012. Although this is only a 1.3 percentage point (31.7% — 30.4%) decrease, in 
dollars of potential gross profit, it represents a decrease of about $19,500 (1.3% x 
$1,498,000). Thus, a small percentage decrease can have a large dollar effect. 


All of the analyses illustrated in this objective are well suited to a spreadsheet solution approach 
because of the repetitive calculations across rows and columns. However, for brevity we will 
illustrate only the vertical analysis of comparative income statements. The formulas are as follows: 


a. b. 


Lincoln Company 
; Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


2012 2011 
| Amount | Percent_y | 
[Sales $ 1,234,000 | =E7/E$9 
| Sales returns and allowances 32,500 | =B8/B$9 34,000 | =E8/E$9. 
| Net sales =B9/BS9 =ET-E8 =EQ/ES9 
| Cost of goods sold 1,043,000 | =B10/B$9 820,000 | =E10/E$9 
| Gross profit =B11/B$9 | =E9-E10 =E11/E$9 
| Selling expenses 191,000 | =B12/B$9 147,000 | =E12/E$9 
| Administrative expenses =B13/B$9 97,400 | =E13/E$9 
| Total operating expenses =B14/B$9 =E14/E$9 


| Income from operations 
Other income 


=B15/B$9 
=B16/B$9 


=B11-B14 =E11-E14 -=E15/E$9 
8,500 11,000 | =E16/E$9 


=B17/B$9 =E15+E16 | =E17/E$9 
| Other expense (interest) 6,000 | =B18/B$9 =E18/E$9 
Income before income tax =B17-B18 | =B19/B$9 | =E17-E18 ~——-=E19/E$9 
Income tax expense 71,500 | =B20/B$9 ‘| 58.100 


— =E20/E$9 
Net Income ESO. 


[ =E19-E20 7 


=B19-B20 =B21/B$9 


Chapter 17 Financial Statement Analysis 785 


a. Enter the formulas for the sub-totals and totals within the income statement at appropriate 
cell locations, such as B9. The formulas entered in column B can be copied into the adjacent 
cell location in column E, one-by-one, to save time. For example, the formula in B9 can be 
copied to E9; B11 copied to E11; and so on. 


b. Insert the formula in cell C7 for the vertical percentage computation, =B7/B$9. The 
absolute cell address ($ sign) is placed in front of the row 9 number. This is because the 
sales denominator remains fixed when the formula is copied across the rows. 


O Copy the formula in cell C7 to C8:C21 and F7:F21. Column C and F calculations are 
formatted as a percent with one decimal place. 


Ti Tt Go to the hands-on Excel Tutor for this example! 
ry. (Note: The example here and throughout this chapter are contained in a single tutorial.) 


Tr Tt This Excel Success example uses an Excel function referred to as cell referencing. Go to the Excel Tutor 
y. titled Absolute & Relative Cell References for additional help with this useful Excel function! 


Income statement information for Lee Corporation is provided below. 


Sales $100,000 
Cost of goods sold 65,000 
Gross profit $ 35,000 


Prepare a vertical analysis of the income statement for Lee Corporation. 


; see __ Amount Percentage ; 

Sales 225 5100000. 100%. ($100,000 + $100,000) _ 
Cost of goods sold 65,000 65 ($65,000 + $100,000) 
Gross profit $35,000 _35%  —— ($35,000 + $100,000) 


" Practice Exercises: PE 17-2A,PE17-2B | 


Common-Sized Statements 


In a common-sized statement, all items are expressed as percentages with no dol- 
lar amounts shown. Common-sized statements are often useful for comparing one 
company with another or for comparing a company with industry averages. 

Exhibit 7 illustrates common-sized income statements for Lincoln Company and 
Madison Corporation. Exhibit 7 indicates that Lincoln Company has a slightly higher 
rate of gross profit (30.4%) than Madison Corporation (30.0%). However, Lincoln has 
a higher percentage of selling expenses (12.8%) and administrative expenses (6.9%) 
than does Madison (11.5% and 4.1%). As a result, the income from operations of 
Lincoln (10.7%) is less than that of Madison (14.4%). 

The unfavorable difference of 3.7 (14.4% — 10.7%) percentage points in income 
from operations would concern the managers and other stakeholders of Lincoln. The 
underlying causes of the difference should be investigated and possibly corrected. For 
example, Lincoln Company may decide to outsource some of its administrative duties so 
that its administrative expenses are more comparative to that of Madison Corporation. 


Other Analytical Measures 


Other relationships may be expressed in ratios and percentages. Often, these relation- 
ships are compared within the same statement and, thus, are a type of vertical analysis. 
Comparing these items with items from earlier periods is a type of horizontal analysis. 
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EXHIBIT 7_ 
Common- 


Sized Income 
Statement 


= Use financial 
statement 
analysis to assess the 
solvency of a business. 


Note: 

Solvency analysis 
focuses on the ability 
of a business to pay its 
current and noncurrent 
liabilities. 


One popular printed 
source for industry 
ratios is Annual 
Statement Studies from 
Risk Management 
Association. Online 
analysis is available 
from Zacks Investment 
Research site, which is 
linked to the text's Web 
site at www.cengage 
-com/accounting/reeve. 


et Fe | 
peices 
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lincoln Madison 


Company Corporation 

Sales 102.2% 102.3% 
Sales returns and allowances eZ ee) 
Net sales 100.0% 100.0% 
Cost of goods sold 69.6 _70.0 
Gross profit _ 30.4% _ 30.0% 
Selling expenses 12.8% 11.5% 
Administrative expenses pnG eral 
Total operating expenses 19.7% _ 15.6% 
Income from operations 10.7% 14.4% 
Other income ‘206 __ 0.6 

11.3% 15.0% 
Other expense (interest) 0.4 m0> 
Income before income tax 10.9% 14.5% 
Income tax expense 4.8 BYERS) 
Net income 6.1% 9.0% 


Analytical measures are not a definitive conclusion. They are only guides in evaluat- 
ing financial and operating data. Many other factors, such as trends in the industry and 
general economic conditions, should also be considered when analyzing a company. 


Solvency Analysis 


All users of financial statements are interested in the ability of a company to do the following: 


1. Meet its financial obligations (debts), called solvency 
2. Earn income, called profitability 


Solvency and profitability are interrelated. For example, a company that cannot pay its 
debts will have difficulty obtaining credit. A lack of credit will, in turn, limit the company’s 
ability to purchase merchandise or expand operations, which decreases its profitability. 

Solvency analysis focuses on the ability of a company to pay its liabilities. It is 
normally assessed using the following: 


1. Current position analysis 
Working capital 
Current ratio 
Quick ratio 
2. Accounts receivable analysis 
Accounts receivable turnover 
Number of days’ sales in receivables 


3. Inventory analysis 
Inventory turnover 
Number of days’ sales in inventory 


4. The ratio of fixed assets to long-term liabilities 
5. The ratio of liabilities to stockholders’ equity 
6. The number of times interest charges are earned 


The Lincoln Company financial statements presented earlier are used to illustrate 
the preceding analyses. 


Current Position Analysis 


A company’s ability to pay its current liabilities is called current position analysis. 
It is of special interest to short-term creditors and includes the computation and 
analysis of the following: 
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1. Working capital 
2. Current ratio 
3. Quick ratio 


Working Capital A company’s working capital is computed as follows: 


Working Capital = Current Assets — Current Liabilities 


To illustrate, the working capital for Lincoln Company for 2012 and 2011 is com- 
puted below. 


2012 2011 
Current assets $550,000 $533,000 
Less current liabilities 210,000 243,000 
Working capital $340,000 $290,000 


The working capital is used to evaluate a company’s ability to pay current liabili- 
ties. A company’s working capital is often monitored monthly, quarterly, or yearly by 
creditors and other debtors. However, it is difficult to use working capital to com- 
pare companies of different sizes. For example, working capital of $250,000 may be 
adequate for a local hardware store, but it would be inadequate for The Home Depot. 


Current Ratio The current ratio, sometimes called the working capital ratio is com- 
puted as follows: 


; Current Assets 
GurreniRatlo = ———_——— 
Current Liabilities 


To illustrate, the current ratio for Lincoln Company is computed below. 


2012 2011 
Current assets $550,000 ~ $533,000 
Current liabilities $210,000 $243,000 


Current ratio 2.6 ($550,000/$210,000) 2.2 ($533,000/$243,000) 


The current ratio is a more reliable indicator of a company’s ability to pay its current 
liabilities than is working capital, and it is much easier to compare across companies. To 
illustrate, assume that as of December 31, 2012, the working capital of a competitor is 
much greater than $340,000, but its current ratio is only 1.3. Considering these facts alone, 
Lincoln Company, with its current ratio of 2.6, is in a more favorable position to obtain 
short-term credit than the competitor, which has the greater amount of working capital. 


excel 


SUCCESS 


The ratios illustrated in the chapter can all be computed using 
spreadsheet software. To simplify, we will illustrate only the use of 
spreadsheet software for the current ratio and rate earned on total 
assets in this chapter. At the end of the chapter a comprehensive 
spreadsheet illustration is provided to show the calculations of all of the 
ratios using spreadsheet software. The working capital and current 
ratio can be computed using spreadsheet software as follows: 


2012 2011 

| 3 |Currentassets |$ 550,000 |$ 533,000 

| 4 | Current liabilities 210,000 243,000 

| 

6 | Outputs _ | 

Working capital | =B3-B4 =C3-C4 i: 
ROE, KATH 

| 9 | Current ratio =B3/B4 b. 

10. 


The inputs could be the financial statements or a section of the financial 
statements. Here we illustrate just two separate lines, current assets 
and current liabilities. The outputs are two analyses, working capital and 


the current ratio. 
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The two calculations in 
column B can be copied 
simultaneously (B7:B9 
to C7:C9) rather than 
copying one at a time. 
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a. Enter the formula for working capital in B7, =B3-B4, then copy to C7. 


b. Enter the formula for the current ratio in B9, =B3/B4, then copy to C9. 


Format this ratio with one decimal place. 


Go to the hands-on Excel Tutor for this example! ; 
Trylt (Note: The example here and throughout this chapter are contained in a single tutorial.) 


Quick Ratio One limitation of working capital and the current ratio is that they do not 
consider the types of current assets a company has and how easily they can be turned in 
to cash. Because of this, two companies may have the same working capital and current 
ratios, but differ significantly in their ability to pay their current liabilities. 

To illustrate, the current assets and liabilities for Lincoln Company and Jefferson 
Corporation as of December 31, 2012, are as follows: 


Lincoln Jefferson 
Company Corporation 


Current assets: 


Cash $ 90,500 $ 45,500 K 
Temporary investments 75,000 25,000 
Accounts receivable (net) 115,000 90,000 
Inventories 264,000 380,000 
Prepaid expenses 5,500 9,500 
Total current assets $550,000 $550,000 
Total current assets $550,000 $550,000 
Less current liabilities 210,000 210,000 
Working capital $340,000 $340,000 
Current ratio ($550,000/$210,000) 2.6 2.6 


Lincoln and Jefferson both have a working capital of $340,000 and current ratios 
of 2.6. Jefferson, however, has more of its current assets in inventories. These inven- 
tories must be sold and the receivables collected before all the current liabilities can 
be paid. This takes time. In addition, if the market for its product declines, Jefferson 
may have difficulty selling its inventory. This, in turn, could impair its ability to pay 
its current liabilities. 

In contrast, Lincoln’s current assets contain more cash, temporary investments, 
and accounts receivable, which can easily be converted to cash. Thus, Lincoln is in 
a stronger current position than Jefferson to pay its current liabilities. 

A ratio that measures the “instant” debt-paying ability of a company is the 
quick ratio, sometimes called the acid-test ratio. The quick ratio is computed as 
follows: 


J Quick Assets 
QUIICKG Reavt] © hese 
Current Liabilities 


Quick assets are cash and other current assets that can be easily converted to 


cash. Quick assets normally include cash, temporary investments, and receivables but 
exclude inventories and prepaid assets. 


To illustrate, the quick ratio for Lincoln Company is computed below. 


2012 2011 
Quick assets: 
Cash $ 90,500 $ 64,700 
Temporary investments 75,000 60,000 
Accounts receivable (net) 115,000 120,000 
Total quick assets $280,500 $244,700 
Current liabilities $210,000 $243,000 


Quick ratio 1.3 ($280,500 + $210,000) 1.0 ($244,700 = $243,000) 


Example Exercise 17-3 


The following items are reported on a company’s balance sheet: 


Cash 
Temporary investments 


Accounts receivable (net) 


Inventory 
Accounts payable 
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$300,000 
100,000 
200,000 
200,000 
400,000 
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Determine (a) the current ratio and (b) the quick ratio. 
| Follow My Example 17-3 


a. Current Ratio = Current Assets + Current Liabilities 
Current Ratio = ($300,000 + $100,000 + $200,000 + $200,000) + $400,000 
Current Ratio = 2.0 
. Quick Ratio = Quick Assets + Current Liabilities 
Quick Ratio = ($300,000 + $100,000 + $200,000) + $400,000 
Quick Ratio = 1.5 


Practice Exercises: PE 17-3A, PE 17-3B 


Accounts Receivable Analysis 


A company’s ability to collect its accounts receivable is called accounts receivable 
analysis. It includes the computation and analysis of the following: 


1. Accounts receivable turnover 
2. Number of days’ sales in receivables 


Collecting accounts receivable as quickly as possible improves a company’s solvency. 
In addition, the cash collected from receivables may be used to improve or expand op- 
erations. Quick collection of receivables also reduces the risk of uncollectible accounts. 


Accounts Receivable Turnover The accounts receivable turnover is computed as 
follows: 


Net Sales? 


Accounts Receivable Turnover = 
Average Accounts Receivable 


To illustrate, the accounts receivable turnover for Lincoln Company for 2012 and 2011 is 
computed below. Lincoln’s accounts receivable balance at the beginning of 2011 is $140,000. 


2012 2011 
Net sales $1,498,000 $1,200,000 
Accounts receivable (net): 
Beginning of year $ 120,000 § 140,000 
End of year 115,000 120,000 
Total $ 235,000 $ 260,000 


$130,000 ($260,000 + 2) 
9.2 ($1,200,000 + $130,000) 


$117,500 ($235,000 + 2) 
12.7 ($1,498,000 + $117,500) 


Average accounts receivable 
Accounts receivable turnover 


The increase in Lincoln’s accounts receivable turnover from 9.2 to 12.7 indicates 
that the collection of receivables has improved during 2012. This may be due to a 
change in how credit is granted, collection practices, or both. 

For Lincoln Company, the average accounts receivable was computed using the 
accounts receivable balance at the beginning and the end of the year. When sales 


2 If known, credit sales should be used in the numerator. Because credit sales are not normally known by external users, we use net 
t 


sales in the numerator. 
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are seasonal and, thus, vary throughout the year, monthly balances of receivables 
are often used. Also, if sales on account include notes receivable as well as accounts 
receivable, notes and accounts receivables are normally combined for analysis. 


Number of Days’ Sales in Receivables The number of days’ sales in receivables 
is computed as follows: 
Average Accounts Receivable 


Number of Days’ Sales in Receivables = 
Average Daily Sales 


where 


Net Sales 


Average Daily Sales = ————— 
365 days 


To illustrate, the number of days’ sales in receivables for Lincoln Company is 
computed below. 


2012 2011 
Average accounts receivable $117,500 ($235,000 + 2) $130,000 ($260,000 + 2) 
Average daily sales $4,104 ($1,498,000 + 365) $3,288 ($1,200,000 + 365) 
Number of days’ sales in receivables 28.6 ($117,500 + $4,104) 39.5 ($130,000 + $3,288) 


The number of days’ sales in receivables is an estimate of the time (in days) that 
the accounts receivable have been outstanding. The number of days’ sales in receiv- 
ables is often compared with a company’s credit terms to evaluate the efficiency of 
the collection of receivables. 

To illustrate, if Lincoln’s credit terms are 2/10, n/30, then Lincoln was very inef- 
ficient in collecting receivables in 2011. In other words, receivables should have been 
collected in 30 days or less, but were being collected in 39.5 days. Although collec- 
tions improved during 2012 to 28.6 days, there is probably still room for improve- 
ment. On the other hand, if Lincoln’s credit terms are n/45, then there is probably 
little room for improving collections. 


Example Exercise 17-4 


A company reports the following: 


Net sales $960,000 
Average accounts receivable (net) 48,000 


Determine (a) the accounts receivable turnover and (b) the number of days’ sales in receivables. Round to one decimal place. 


Follow My Example 17-4 


a. Accounts Receivable Turnover = Net Sales + Average Accounts Receivable 
Accounts Receivable Turnover = $960,000 + $48,000 
Accounts Receivable Turnover = 20.0 


b. Number of Days’ Sales in Receivables = Average Accounts Receivable + Average Daily Sales 
Number of Days’ Sales in Receivables = $48,000 + ($960,000/365) = $48,000 + $2,630 
Number of Days’ Sales in Receivables = 18.3 days 


Satin ayia aes) aie es e8 eae a Sd micen.8/ e/a aie/ Mela) aw si #\ahol Na /o/ ais) ah Mie aie i) 8iehoveieie) ai(eleiayaeimiia/in\ i @|<ibyase/a)0,6)8\\x@ 8/0 \e\e/aimm cals /ele'a is eip\ei)u lure Kia) Mb ale laiuem aT Bie) ela/3 ip: hivier aici alerel spa EM RToIe tte e eee nee . 
wee . ae sete eee 


Practice Exercises: PE 17-4A, PE 1 7-4B | 


Inventory Analysis 
A company’s ability to manage its inventory effectively is evaluated using inventory 
analysis. It includes the computation and analysis of the following: 


1. Inventory turnover 
2. Number of days’ sales in inventory 


Chapter 17 Financial Statement Analysis 


Excess inventory decreases solvency by tying up funds (cash) in inventory. In 
addition, excess inventory increases insurance expense, property taxes, storage costs, 
and other related expenses. These expenses further reduce funds that could be used 
elsewhere to improve or expand operations. 

Excess inventory also increases the risk of losses because of price declines or 
obsolescence of the inventory. On the other hand, a company should keep enough 
inventory in stock so that it doesn’t lose sales because of lack of inventory. 


Inventory Turnover The inventory turnover is computed as follows: 


Cost of Goods Sold 
TAVERCORVAIU OV Cl 
Average Inventory 


To illustrate, the inventory turnover for Lincoln Company for 2012 and 2011 
is computed below. Lincoln’s inventory balance at the beginning of 2011 is 
$311,000. 


2012 2011 

Cost of goods sold $1,043,000 $820,000 
Inventories: i 

Beginning of year $ 283,000 $311,000 

End of year 264,000 283,000 
Total S$ 547,000 $594,000 
Average inventory $273,500 ($547,000 + 2) $297,000 ($594,000 + 2) 
Inventory turnover 3.8 ($1,043,000 + $273,500) 2.8 ($820,000 + $297,000) 


The increase in Lincoln’s inventory turnover from 2.8 to 3.8 indicates that the 
management of inventory has improved in 2012. The inventory turnover improved 
because of an increase in the cost of goods sold, which indicates more sales, and a 
decrease in the average inventories. 

What is considered a good inventory turnover varies by type of inventory, com- 
panies, and industries. For example, grocery stores have a higher inventory turnover 
than jewelers or furniture stores. Likewise, within a grocery store, perishable foods 
have a higher turnover than the soaps and cleansers. 


Number of Days’ Sales in Inventory The number of days’ sales in inventory is 
computed as follows: 


Average Inventory 


Numbernotbays salesin Inventory =... ee 
“ i Average Daily Cost of Goods Sold 


where 


Cost of Goods Sold 


Average Daily Cost of Goods Sold = 
365 days 


To illustrate, the number of days’ sales in inventory for Lincoln Company is com- 
puted below. 


2012 2011 is 
Average inventory $273,500 ($547,000 + 2) $297,000 ($594,000 + 2) 
Average daily cost of goods sold $2,858 ($1,043,000 + 365) $2,247 ($820,000 + 365) 
Number of days’ sales in inventory 95.7 ($273,500 + $2,858) 132.2 ($297,000 + $2,247) 


The number of days’ sales in inventory is a rough measure of the length of time 
it takes to purchase, sell, and replace the inventory. Iincoln’s number of days’ sales 
in inventory improved from 132.2 days to 95.7 days during 2012. This is a major 
improvement in managing inventory. 
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Example Exercise 17-5 


A company reports the following: 


Cost of goods sold $560,000 
Average inventory 112,000 


a. Inventory Turnover = Cost of Goods Sold + Average Inventory 
Inventory Turnover = $560,000 + $112,000 
Inventory Turnover = 5.0 

b. Number of Days’ Sales in Inventory = Average Inventory + Average Daily Cost of Goods Sold 
Number of Days’ Sales in Inventory = $112,000 ~ ($560,000/365) = $112,000 + $1,534 
Number of Days’ Sales in Inventory = 73.0 days ~_ e 


Practice Exercises: PE17-5A,PE17-5B | 


Ratio of Fixed Assets to Long-Term Liabilities 


The ratio of fixed assets to long-term liabilities provides a measure of whether 
note-holders or bondholders will be paid. Since fixed assets are often pledged as 
security for long-term notes and bonds, it is computed as follows: 
Fixed Assets (net) 
Ratio of Fixed Assets to Long-Term Liabilities = —————_____ 

Long-Term Liabilities 

To illustrate, the ratio of fixed assets to long-term liabilities for Lincoln Company 
is computed below. 


2012 2011 
Fixed assets (net) $444,500 $470,000 
Long-term liabilities $100,000 $200,000 


Ratio of fixed assets to 
long-term liabilities 4.4 ($444,500 + $100,000) 2.4 ($470,000 + $200,000) 


During 2012, Lincoln’s ratio of fixed assets to long-term liabilities increased from 
2.4 to 4.4. This increase was due primarily to Lincoln paying off one-half of its long- 
term liabilities in 2012. 


Ratio of Liabilities to Stockholders’ Equity 


The ratio of liabilities to stockholders’ equity measures how much of the company 
is financed by debt and equity. It is computed as follows: 


: yes Total Liabilities 
Ratio of Liabilities to Stockholders’ Equity = 


Total Stockholders’ Equity 


To illustrate, the ratio of liabilities to stockholders’ equity for Lincoln Company 
is computed below. 


2012 2011 
Total liabilities $310,000 $443,000 
Total stockholders’ equity $829,500 $787,500 
Ratio of liabilities to 
stockholders’ equity 0.4 ($310,000 + $829,500) 0.6 ($443,000 + $787,500) 


Lincoln’s ratio of liabilities to stockholders’ equity decreased from 0.6 to 0.4 


during 2012. This is an improvement and indicates that Lincoln’s creditors have an 
adequate margin of safety. 
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_ Example Exercise 17-6 


The following information was taken from Acme Company's balance sheet: 


Fixed assets (net) $1,400,000 


Long-term liabilities 400,000 
Total liabilities 560,000 
Total stockholders’ equity 1,400,000 


_omeeonenaitaganvonune 


Determine the company’s (a) ratio of fixed assets to long-term liabilities and (b) ratio of liabilities to total 
stockholders’ equity. 


Follow My Example 17-6 


Ratio of Fixed Assets to Long-Term Lobilities = = Fixed Assets + Long-Term Liabilities 
_ Ratio of Fixed Assets to Long-Term Liabilities = $1,400,000 + $400,000 
Ratio of Fixed Assets to Long-Term Liabilities = 3.5 
b. Ratio of Liabilities to Total Stockholders’ Equity = Total Liabilities + Total Stockholders’ Equity — 
Ratio of Liabilities to Total Stockholders’ Equity = $560,000 + $1,400,000 
Ratio of Liabilities to Total Stockholders’ Equity = 0.4 


DOCG iI CIC BCCI ICCC nC i ani ma Ci eae a ee nn ia ia ae eee eee eae es 


Practice Exercises: PE 17-6A,PE17-6B _ 


Number of Times Interest Charges Earned 


The number of times interest charges are earned, sometimes called the fixed 
charge coverage ratio, measures the risk that interest payments will not be made if 
earnings decrease. It is computed as follows: 


Income Before Income Tax + Interest Expense 
Number of Times Interest Charges Are Earned = —JYyY,___ T_T 
Interest Expense 

Interest expense is paid before income taxes. In other words, interest expense 
is deducted in determining taxable income and, thus, income tax. For this reason, 
income before taxes is used in computing the number of times interest charges are 
earned. 

The higher the ratio the more likely interest payments will be paid if earnings 
decrease. To illustrate, the number of times interest charges are earned for Lincoln 
Company is computed below. 


2012 2011 
Income before income tax $162,500 $134,600 
Add interest expense 6,000 12,000 
Amount available to pay interest $168,500 $146,600 
Number of times interest charges 
earned 28.1 ($168,500 + $6,000) 12.2 ($146,600 + $12,000) 


The number of times interest charges are earned improved from 12.2 to 28.1 dur- 
ing 2012. This indicates that Lincoln Company has sufficient earnings to pay interest 
expense. 

The number of times interest charges are earned can be adapted for use with 
dividends on preferred stock. In this case, the number of times preferred dividends 
are earned is computed as follows: 


Net Income 


i ferred Dividends Are Earned = ————T——_ 
Number of Times Preferred Dividen Bere ea ividenue 


Since dividends are paid after taxes, net income is used in computing the num- 
ber of times preferred dividends are earned. The higher the ratio, the more likely 
preferred dividends payments will be paid if earnings decrease. 
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A company reports the following: 


Example Exercise 17-7 
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$250,000 
100,000 


Income before income tax 
Interest expense 


Determine the number of times interest charges are earned. 


4 
| 
| 
4 
i 
| 


= Use financial 
statement 


analysis to assess 
the profitability of a 
business. 


Note: 

Profitability analysis 
focuses on the 
relationship between 
operating results and 
the resources available 
to a business. 


Follow My Example 17-7 


Number of Times Interest Charges Are Earned = (Income Before Income Tax + Interest Expense) + Interest Expense — 
Number of Times Interest Charges Are Earned = ($250,000 + $100,000) + $100,000 
Number of Times Interest Charges Are Earned = 3.5 
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Practice Exercises: PE 17-7A,PE17-7B 


Profitability Analysis 


Profitability analysis focuses on the ability of a company to earn profits. This ability 
is reflected in the company’s operating results, as reported in its income statement. 
The ability to earn profits also depends on the assets the company has available for 
use in its operations, as reported in its balance sheet. Thus, income statement and 
balance sheet relationships are often used in evaluating profitability. 

Common profitability analyses include the following: 

. Ratio of net sales to assets 

. Rate earned on total assets 

. Rate earned on stockholders’ equity 

. Rate earned on common stockholders’ equity 

. Earnings per share on common stock 

. Price-earnings ratio 

. Dividends per share 

. Dividend yield 


Ratio of Net Sales to Assets 


The ratio of net sales to assets measures how effectively a company uses its assets. 
It is computed as follows: 


ON AW KWON 


Net Sales 


Ratio of Net Sales to Assets = 
Average Total Assets 


(excluding long-term investments) 

As shown above, any long-term investments are excluded in computing the ratio 
of net sales to assets. This is because long-term investments are unrelated to normal 
operations and net sales. 

To illustrate, the ratio of net sales to assets for Lincoln Company is computed below. 
Total assets (excluding long-term investments) are $1,010,000 at the beginning of 2011. 


2012 2011 
Net sales $1,498,000 $1,200,000 
Total assets (excluding 
long-term investments): 
Beginning of year $1,053,000* $1,010,000 
End of year 1,044,500** 1;053,000%3 
Total $2,097,500 $2,063,000 


Average total assets 
Ratio of net sales to assets 
*($1,230,500 - $177,500) 
**($1,139,500 - $95,000) 
***($ 1,230,500 — $177,500) 


$1,048,750 ($2,097,500 + 2) 
1.4 ($1,498,000 + $1,048,750) 


$1,031,500 ($2,063,000 + 2) 
1.2 ($1,200,000 + $1,031,500) 
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For Lincoln Company, the average total assets was computed using total assets 
(excluding long-term investments) at the beginning and the end of the year. The 
average total assets could also be based on monthly or quarterly averages. 

The ratio of net sales to assets indicates that Lincoln’s use of its operating assets 
has improved in 2012. This was primarily due to the increase in net sales in 2012. 


Example Exercise 17-8 


A company reports the following: 


Net sales $2,250,000 
Average total assets 1,500,000 


Determine the ratio of net sales to assets. 


Follow My Example 17-8 


Ratio of Net Sales to Assets = Net Sales + Average Total Assets 
Ratio of Net Sales to Assets = $2,250,000 + $1,500,000 
Ratio of Net Sales to Assets = 1.5 


Practice Exercises: PE 17-8A, PE 17-8B 


" ugeapeprisne iearnanieaeseeetrereet eaontee etnntane acne 


Rate Earned on Total Assets 


The rate earned on total assets measures the profitability of total assets, without 
considering how the assets are financed. In other words, this rate is not affected by 
the portion of assets financed by creditors or stockholders. It is computed as follows: 
Net Income + Interest Expense 
Rateskamnedionlotal/Assets = = a -nas caeene ne 
Average Total Assets 
The rate earned on total assets is computed by adding interest expense to net 
income. By adding interest expense to net income, the effect of whether the assets 
are financed by creditors (debt) or stockholders (equity) is eliminated. Because net 
income includes any income earned from long-term investments, the average total 
assets includes long-term investments as well as the net operating assets. 
To illustrate, the rate earned on total assets by Lincoln Company is computed 
below. Total assets are $1,187,500 at the beginning of 2011. 


2012 2011 

Net income $ 91,000 § 76,500 
Plus interest expense 6,000 12,000 

Total $ 97,000 $ 88,500 
Total assets: 

Beginning of year $1,230,500 $1,187,500 

End of year 1,139,500 1,230,500 

Total $2,370,000 $2,418,000 
Average total assets $1,185,000 ($2,370,000 + 2) $1,209,000 ($2,418,000 +. 2) 
Rate earned on total assets 8.2% ($97,000 + $1,185,000) 7.3% ($88,500 + $1,209,000) 


The rate earned on total assets improved from 7.3% to 8.2% during 2012. 
The rate earned on oberating assets is sometimes computed when there are large 
amounts of nonoperating income and expense. It is computed as follows: 


Income from Operations 


d on Operating Assets = 
eet P : Average Operating Assets 


Since Lincoln Company does not have a significant amount of nonoperating income 
and expense, the rate earned on operating assets is not illustrated. 
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The rate earned on total assets can be computed using spreadsheet 
exce software as follows: 


SUCCESS 
Inputs: 

| ee 202 | 2011 | 
Net income i$ 91,000 $ 76,500 | 
Interest expense 6,000 | 12,000 | 
Total assets: | | 

Beginning of year $ 1,230,500 | $ 1,187,500 
End of year 1,139,500 1,230,500 | 
| 
| 


Outputs: | 
Rate earned on total assets | =(B3+B4)/((B7+B8)/2) | =(C3+C4)/((C7+C8)/2 Pe 
a. 


The inputs could be the financial statements or a section of the financial 
statements. Here we illustrate only the data needed to compute the ratio. 
The output is the rate earned on total assets for the two years. 


a. Enter the formula for the rate earned on total assets in B11 as follows: 
=(B3+B4)/((B7+B8)/2) 
Numerator, using Denominator, using 
parentheses to force parentheses to force 
calculation order. calculation order. 


b. Copy the formula from B11 to C11. 


Tr Tt Go to the hands-on Excel Tutor for this example! 
y. (Note: The example here and throughout this chapter are contained in a single tutorial.) 


Tr Tt This Excel Success example shows the use of parentheses. 
y. Go to the Excel Tutor titled Using Parentheses for additional help! 


Example Exercise 17-9 


A company reports the following income statement and balance sheet information for the current year: 


Net income $ 125,000 
Interest expense 25,000 
Average total assets 2,000,000 


Determine the rate earned on total assets. 


Follow My Example 17-9 


Rate Earned on Total Assets = (Net Income + Interest Expense) + Average Total Assets 
Rate Earned on Total Assets = ($125,000 + $25,000) + $2,000,000 rive eee 
Rate Earned on Total Assets = $150,000 + $2,000,000 ~ 

Rate Earned on Total Assets = 7.5% 


/ poet 
| Practice Exercises: PE 17-9A, PE17-9B 


Rate Earned on Stockholders’ Equity 


The rate earned on stockholders’ equity measures the rate of income earned on 
the amount invested by the stockholders. It is computed as follows: 


Net | 
Rate Earned on Stockholders’ Equity = Serene 


Average Total Stockholders’ Equity 


To illustrate, the rate earned on stockholders’ equity for Lincoln Company is 
computed below. Total stockholders’ equity is $750,000 at the beginning of 2011. 
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2012 2011 
Net income $ 91,000 Saee.6500 
Stockholders’ equity: 
Beginning of year $ 787,500 $ 750,000 
End of year 829,500 787,500 
Total $1,617,000 $1,537,500 
Average stockholders’ equity $808,500 ($1,617,000 + 2) $768,750 ($1,537,500 + 2) 


Rate earned on stockholders’ equity 11.3% ($91,000 + $808,500) 10.0% ($76,500 + $768,750) 


The rate earned on stockholders’ equity improved from 10.0% to 11.3% during 2012. 

Leverage involves using debt to increase the return on an investment. The rate 
earned on stockholders’ equity is normally higher than the rate earned on total as- 
sets. This is because of the effect of leverage. 

For Lincoln Company, the effect of leverage for 2012 is 3.1% and for 2011 is 2.7% 
computed as follows: 


2012 2011 
Rate earned on stockholders’ equity 11.3% 10.0% 
Less rate earned on total assets us? “3 
Effect of leverage 3.1% 2.7% 


Exhibit 8 shows the 2012 and 2011 effects of leverage for Lincoln Company. 


Rate Earned on Common Stockholders’ Equity 


The rate earned on common stockholders’ equity measures the rate of profits earned 
on the amount invested by the common stockholders. It is computed as follows: 


Rate Earned on Common Net Income - Preferred Dividends 
Stockholders’ Equity Average Common Stockholders’ Equity 


Because preferred stockholders rank ahead of the common stockholders in their 
claim on earnings, any preferred dividends are subtracted from net income in com- 
puting the rate earned on common stockholders’ equity. 

Lincoln Company had $150,000 of 6% preferred stock outstanding on December 
31, 2012 and 2011. Thus, preferred dividends of $9,000 ($150,000 x 6%) are deducted 
from net income. Lincoln’s common stockholders’ equity is determined as follows: 


December 31 


2012 2011 2010 
Common stock, $10 par $500,000 $500,000 $500,000 
Retained earnings 179,500 137,500 100,000 
Common stockholders’ equity $679,500 $637,500 $600,000 


The retained earnings on December 31, 2010, of $100,000 is the same as the 
retained earnings on January 1, 2011, as shown in Lincoln’s retained earnings state- 
ment in Exhibit 4. 


797 


Rate silly on Effect of 
Effect of total assets layeenge 
1036 } leverage ae gy 
d LC 0) SO | { 
ae cas 


Rate earned on 
stockholders’ 
equity 
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Using this information, the rate earned on common stockholders’ equity for Lincoln 
Company is computed below. 


2012 2011 

Net income § 91,000 $ 76,500 
Less preferred dividends 9,000 9,000 

Total $ 82,000 $ 67,500 
Common stockholders’ equity: 

Beginning of year $ 637,500 § 600,000 

End of year 679,500* 637,500** 

Total $1,317,000 $1,237,500 
Average common 

stockholders’ equity $ 658,500 ($1,317,000 + 2) $618,750 ($1,237,500 + 2) 
Rate earned on common 

stockholders’ equity 12.5% ($82,000 + $658,500) 10.9% ($67,500 + $618,750) 


*($829,500 - $150,000) 
**($787,500 — $150,000) 


Lincoln Company’s rate earned on common stockholders’ equity improved from 
10.9% to 12.5% in 2012. This rate differs from the rates earned by Lincoln [= 
on total assets and stockholders’ equity as shown below. 


2012 2011 
Rate earned on total assets 8.2% 7.3% 
Rate earned on stockholders’ equity 11.3% 10.0% 
Rate earned on common stockholders’ equity 12.5% 10.9% 


These rates differ because of leverage, as discussed in the preceding section. 


Earnings per Share on Common Stock 


Earnings per share (EPS) on common stock measures the share of profits that 
are earned by a share of common stock. Earnings per share must be reported in 
the income statement. As a result, earnings per share (EPS) is often reported in the 
financial press. It is computed as follows: 


’ Net Income — Preferred Dividends 
Earnings per Share (ERS); omiGornina ny S 0 Ck 
Shares of Common Stock Outstanding 


Example Exercise 17-10 ER 


1 A company reports the following: 


Net income $ 125,000 
Preferred dividends 5,000 
Average stockholders’ equity 1,000,000 
Average common stockholders’ equity 800,000 


Determine (a) the rate earned on stockholders’ equity and (b) the rate earned on common stockholders’ equity. 
Follow My Example 17-10 


Rate Earned on Stockholders’ Equity = Net Income + Average Stockholders’ Equity 
Rate Earned on Stockholders’ Equity = $125,000 + $1,000,000 
Rate Earned on Stockholders’ Equity = 12.5% 


Rate Earned on Common Stockholders’ Equity = (Net Income - Preferred Dividends) + Average 
. Common Stockholders’ Equity 

Rate Earned on Common Stockholders’ Equity = ($125,000 - $5,000) + $800,000 

Rate Earned on Common Stockholders’ Equity = 15% 
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Practice Exercises PE 17- 10A, PET 17-108 
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When preferred and common stock are outstanding, preferred dividends are sub- 
tracted from net income to determine the income related to the common shares. 


To illustrate, the earnings per share (EPS) of common stock for Lincoln Company 
is computed below. 


2012 2011 

Net income $91,000 $76,500 
Preferred dividends 9,000 9,000 
Total $82,000 $67,500 
Shares of common 

stock outstanding 50,000 50,000 
Earnings per share 

on common stock $1.64 ($82,000 + 50,000) $1.35 ($67,500 + 50,000) 


Lincoln Company had $150,000 of 6% preferred stock outstanding on December 
31, 2012 and 2011. Thus, preferred dividends of $9,000 ($150,000 x 6%) are deducted 
from net income in computing earnings per share on common stock. 

Lincoln did not issue any additional shares of common stock in 2012. If Lincoln 
had issued additional shares in 2012, a weighted average of common shares outstand- 
ing during the year would have been used. 

Lincoln’s earnings per share (EPS) on common stock improved from $1.35 to 
$1.64 during 2012. 

Lincoln Company has a simple capital structure with only common stock and pre- 
ferred stock outstanding. Many corporations, however, have complex capital structures 
with various types of equity securities outstanding, such as convertible preferred stock, 
stock options, and stock warrants. In such cases, the possible effects of such securi- 
ties on the shares of common stock outstanding are considered in reporting earnings 
per share. These possible effects are reported separately as earnings per common 
share assuming dilution or diluted earnings per share. This topic is described and 
illustrated in advanced accounting courses and textbooks. 


Price-Earnings Ratio 


The price-earnings (P/E) ratio on common stock measures a company’s future earn- 
ings prospects. It is often quoted in the financial press and is computed as follows: 
Market Price per Share of Common Stock 


Price-Earnings (P/E) Ratio = 
Earnings per Share on Common Stock 


To illustrate, the price-earnings (P/E) ratio for Lincoln Company is computed below. 


2012 2011 
Market price per share of common stock $41.00 $27.00 
Earnings per share on common stock $1.64 $1.35 
Price-earnings ratio on common stock 25 ($41 + $1.64) 20 ($27 + $1.35) 


The price-earnings ratio improved from 20 to 25 during 2012. In other words, a 
share of common stock of Lincoln Company was selling for 20 times earnings per 
share at the end of 2011. At the end of 2012, the common stock was selling for 25 
times earnings per share. This indicates that the market expects Lincoln to experience 
favorable earnings in the future. 


Dividends per Share 
Dividends per share measures the extent to which earnings are being distributed 
to common shareholders. It is computed as follows: 

Dividends on Common Stock 


Divigehts Ret nate. = Shares of Common Stock Outstanding 
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Example Exercise 17-11 


A company reports the following: 


Net income $250,000 
Preferred dividends $15,000 
Shares of common stock outstanding 20,000 
Market price per share of common stock $35.00 


a. Determine the company’s earnings per share on common stock. 
b. Determine the company’s price-earnings ratio. Round to one decimal place. 


i RN NU Sa 


Follow My Example 17-11 


a. Earnings per Share on Common Stock = (Net Income - Preferred Dividends) + Shares of Common Stock eet es 
Outstanding © ee 
Earnings per Share = ($250,000 - $15,000) + 20,000 
Earnings per Share = $11.75 gested el RAS aa he hoes pod Titec 
b. Price-Earnings Ratio = Market Price per Share of Common Stock + pa ack per Share on Common Stock 
Price-Earnings Ratio = $35.00 + $11.75 ieee at ake 
Price-Earnings Pee 3.0 ; oe 
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Practice oe PE 17-1 1A, PE 17- 1 1B ee | 


To illustrate, the dividends per share for Lincoln Company are computed below. 


2012 2011 
Dividends on common stock $40,000 $30,000 
Shares of common stock outstanding 50,000 50,000 
Dividends per share of common stock $0.80 ($40,000 + 50,000) $0.60 ($30,000 + 50,000) 


The dividends per share of common stock increased from $0.60 to $0.80 during 2012. 

Dividends per share are often reported with earnings per share. Comparing the 
two per-share amounts indicates the extent to which earnings are being retained for 
use in operations. To illustrate, the dividends and earnings per share for Lincoln 
Company are shown in Exhibit 9. 


Dividend Yield 


The dividend yield on common stock measures the rate of return to common stock- 
holders from cash dividends. It is of special interest to investors whose objective is 
to earn revenue (dividends) from their investment. It is computed as follows: 


Dividends per Sh i 
Dividend Yield = Pp are of Common Stock 


Market Price per Share of Common Stock 


- EXHIBIT 9 80 


Dividends eis. 
and Earnings $1.50 $035 wilt Dividends 
per Share of oy 
Common Stock Per ¢1.99 
Share ; 
$0.50 Earnings 
; 7) 
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To illustrate, the dividend yield for Lincoln Company is computed below. Bc? ay 
2012 2011 & 

Dividends per share of common stock $0.80 $0.60 
Market price per share of common stock $41.00 $27.00 The dividends per share, 


dividend yield, and P/E 
ratio of a common stock 
are normally quoted on 
the daily listing of stock 
prices in The Wall Street 
Journal and on Yahoo!’s 
finance Web site. 


Dividend yield on common stock 2.0% ($0.80 + $41) 2.2% ($0.60 + $27) 
The dividend yield declined slightly from 2.2% to 2.0% in 2012. This decline was 


primarily due to the increase in the market price of Lincoln’s common stock. 


Summary of Analytical Measures 


Exhibit 10 shows a summary of the solvency and profitability measures discussed in 
this chapter. The type of industry and the company’s operations usually affect which 
measures are used. In many cases, additional measures are used for a specific industry. 
For example, airlines use revenue per passenger mile and cost per available seat as 
profitability measures. Likewise, hotels use occupancy rates as a profitability measure. 
The analytical measures shown in Exhibit 10 are a useful starting point for ana- 
lyzing a company’s solvency and profitability. However, they are not a substitute 
for sound judgment. For example, the general economic and business environment 
should always be considered in analyzing a company’s future prospects. In addition, 
any trends and interrelationships among the measures should be carefully studied. 


Integrity, Objectivity, and Ethics in Business 


CHIEF FINANCIAL OFFICER BONUSES a 


practices to improve earnings. While the study doesn’t con- 
clude that bonuses lead to accounting fraud, it does suggest 
that bonuses give chief financial officers a reason to find ways 


A recent study by compensation experts at Temple Univer- 


sity found that chief financial officer salaries are correlated 
with the complexity of a company’s operations, but chief 


financial officer bonuses are correlated with the company’s 
ability to meet analysts’ earnings forecasts. These results 
suggest that financial bonuses may provide chief financial 


to use accounting to increase apparent earnings. 


Source: E. Jelesiewicz, “Today’s CFO: More Challenge but Higher Com- 
pensation,” News Communications (Temple University, August 2009). 


officers with an incentive to use questionable accounting 


Describe the 

contents of 
corporate annual 
reports. 


Corporate Annual Reports 


Public corporations issue annual reports summarizing their operating activities for the 
past year and plans for the future. Such annual reports include the financial state- 
ments and the accompanying notes. In addition, annual reports normally include the 


following sections: 
x > <i 


See Appendix D for 
more information 


* Management discussion and analysis 
¢ Report on internal control 
¢ Report on fairness of the financial statements 


Management Discussion and Analysis 


Management’s Discussion and Analysis (MD&A) is required in annual reports filed 
with the Securities and Exchange Commission. It includes management’s analysis of 
current operations and its plans for the future. Typical items included in the MD&A 


are as follows: 


* Management’s analysis and explanations of any significant changes between the current 
and prior years’ financial statements. 

¢ Important accounting principles or policies that could affect interpretation of the finan- 
cial statements, including the effect of changes in accounting principles or the adoption 
of new accounting principles. 
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EXHIBIT 10 


Solvency measures: 


Working Capital 
Current Ratio 


Quick Ratio 


Accounts Receivable 
Turnover 

Numbers of Days’ Sales in 
Receivables 

Inventory Turnover 

Number of Days’ Sales in 


Inventory 


Ratio of Fixed Assets to 
Long-Term Liabilities 


Ratio of Liabilities to 
Stockholders’ Equity 


Number of Times Interest 
Charges Are Earned 


Profitability measures: 
Ratio of Net Sales to Assets 


Rate Earned on 
Total Assets 


Rate Earned on 
Stockholders’ Equity 


Rate Earned on Common 
Stockholders’ Equity 


Earnings per Share (EPS) on 
Common Stock 


Price-Earnings (P/E) Ratio 


Dividends per Share 


Dividend Yield 
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Summary of Analytical Measures 


ii US ic Rc Sl aaa Sata 


Sia SN SOE eta 


Method of Computation 


Current Assets — Current Liabilities 
Current Assets 


Current Liabilities 
Quick Assets 
Current Liabilities 
Net Sales 
Average Accounts Receivable 
Average Accounts Receivable 
Average Daily Sales 
Cost of Goods Sold 
Average Inventory 
Average Inventory 
Average Daily Cost of Goods Sold 


Fixed Assets (net) 


Long-Term Liabilities 
Total Liabilities 
Total Stockholders’ Equity 


Income Before 
Income Tax + Interest Expense 


Interest Expense 
Net Sales 


Average Total Assets (excluding 
long-term investments) 


Net Income + Interest Expense 
Average Total Assets 
Net Income 
Average Total Stockholders’ Equity 


Net Income — Preferred Dividends 


Average Common Stockholders’ Equity 


Net Income — Preferred Dividends 


Shares of Common Stock Outstanding 


Market Price per Share of Common Stock 


Earnings per Share on Common Stock 


Dividends on Common Stock 
Shares of Common Stock Outstanding 


Dividends per Share of Common Stock 


Market Price per Share of Common Stock 


ea 


nnorrpomentureectecneeemesenserammeinnnacesne 


To indicate the ability to meet currently 
maturing obligations 


To indicate instant debt-paying ability 


To assess the efficiency in collecting 
receivables and in the management 
of credit 


To assess the efficiency in the management 
of inventory : 


To indicate the margin of safety to 
long-term creditors 


To indicate the margin of safety to creditors 


To assess the risk to debtholders in terms 
of number of times interest charges were 
earned 


To assess the effectiveness in the use 
of assets 


To assess the profitability of the assets 


To assess the profitability of the investment 
by stockholders 


To assess the profitability of the investment 
by common stockholders 


To indicate future earnings prospects, based 
on the relationship between market value 
of common stock and earnings 


To indicate the extent to which earnings are 
being distributed to common stockholders 


To indicate the rate of return to common 
stockholders in terms of dividends 


=e seem Smee openeneee 


* Management's assessment of the company’s liquidity and the availability of capital to 


the company. 


Significant risk exposures that might affect the company. 


Any “off-balance-sheet” arrangements such as leases not included directly in the finan- 
cial statements. Such arrangements are discussed in advanced accounting courses and 


textbooks. 


— ET _________ 
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Report on Internal Control 


The Sarbanes-Oxley Act of 2002 requires a report on internal control by manage- 
ment. The report states management’s responsibility for establishing and maintaining 
internal control. In addition, management’s assessment of the effectiveness of internal 
controls over financial reporting is included in the report. 

Sarbanes-Oxley also requires a public accounting firm to verify management’s 
conclusions on internal control. Thus, two reports on internal control, one by man- 
agement and one by a public accounting firm, are included in the annual report. 
In some situations, these may be combined into a single report on internal control. 


Report on Fairness of the Financial Statements 


All publicly held corporations are required to have an independent audit (examina- 
tion) of their financial statements. The Certified Public Accounting (CPA) firm that 
conducts the audit renders an opinion, called the Report of Independent Registered 
Public Accounting Firm, on the fairness of the statements. 

An opinion stating that the financial statements present fairly the financial position, 
results of operations, and cash flows of the company is said to be an unqualified opinion, 
sometimes called a clean opinion. Any report other than an unqualified opinion raises a 
“red flag” for financial statement users and requires further investigation as to its cause. 

The annual report of Nike Inc. is shown in Appendix C. The Nike report includes 
the financial statements as well as the MD&A Report on Internal Control, and Report 
on Fairness of the Financial Statements. 


Integrity, Objectivity, and Ethics in Business 


BUY LOW, SELL HIGH 


Research analysts work for banks, brokerages, or other fi- Current market price is greater than 

nancial institutions. Their job is to estimate the value of a fundamental value Sell 
company’s common stock by reviewing and evaluating the Current market price is lower than 

company’s business model, strategic plan, and financial per- fundamental value Buy 


formance. Based on this analysis, the analyst develops an 
estimate of a stock’s value, which is called its fundamental 
value. Analysts then advise their clients to “buy” or “sell” a i 
company’s stock based on the following guidelines: at high prices. 


If analysts are doing their job well, their clients will enjoy 
large returns by buying stocks at low prices and selling them 


Comprehensive Spreadsheet Illustration: 
exce Rainbow Paint Co.'s comparative financial statement for the years ending 
SUCCESS December 31, 2012 and 2011, in spreadsheet form are shown below. 

The market price of Rainbow Paint Co.'s common stock was $30 on 


December 31, 2012. 


<a 


Co. 
Comparative Income Statements 
For the Years Ended useetvel 31, 2012 and 2011 

FE ic 0Inie| 2011 | 
Sales | $ 5,125,000 | $ 3,257,600 | 

} Sales returns and allowances 125,000 | 57,600 | 

| Net sales | $ 5,000,000 | $ 3,200,000 

ost of goods sold 3,400,000 | 2,080,000 

| Gross profit $1,600,000 $ 1,120,000 

Selling expenses | 650,000 464,000 

| Administrative expenses 325,000 224,000 | 

| 13 | Total opere‘‘ng expenses $975,000 | $ 688,000 
44. | Income from operations $ 625,000 | $ 432,000 | 
| Other income 25,000 | 19,200 

§ 650,000 | $ 451,200 
17 | Other expense (interest) | 105,000 64,000 | 

| 18 | income before income tax $ 545,000 $ 387,200 
9 | Income tax expense 300,000 | 176,000 | 
Net Income | 5__ 245,000 | $211,200 | 
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Rainbow Paint Co. 
Comparative Retained Earnings Statement 
For the Years Ended December 31, 2012 and 2011 
2012 2011 

Retained earnings, January 1 $ 723,000 | $ 581,800 | 

Add net income for year 245,000 | 211,200 | 
30 | Total $ 968,000 | $ 793,000 
| 31 | Deduct dividends: 
| 32. On preferred stock $ 40,000 | $ 40,000 

On common stock 45,000 | 30,000 

Total $ 85,000 | $ —_—- 70,000 

Retained earnings, December 31 | $ 883,000 | $ 723,000 


Rainbow Paint Co. 
Comparative Balance Sheet 
For the Years Ended December 31, 2012 and 2011 | 


Dec. 31, 2012 Dec. 31, 2011 


| 4 Assets | 
| 44 | Current assets: 
| 4 Cash $ 175,000 | $ 125,000 
Temporary investments 150,000 | 50,000 | 
Accounts receivable (net) 425,000 325,000 | 
Inventories 720,000 480,000 | 
Prepaid expenses | 30,000 20,000 | 
Total current assets $ 1,500,000 | $ 1,000,000 | 
| | Long-term investments 250,000 225,000 
2 Property, plant, and equipment 2,093,000 1,948,000 Working 
| 53 | Total assets i$ 3,843,000 | $ 3,173,000 Capital, 
54 Pn a 
ce Liabilities | 
| 56 Current liabilities $ 650,000 
| 57 Long-term liabilities: . 
158 Mortgage note payable, 10% due 2015| 410,000 | - 
159 Bonds payable, 8%, due 2018 800,000 800,000 
| 60 Total long-term liabilities $1,210,000 | $ 800,000 


| Total liabilities $ 1,960,000 | $ —_ 1,450,000 


Stockholders’ Equity | | 
64 | Preferred 8% stock, $100 par | $ 500,000 | $ 500,000 
Common stock, $10 par 500,000 500,000 


| 66 | Retained earnings | 883,000 723,000 
|67 | Total stockholders’ equity $1,883,000 | $ 1,723,000 
| 68 Total liabilities and stockholders’ equity | $ 3,843,000 | $ 3,173,000 
70 Dec. 31, 2012 

Common stock market price $ 25.00 

72 | Number of common shares outstanding | $ 50,000 

Solution 


Ratio formulas are illustrated for Rainbow Paint Co. for 2012. The Excel formulas refer 

to the cell references shown in the financial statements for Rainbow Paint Co. For example, 

the working capital is computed as the difference between cells B50 and B56, or =B50-B56. 

This formula is computed based on the balance sheet data. The remaining formulas reference financial 
statement cells for 2012. 


The parentheses in the Excel formulas are required to force proper calculation order. 
Proper use of parenthesis is important when developing complex Excel formulas. 


aa — 
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_ Ratio solution and numerical formula fae Excel formula 
1. Working capital: $750,000 


_. $1,500,000 - $750,000 ne 
Current ratio: 2.0 are SOON ¢ DENIS Weis a 
___ $1,500,000 + $750,000 cakes 
. Quick ratio: 1.0 ; ce 3 Fa hageee: “4 
$750,000 « $750,000 =SUM(B45:B47)/B56 | 
Accounts receivable turnover: 13.3 eee ee 
$5,000,000 + [($425,000 + 325,000)+2) = —ss=sBB((B47+C47)/2) 
_ Number of days’ sales in receivables: 27.4days | J . 
- $5,000,000 = 365 days = $13,699 =((B47+C47)/2)/(B8/365) 
__ $375,000= $13,699 E 
_ Inventory turnover: 5.7 inners. a icelicoit. be 
____ $3,400,000 + [(6720,000 + $480,000) +2) | BON (B4B+C48)2) 
_ Number of days’ sales in inventory: 64.4 days ol salad ah id the 
$3,400,000 + 365 days = $9,315 =((B48+C48)/2)/(B9/365) 
____ $600,000 = $9,315 i 1% 
. __ Ratio of fixed assets to long-term liabilities: 1.7 x 
MCE aie sco 
Ratio of liabilities to stockholders’ equity: 1.0 ote 
_ Number of times interest charges are earned: 6.2 oe eos 
| (8545,000+$105,000)+ $105,000 BIHBITVBIT 
_ Number of times preferred dividends are earned: 6.1 E 
ne tenane hannihondll 
Ratio of net sales to assets: 1.5 = 5 | 
___ $5,000,000 + [$3,593,000 + $2,948,000) +2] TPMM(BSS-BS1)+(C53-051)y2) 
. Rate earned on total assets: 10.0% = 
4 ___ ($245,000 + $105,000) + [($3,843,000 + $3,173,000) + 2) _| “(B20*B17M(B53+C53)2) 
, rae 0 
Rate earned on stockholders’ equity: 13.6% =B20/((B67+C67)/2) 


__ $245,000 + [($1,883,000 + $1,723,000)+ 2) 
Rate earned on common stockholders’ equity: 15.7% 


($245,000 - $40,000) = [($1,383,000 + $1,223,000) = 2] _| ~(820-BS2)(((B67-B64)+(Ce7-Ce4))2) 


ipa 


_ Earnings per share on common stock: $4.10 Sine i B72 
__($245,000- $40,000) + 50,000 shares | ESAIBTE 
_Price-earnings ratio: 6.1 =B74/((B20-B32)/B72 
$25 + [(6245 000 - $40,000) + 50,000 shares} NTO saved 

Dividends per share: $0.90 =B33/B72 


_ $45,000 + 50,000 shares _ 
Dividend yield: 3.6% 
(45,000 + 50,000 shares) + $25 


=(B33/B72)/B71 


Reminder: Go to the Excel Tutor titled Using Parentheses for additional help! 


rx 


Unusual Items on the Income Statement 


Generally accepted accounting principles require that unusual items be reported sepa- 
rately on the income statement. This is because such items do not occur frequently and 
are typically unrelated .9 current operations. Without separate reporting of these items, 
users of the financial statements might be misled about current and future operations. 
Unusual items on the income statement are classified as one of the following: 


1. Affecting the current period income statement 
2. Affecting a prior period income statement 
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Unusual Items Affecting the Current Period’s 
Income Statement 


Unusual items affecting the current period’s income statement include the following: 


1. Discontinued operations 
2. Extraordinary items 


These items are reported separately on the income statement for any period in 
which they occur. 


Discontinued Operations A company may discontinue a segment of its operations 
by selling or abandoning the segment’s operations. For example, a retailer might decide 
to sell its product only online and, thus, discontinue selling its merchandise at its retail 
outlets (stores). 

Any gain or loss on discontinued operations is reported on the income statement 
as a Gain (or loss) from discontinued operations. It is reported immediately following 
Income from continuing operations. 

To illustrate, assume that Jones Corporation produces and sells electrical prod- 
ucts, hardware supplies, and lawn equipment. Because of lack of profits, Jones 
discontinues its electrical products operation and sells the remaining inventory and 
other assets at a loss of $100,000. Exhibit 11 illustrates the reporting of the loss 
on discontinued operations.’ 

In addition, a note accompanying the income statement should describe the op- 
erations sold including such details as the date operations were discontinued, the 
assets sold, and the effect (if any) on current and future operations. 


Extraordinary Items An extraordinary item is defined as an event or a transaction 
that has both of the following characteristics: 


1. Unusual in nature 
2. Infrequent in occurrence 


Gains and losses from natural disasters such as floods, earthquakes, and fires 
are normally reported as extraordinary items, provided that they occur infrequently. 
Gains or losses from land or buildings taken (condemned) for public use are also 
reported as extraordinary items. 


Jones Corporation 

Income Statement 

in the Income | For the Year Ended December 31, 2012 

Statement aa TES Oe 
irae ON 


Unusual Items 


3 The gain or loss on discontinued operations is reported net of any tax effects. To simplify, the tax effects are not specifically identi- 
fied in Exhibit 11. 
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Any gain or loss from extraordinary items is reported on the income statement 
as Gain (or loss) from extraordinary item. It is reported immediately following 
Income from continuing operations and any Gain (or loss) on discontinued 
operations. 

To illustrate, assume that land owned by Jones Corporation was taken for 
public use (condemned) by the local government. The condemnation of the land 
resulted in a gain of $150,000. Exhibit 11 illustrates the reporting of the extraor- 
dinary gain.‘ 


Reporting Ea rnings per Share Earnings per common share should be reported sep- 
arately for discontinued operations and extraordinary items. To illustrate, a partial income 
statement for Jones Corporation is shown in Exhibit 12. 

Exhibit 12 reports earnings per common share for income from continuing opera- 
tions, discontinued operations, and extraordinary items. However, only earnings per 
share for income from continuing operations and net income are required by gener- 
ally accepted accounting principles. The other per-share amounts may be presented 
in the notes to the financial statements. 


Unusual Items Affecting the Prior Period’s 
income Statement 


An unusual item may occur that affects a prior period’s income statement. Two such 
items are as follows: 


1. Errors in applying generally accepted accounting principles 
2. Changes from one generally accepted accounting principle to another 


If an error is discovered in a prior period’s financial statement, the prior-period 
statement and all following statements are restated and thus corrected. 

A company may change from one generally accepted accounting principle to 
another. In this case, the prior-period financial statements are restated as if the new 
accounting principle had always been used.* 

For both of the preceding items, the current-period earnings are not affected. 
That is, only the earnings reported in prior periods are restated. However, because 
the prior earnings are restated, the beginning balance of Retained Earnings may also 
have to be restated. This, in turn, may cause the restatement of other balance sheet 
accounts. Illustrations of these types of adjustments and restatements are provided 
in advanced accounting courses. 


_ EXHIBIT 12 
Jones Corporation income 


Income Statement 
For the Year Ended December 31, 2012 


Statement with 
Earnings per 


E ings per com . | Share 
- = income from continuing operations. ...........06e eee eee eee nee neces ents eens anes een es 
4) oss on discontinued operations ....1....--.....ceeeertenesneeetereeeescennne dene atnn 0.50 
1 Income before extraordinary items .......-.0seeeee sees esses sees eee ee eens nares ae 
ae _ Extraordinary items: 
tele Gain on condemnation of land .........-:s.ecee seers e eee eee e een eee nee nna es 0.75 
income §3.70 


COME ci victesrests vac Ree ee eee acc teat fare iris haa gains aio seks wees eas 


/ ‘Neti 


4The gain or loss on extraordinary operations is reported net of any tax effects. 


5 Changes from one acceptable depreciation method to another acceptable depreciation method are an exception to this general 
rule and are to be treated prospectively as a change in estimate, as discussed in Chapter 10. 
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ne Describe basic financial statement analytical methods. 


Key Points The basic financial statements provide much of the information users need to make economic 
decisions. Analytical procedures are used to compare items on a current financial statement with related 
items on earlier statements, or to examine relationships within a financial statement. 


Example Practice 
Exercises Exercises 
* Prepare a vertical analysis from a company’s financial statements. EE17-1 PE17-1A, 17-1B 


Learning Outcomes 


* Prepare a horizontal analysis from a company’s financial statements. EE17-2 PE17-2A, 17-2B 


* Prepare common-sized financial statements. 


2 Use financial statement analysis to assess the solvency of a business. 


Key Points All users of financial statements are interested in the ability of a business to pay its debts 
(solvency) and earn income (profitability). Solvency and profitability are interrelated. Solvency analysis is 
normally assessed by examining the following: current position analysis, accounts receivable analysis, 
inventory analysis, the ratio of fixed assets to long-term liabilities, the ratio of liabilities to stockholders’ 
equity, and the number of times interest charges are earned. 


Learning Outcomes Example [ Practice 


Exercises Exercises 
¢ Determine working capital. 


* Compute and interpret the current ratio. EE17-3 PE17-3A, 17-3B 
* Compute and interpret the quick ratio. EE17-3 PE17-3A, 17-3B 


* Compute and interpret accounts receivable turnover. EE17-4 PE17-4A, 17-4B 
* Compute and interpret number of days’ sales in receivables. EE17-4 PE17-4A, 17-4B 
* Compute and interpret inventory turnover. EE17-5 PE17-5A, 17-5B 
* Compute and interpret number of days’ sales in inventory. EE17-5 PE17-5A, 17-5B 


* Compute and interpret the ratio of fixed assets to long-term liabilities. EE17-6 PE17-6A, 17-6B 


* Compute and interpret the ratio of liabilities to stockholders’ equity. EE17-6 PE17-6A, 17-6B 
* Compute and interpret the number of times interest charges are earned. EE17-7 PE17-7A, 17-7B 
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Use financial statement analysis to assess the profitability of a business. 


Key Points Profitability analysis focuses on the ability of a company to earn profits. This ability is reflected 
in the company’s operating results as reported on the income statement and resources available as reported 
on the balance sheet. Major analyses include the ratio of net sales to assets, the rate earned on total assets, 

the rate earned on stockholders’ equity, the rate earned on common stockholders’ equity, earnings per share 
on common stock, the price-earnings ratio, dividends per share, and dividend yield. 


Learning Outcomes Example Practice 
Exercises Exercises 

* Compute and interpret the ratio of net sales to assets. EE17-8 PE17-8A, 17-8B 

* Compute and interpret the rate earned on total assets. EE17-9 PE17-9A, 17-9B 

* Compute and interpret the rate earned on stockholders’ equity. EE17-10 | PE17-10A,17-10B| | 

* Compute and interpret the rate earned on common stockholders’ equity. EE17-10 | PE17-10A, 17-10B 

* Compute and interpret the earnings per share on common stock. EE17-11 | PE17-11A,17-11B | 

* Compute and interpret the price-earnings ratio. EE17-11 | PE17-11A,17-11B 

* Compute and interpret the dividends per share and dividend yield. 

* Describe the uses and limitations of analytical measures. 


ig ry Describe the contents of corporate annual reports. 


Key Points Corporations normally issue annual reports to their stockholders and other interested parties. 
Such reports summarize the corporation’s operating activities for the past year and plans for the future. 


Example Practice 


ena cOmes Exercises Exercises 


* Describe the elements of a corporate annual report. 


Key Terms 


rate earned on common 
stockholders’ equity (797) 


rate earned on stockholders’ 
equity (796) 
rate earned on total assets (795) 


accounts receivable inventory turnover (791) 
analysis (789) 
accounts receivable turnover (789) 


common-sized statement (785) 


Management’s Discussion and 
Analysis (MD&A) (801) 
number of days’ sales in 


current position analysis (786) inventory (791) 


current ratio (787) 
dividend yield (800) 


dividends per share (799) 


number of days’ sales in 
receivables (790) 

number of times interest 
charges are earned (793) 


ratio of fixed assets to long-term 
liabilities (792) 

ratio of liabilities to 
stockholders’ equity (792) 


earnings per share (EPS) 


ratio of net sales to assets (794) 
on common stock (798) 


solvency (786) 
vertical analysis (783) 
working capital (787) 


price-earnings (P/E) ratio (799) 
profitability (786) 

quick assets (788) 

quick ratio (788) 


extraordinary item (806) 
horizontal analysis (780) 
inventory analysis (790) 
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Rainbow Paint Co.’s comparative financial statements for the years ending December 31, 
2012 and 2011, are as follows. The market price of Rainbow Paint Co.’s common stock 
was $25 on December 31, 2012, and $30 on December 31, 2011. 


Rainbow Paint Co. 


| Comparative Income Statement 
| For the Years Ended December 31, 2012 and 2011 
| 2012 2011 | 
B  ABBNES AMAL 1 sccid vin she ny RR Ae Se $5,125,000 $3,257,600 ' 
Salesireturns and allowances. cy sans oe esl thet eleseey ele sleysae vietele Were tele 125,000 57,600 | 
| Netisaless) ic MiMi lcaelia tanta oe ke tn Ha Neer en at ariel ae ae ae $5,000,000 $3,200,000 : 
| Cost of goods Sold. ...... 0... sence eee iilee cerns ee cea net elie es 3,400,000 2,080,000 i 
| Peeps NORE 40S 5 sted sig te cali ance toe aa ole na $1,600,000 $1,120,000 | 
| ca Selling expenses). 7... ile eemag tence ce ree nites ah teeta $ 650,000 $ 464,000 ' 
] Administrative-expenses ic cicchaaiiencalseaelenaeues eae eee ee 325,000 224,000 : 
| Totaloperating: expenses aii0 8 2 alesis se ceriyelta loelaias eben $ 975,000 $ 688,000 
| alncome flompoperations. shies asics, aaa quran nieans oaira $ 625,000 $ 432,000 
OPWSRINcOMet Ss toacere ee re ween brie ya cane a atad erm 25,000 19,200 
/ $ 650,000 $ 451,200 ' 
| \Otherexpensei(interestlen eelsmnat wietayel-ekeys secetan ae tana 105,000 64,000 | 
| Income!before tncome taxi: Wins ene tia oligo ne oie eenaeee $ 545,000 $ 387,200 | 
oe ee enone) neat nsistemerseatiyoeteyerren» 300,000 176,000 | 
Ret COME dx-suiatenges Hein sea acs siden bea a atk ie aaa ae § 245,000 § 211,200 | 
Rainbow Paint Co. 
Comparative Retained Earnings Statement 
For the Years Ended December 31, 2012 and 2011 

2012 2011 
1 Retained-earnings; Jan Ualiy iliac cies eet entree ere oes $723,000 $581,800 | 
Add net income for year, qqaaaeensenrier an eae ee 245,000 211,200 
I ie SHO ative Sly eran aalueshan ature jase ze eh eam eee $968,000 $793,000 | 
| Deduct dividends: | 
i Onjpreferred stocks. caw ow. t oek tls or, crue ei RRA ee eae ae io $ 40,000 $ 40,000 L 
/ On common stockai hate con creel ORE, | whoa 45,000 30,000 
ROMANE a abo da ses ap pee Oe ce $ 85,000 $ 70,000 | 
| Retained! earnings, December3 ies. es. a cenes auuuNieee ht ee eee $883,000 $723,000 — 


— Se ea Ganeatt canttieretts hom ee a wont 
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Rainbow Paint Co. 


Comparative Balance Sheet 
December 31, 2012 and 2011 


Dec. 31, . 

2012 2011 

Assets i 

Current assets: : 
as a Ss MRR TT On $ 175,000 $ 125,000 | 
MCUMOORARY MV ESROIENTS kar eed Se Ga cea ey ee 150,000 50,000 : 
NECOUMISMECAIVADIE(MELis sie a Uae ee oc ed Geena 425,000 325,000 i 
UARRSUTM SUITES: 5B Sat 35 aay a Rena eros aC ae ter ae ip Sores ng OR 720,000 480,000 / 
ELepalclenwpemses:ncanicn an tcc etgaa oe ea Es lyety ange age 30,000 20,000 
OtAGUIeINtaSSets tain isnot imeem mers ce ature apace tant! $1,500,000 $1,000,000 | 

Meme teiMNOStIMeltss ui. tes ja casa chan k's ictlok un ar toca: 250,000 225,000 : 
Property plant,and.equipment(net). (.. dudes soccel esse dso ce. 2,093,000 1,948,000 | 
Hite Pee se bse Meer Cece ee ae i tas te es eek $3,843,000 $3,173,000 
Liabilities i 

CUTIES A CETSE [0 SRM aa ee earn EE Reet aly lo PR $ 750,000  $§ 650,000 | 
Long-term liabilities: : ' 
Mortgage note payable, 10%, due 2015................5. eave utte $ 410,000 —— i 
Bonds payable, 8%, due 2018. ............0ccecee eee s eligtee: 800,000 $ 800,000 | 
Total long-term liabilities:-2.2 ose was ceh eee ee fe ae oes $1,210,000 $ 800,000 
Shoalelraloi hess riers acre ener tetra cries pape ce amas bettas tie ht a $1,960,000 $1,450,000 : 
Stockholders’ Equity eae ou pi ii | 

Prefered: oostock= S100 pal aa. cc vets ae eae Ah ee ee ea § 500,000 $ 500,000 i 
GCOmMimomstOckss Opa resin aise nema ceo eat Ree hotiees eee 00/000, 500,000 
Became nmin Sem recientes seats cite beara Garg A een chteotd Lids 883,000 723,000 i 
HOLA STOCKNOIGENS: CCUNEY: 0824 aie «ciclo ehecbe sleieie tesco sete e ipa aRTele Gels Gs $1,883,000 $1,723,000 | 
Total liabilities and stockholders’ equity. ............ cece cece eee ees $3,843,000 $3,173,000 | 
OS : 


Instructions 


Determine the following measures for 2012: 


1. Working capital 

Current ratio 

Quick ratio 

Accounts receivable turnover 
Number of days’ sales in receivables 
Inventory turnover 

Number of days’ sales in inventory 


Ratio of fixed assets to long-term liabilities 


So ODN DAW RW DN 


Ratio of liabilities to stockholders’ equity 
10. Number of times interest charges are earned 
11. Number of times preferred dividends earned 
12. Ratio of net sales to assets 

13. Rate earned on tota! assets 

14. Rate earned on stockholders’ equity 


15. Rate earned on common stockholders’ equity 
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16. Earnings per share on common stock 
17. Price-earnings ratio 

18. Dividends per share 

19. Dividend yield 


Solution 


(Ratios are rounded to the nearest single digit after the decimal point.) 


1. Working capital: $750,000 
$1,500,000 — $750,000 


2. Current ratio: 2.0 
$1,500,000 + $750,000 


3. Quick ratio: 1.0 
$750,000 + $750,000 


4. Accounts receivable turnover: 13.3 
$5,000,000 + [($425,000 + $325,000) + 2] 


5. Number of days’ sales in receivables: 27.4 days 
$5,000,000 + 365 days = $13,699 
$375,000 + $13,699 


6. Inventory turnover: 5.7 
$3,400,000 + [($720,000 + $480,000) + 2] 


7. Number of days’ sales in inventory: 64.4 days 
$3,400,000 + 365 days = $9,315 
$600,000 + $9,315 


8. Ratio of fixed assets to long-term liabilities: 1.7 
$2,093,000 + $1,210,000 


9. Ratio of liabilities to stockholders’ equity: 1.0 
$1,960,000 + $1,883,000 


10. Number of times interest charges are earned: 6.2 
($545,000 + $105,000) + $105,000 


11. Number of times preferred dividends earned: 6.1 
$245,000 + $40,000 


12. Ratio of net sales to assets: 1.5 
$5,000,000 + [($3,593,000 + $2,948,000) + 2] 


13. Rate earned on total assets: 10.0% 
($245,000 + $105,000) + [($3,843,000 + $3,173,000) + 2] 


14. Rate earned on stockholders’ equity: 13.6% 
$245,000 + [($1,883,000 + $1,723,000) + 2] 


15. Rate earned on common stockholders’ equity: 15.7% 
($245,000 — $40,000) + [($1,383,000 + $1,223,000) + 2] 


16. Earnings per share on common stock: $4.10 
($245,000 — $40,000) + 50,000 shares 


17. Price-earnings ratio: 6.1 


$25 + $4.10 


18. Dividends per share: $0.90 
$45,000 + 50,000 shares 


19. Dividend yield: 3.6% 
$0.90 + $25 


Discussion Questions 


Chapter 17 Financial Statement Analysis 813 


What is the difference between horizontal and ver- 
tical analysis of financial statements? 


What is the advantage of using comparative state- 
ments for financial analysis rather than statements 
for a single date or period? 


The current year’s amount of net income (after 
income tax) is 20% larger than that of the preced- 
ing year. Does this indicate an improved operating 
performance? Discuss. 


How would the current and quick ratios of a ser- 
vice business compare? 


a. Why is it advantageous to have a high inven- 
tory turnover? 

b. Is it possible for the inventory turnover to be 
too high? Discuss. 

c. Is it possible to have a high inventory turnover 
and a high number of days’ sales in inventory? 
Discuss. 


What do the following data taken from a compara- 
tive balance sheet indicate about the company’s 
ability to borrow additional funds on a long-term 
basis in the current year as compared to the pre- 
ceding year? 


10. 


Current Year Preceding Year 
$600,000 $720,000 
120,000 180,000 


Fixed assets (net) 
Total long-term liabilities 


a. How does the rate earned on total assets differ 
from the rate earned on stockholders’ equity? 
b. Which ratio is normally higher? Explain. 


a. Why is the rate earned on stockholders’ equity 
by a thriving business ordinarily higher than 
the rate earned on total assets? 

b. Should the rate earned on common stock- 
holders’ equity normally be higher or lower 
than the rate earned on total stockholders’ 
equity? Explain. 


The net income (after income tax) of McCants Inc. 
was $40 per common share in the latest year and 
$100 per common share for the preceding year. 
At the beginning of the latest year, the number of 
shares outstanding was doubled by a stock split. 
There were no other changes in the amount of stock 
outstanding. What were the earnings per share in 
the preceding year, adjusted for comparison with 
the latest year? 


Describe two reports provided by independent 
auditors in the annual report to shareholders. 
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Practice Exercises 


Learning Example 
Objectives Exercises 
OBJ.1 EE 17-1 p. 783 
OBJ.1 EE 17-1 p. 783 
OBJ.1 £EE17-2 p. 785 
OBJ.1 £EE17-2 p. 785 
OBJ.2 EE17-3 p. 789 


PE 17-1A_ Horizontal analysis 


The comparative accounts payable and long-term debt balances of a company are pro- 
vided below. 


2012 2011 
Accounts payable $114,000 $100,000 
Long-term debt 143,000 130,000 


Based on this information, what is the amount and percentage of increase or decrease 
that would be shown in a balance sheet with horizontal analysis? 


PE 17-1B Horizontal analysis 


The comparative temporary investments and inventory balances for a company are pro- 
vided below. 


2012 2011 
Temporary investments $218,400 $240,000 
Inventory 269,800 284,000 


Based on this information, what is the amount and percentage of increase or decrease 
that would be shown in a balance sheet with horizontal analysis? 


PE17-2A Vertical analysis 
Income statement information for Battus Corporation is provided below. 


Sales $680,000 
Gross profit 231,200 
Net income 74,800 


Prepare a vertical analysis of the income statement for Battus Corporation. 


PE 17-2B Vertical analysis 
Income statement information for Canace Corporation is provided below. 


Sales $1,400,000 
Cost of goods sold 910,000 
Gross profit 490,000 


Prepare a vertical analysis of the income statement for Canace Corporation. 


PE 17-3A Current position analysis 
The following items are reported on a company’s balance sheet: 


Cash $200,000 
Temporary investments 100,000 
Accounts receivable (net) 60,000 
Inventory 100,000 
Accounts payable 200,000 


Determine (a) the current ratio and (b) the quick ratio. Round to one decimal place. 
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Learning Example 
Objectives Exercises 
OBJ.2 EE 17-3 p 789 PE17-3B Current position analysis 


The following items are reported on a company’s balance sheet: 


Cash $250,000 
Temporary investments 180,000 
Accounts receivable (net) 220,060 
Inventory 200,000 
Accounts payable 500,000 


Determine (a) the current ratio and (b) the quick ratio. Round to one decimal place. 


OBJ.2  EE17-4 p79) PE17-4A Accounts receivable analysis 
A company reports the following: 


Net sales $1,600,000 
Average accounts receivable (net) 100,000 


Determine (a) the accounts receivable turnover and (b) the number of days’ sales in re- 
ceivables. Round to one decimal place. 


OBJ.2  EE17-4 » 790 PE17-4B Accounts receivable analysis 
A company reports the following: 


Net sales $700,000 
Average accounts receivable (net) 50,000 


Determine (a) the accounts receivable turnover and (b) the number of days’ sales in re- 
ceivables. Round to one decimal place. 


OBJ.2. EE17-5 » 792 PE17-5A_ Inventory analysis 
A company reports the following: 
Cost of goods sold $880,000 
Average inventory 110,000 


Determine (a) the inventory turnover and (b) the number of days’ sales in inventory. 
Round to one decimal place. 


OBJ.2 EE17-5 9.792 PE17-5B_ Inventory analysis 
A company reports the following: 


Cost of goods sold $360,000 
Average inventory 50,000 


Determine (a) the inventory turnover and (b) the number of days’ sales in inventory. 
Round to one decimal place. 


OBJ.2 £EE17-6 » 793 PE17-6A_ Long-term solvency analysis 
The following information was taken from Wheat Company’s balance sheet: 


Fixed assets (net) $836,000 
Long-term liabilities 380,000 
Total liabilities 550,000 
Total stockholders’ equity 500,000 


Determine the company’s (a) ratio of fixed assets to long-term liabilities and (b) ratio of 
liabilities to stockholders’ equity. 
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Learning Example 
Objectives _ Exercises 


OBJ.2. EE17-6 793 PE17-6B_ Long-term solvency analysis 
The following information was taken from Chaff Company’s balance sheet: 


Fixed assets (net) $1,000,000 
Long-term liabilities 625,000 
Total liabilities 840,000 
Total stockholders’ equity 600,000 


Determine the company’s (a) ratio of fixed assets to long-term liabilities and (b) ratio of 
liabilities to stockholders’ equity. 


OBJ.2  EE17-7 p74 PE17-7A_ Times interest charges are earned 
A company reports the following: 


Income before income tax $4,000,000 
Interest expense 500,000 


Determine the number of times interest charges are earned. 


OBJ.2. EE17-7 p.794 PE17-7B_ Times interest charges are earned . 
A company reports the following: 
Income before income tax $10,000,000 
Interest expense 800,000 


Determine the number of times interest charges are earned. 


OBJ.3 EE17-8 p795 PE17-8A_ Net sales to assets 
A company reports the following: 


Net sales $1,200,000 
Average total assets 750,000 


Determine the ratio of net sales to assets. 


OBJ.3 EE17-8 p.795 PE17-8B_ Net sales to assets 
A company reports the following: 


Net sales $3,500,000 
Average total assets 2,500,000 


Determine the ratio of net sales to assets. 


OBJ.3 EE17-9 p.7% PE17-9A Rate earned on total assets 


A company reports the following income statement and balance sheet information for 
the current year: 


Net income $ 820,000 
Interest expense 80,000 
Average total assets 5,000,000 


Determine the rate earned on total assets. 


OBJ.3 EE17-9 p7%  PE17-9B Rate earned on total assets 


A company reports the following income statement and balance sheet information for 
the current year: 


Net income $ 700,000 
Interest expense 50,000 
Average total assets 4,687,500 


Determine the rate earned on total assets. 
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Learning Example 
Objectives Exercises 


OBJ.3 EE17-10 ». 798 PE17-10A Common stockholders’ profitability analysis 
A company reports the following: 


Net income $ 210,000 
Preferred dividends 30,000 
Average stockholders’ equity 1,750,000 
Average common stockholders’ equity 1,000,000 


Determine (a) the rate earned on stockholders’ equity and (b) the rate earned on common 
stockholders’ equity. Round to one decimal place. 


OBJ.3 EE17-10 p 798 PE17-10B Common stockholders’ profitability analysis 
A company reports the following: 


Net income $ 600,000 
Preferred dividends 50,000 
Average stockholders’ equity 6,000,000 
Average common stockholders’ equity 5,000,000 


Determine (a) the rate earned on stockholders’ equity and (b) the rate earned on common 
stockholders’ equity. Round to one decimal place. 


OBJ.3 EE17-11 9800 PE17-11A_ Earnings per share and price-earnings 
A company reports the following: 


Net income $440,000 
Preferred dividends $40,000 
Shares of common stock outstanding 50,000 
Market price per share of common stock $100 


a. Determine the company’s earnings per share on common stock. 


b. Determine the company’s price-earnings ratio. 


OBJ.3 EE17-11 800 PE17-11B_ Earnings per share and price-earnings 
A company reports the following: 


Net income $650,000 
Preferred dividends $50,000 
Shares of common stock outstanding 120,000 
Market price per share of common stock $75 


a. Determine the company’s earnings per share on common stock. 


b. Determine the company’s price-earnings ratio. 


LALLA TATA LNT ET ITE IS EE REGRETS A LR OTL EET TN 


OBJ. 1 EX 17-1 Vertical analysis of income statement 

V a. 2012 net Revenue and expense data for Mandell Technologies Co. are as follows: 

income: $4,000; 0.5% 

of sales 2012 2011 
Sales $800,000 $740,000 
Cost of goods sold 504,000 407,000 
Selling expenses 120,000 140,600 
Administrative expenses 128,000 125,800 


Income tax expense 33,600 48,100 
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a. Prepare an income statement in comparative form, stating each item for both 2012 
and 2011 as a percent of sales. Round to one decimal place. 


b. <a Comment on the significant changes disclosed by the comparative income 


statement. 
OBJ.1 EX 17-2 Vertical analysis of income statement 
V a. Fiscal year The following comparative income statement (in thousands of dollars) for the fiscal years 
2008 income 2008 and 2007 was adapted from the annual report of Speedway Motorsports, Inc., owner 
from continuing and operator of several major motor speedways, such as the Atlanta, Texas, and Las 
operations, 29.2% of Vegas Motor Speedways. 
revenues 
Fiscal Year Fiscal Year 
2008 2007 
Revenues: 
Admissions $188,036 $179,765 
Event-related revenue 211,630 197,321 
NASCAR broadcasting revenue 168,159 142,517 
Other operating revenue 43,168 42,030 
Total revenue $610,993 $561,633 
Expenses and other: 
Direct expense of events $113,477 $100,414 
NASCAR purse and sanction fees 118,766 100,608 
Other direct expenses 116,376 163,222 
General and administrative 84,029 80,913 
Total expenses and other $432,648 $445,157 
Income from continuing operations $178,345 $116,476 


a. Prepare a comparative income statement for fiscal years 2007 and 2008 in vertical 
form, stating each item as a percent of revenues. Round to one decimal place. 


b. «idiom Comment on the significant changes. 


OBJ. 1 EX 17-3 Common-sized income statement 
V a. Shoesmith net Revenue and expense data for the current calendar year for Shoesmith Electronics 
income: $144,000; Company and for the electronics industry are as follows. The Shoesmith Electronics 


3.6% of sales Company data are expressed in dollars. The electronics industry averages are expressed 


in percentages. 


Shoesmith Electronics 

Electronics Industry 

Company Average 
Sales $4,200,000 105.0% 
Sales returns and allowances 200,000 5.0 
Net sales $4,000,000 100.0% 
Cost of goods sold 2,120,000 59.0 
Gross profit $1,880,000 41.0% 
Selling expenses $1,160,000 24.0% 
Administrative expenses 480,000 10.5 
Total operating expenses $1,640,000 34.5% 
Operating income $ 240,000 6.5% 
Other income 84,000 2.1 

§ 324,000 8.6% 
Other expense 60,000 1S 
Income before income tax $ 264,000 varices 
Income tax 120,000 6.0 
Net income $ 144,000 11% 


a. Prepare a common-sized income statement comparing the results of operations for 
Shoesmith Electronics Company with the industry average. Round to one decimal place. 


b «iain As far as the data permit, comment on significant relationships revealed by 
the comparisons. 


OBJ. 1 


¥ Retained earnings, 
Dec. 31, 2012, 33.0% 


OBJ.1 


V a. Net income 
increase, 105.0% 


OBJ. 2 


V a. 2012 working 
capital, $1,342,000 
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EX 17-4 Vertical analysis of balance sheet 


Balance sheet data for Bryant Company on December 31, the end of the fiscal year, are 


shown below. 


2012 2011 
Current assets $ 775,000 $ 585,000 
Property, plant, and equipment 1,425,000 1,597,500 
Intangible assets 300,000 67,500 
Current liabilities 525,000 360,000 
Long-term liabilities 900,000 855,000 
Common stock 250,000 270,000 
Retained earnings 825,000 765,000 


Prepare a comparative balance sheet for 2012 and 2011, stating each asset as a percent 
of total assets and each liability and stockholders’ equity item as a percent of the total 
liabilities and stockholders’ equity. Round to one decimal place. 


EX 17-5 Horizontal analysis of the income statement 
Income statement data for Boone Company for the years ended December 31, 2012 and 


2011, are as follows: 


2012 2011 
Sales $446,400 $360,000 
Cost of goods sold 387,450 315,000 
Gross profit $ 58,950 § 45,000 
Selling expenses $ 27,900 $ 22,500 
Administrative expenses 21,960 18,000 
Total operating expenses $ 49,860 $ 40,500 
Income before income tax $ 9,090 $4500 
Income tax expenses 5,400 2,700 
Net income $ 3,690 $ 1,800 


a. Prepare a comparative income statement with horizontal analysis, indicating the in- 
crease (decrease) for 2012 when compared with 2011. Round to one decimal place. 


b. «iii \X7hat conclusions can be drawn from the horizontal analysis? 


EX 17-6 Current position analysis 


The following data were taken from the balance sheet of Beatty Company: 


Dec. 31, 2012 Dec. 31, 2011 


Cash § 330,000 § 238,000 
Temporary investments 465,000 385,000 
Accounts and notes receivable (net) 425,000 295,000 
Inventories 420,000 291,000 
Prepaid expenses 312,000 141,000 

Total current assets $1,952,000 $1,350,000 
Accounts and notes payable (short-term) $ 420,000 $ 400,000 
Accrued liabilities 190,000 140,000 

Total current liabilities $ 610,000 $ 540,000 


a. Determine for each year (1) the working capital, (2) the current ratio, and @) the 


quick ratio. Round ratios to one decimal place. 


b. .<sissaaame- WW7hat conclusions can be drawn from these data as to the company’s ability 
to meet its currently maturing debts? 
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OBJ. 2 


Y a. (1) Dec. 27, 2008 
current ratio, 1.2 


«& 


OBJ. 2 


OBJ.2 


V a. Accounts 
receivable turnover, 
2012, 6.6 


EX 17-7 Current position analysis 


PepsiCo, Inc., the parent company of Frito-Lay snack foods and Pepsi beverages, had the 
following current assets and current liabilities at the end of two recent years: 


Dec. 26, 2009 Dec. 27, 2008 

(in millions) (in millions) 
Cash and cash equivalents $3,943 $2,064 
Short-term investments, at cost 192 213 
Accounts and notes receivable, net 4,624 4,683 
Inventories 2,618 D522 
Prepaid expenses and other current assets 1,194 1,324 
Short-term obligations 464 369 
Accounts payable 8,292 6,494 
Other current liabilities 0 1,924 


a. Determine the (1) current ratio and (2) quick ratio for both years. Round to one deci- 
mal place. 


b. =i W7hat conclusions can you draw from these data? 


EX 17-8 Current position analysis 5 

The bond indenture for the 10-year, 10% debenture bonds dated January 2, 2011, required 
working capital of $700,000, a current ratio of 1.7, and a quick ratio of 1.2 at the end of 
each calendar year until the bonds mature. At December 31, 2012, the three measures 
were computed as follows: 


1. Current assets: 


CAG lgnpsiacdes sou nat aaonoaeaman Coc ab ee h coue $302,400 
TemPOraky INVEStMEAUS a a... eq nseiseyleesatstoae 144,000 
Accounts and notes receivable (net)........... 353,600 
IVENLONIES <<. 3000-6) rors cons covese late AcE CRC EER ee eee 114,400 
BrepaidexPeMmses,. 6 cricccccirescre seven a soe eee 45,600 
lntanGiblecdgss@ts sis su. inci dain ea eeeeen 388,000 
Property, plant, and equipment............... 172,000 
Total :currentiassets(Met)inn.. «aces asueeets $1,520,000 
Current liabilities: 
Accounts and short-term notes payable....... $256,000 
Recnueditiabilitiese. wc..cccaurdeue eee 544,000 
otaliecurrentuta pitiless ne eee 800,000 
Working) Gapitaltecj.n.eercaeck samen sreeteeretee $ 720,000 
22> CUIFENC TAT OA Ath ee ae eee 1.9 $1,520,000 + $800,000 
Be Sr OUICKIRAUIO sas auoha tlre crtna cisterna cde toe ees es § 332,000 + $256,000 


a. List the errors in the determination of the three measures of current position analysis. 
b. «iii Ts the company satisfying the terms of the bond indenture? 


EX 17-9 Accounts receivable analysis 


The following data are taken from the financial statements of Saladin Inc. Terms of all 
sales are 2/10, n/6O. 


2012 2011 2010 
Accounts receivable, end of year SP 221,250 $ 237,000 $247,500 
Net sales on account 1,512,225 1,380,825 


a. Determine for each year (1) the accounts receivable turnover and (2) the number of 
days’ sales in receivables. Round to nearest dollar and one decimal place. 


b. «iii “Xat conclusions can be drawn from these data concerning accounts receiv- 
able and credit policies? 


OBJ.2 


OBJ.2 


V a. Inventory 
turnover, current 
year, 8.2 


OBJ. 2 


Y a. Dell inventory 
turnover, 49.0 


OBJ.2 


V a. Ratio of 
liabilities to 
stockholders’ equity, 
Dec. 31, 2012, 0.7 
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EX 17-10 Accounts receivable analysis 


Klick Company and Klack Inc., are large retail department stores. Both companies offer credit 
to their customers through their own credit card operations. Information from the financial 
statements for both companies for two recent years is as follows (all numbers are in millions): 


Klick Klack 
Merchandise sales $18,000 $70,980 
Credit card receivables—beginning 3,300 9,000 
Credit card receviables—ending 2,700 6,600 


a. Determine the (1) accounts receivable turnover and (2) the number of days’ sales in 
receivables for both companies. Round to one decimal place. 


b «iia Compare the two companies with regard to their credit card policies. 


EX 17-11 Inventory analysis 
The following data were extracted from the income statement of Hestia Systems Inc.: 


Current Year Preceding Year 
Sales $2,443,600 $2,592,000 
Beginning inventories 158,000 130,000 
Cost of goods sold 1,221,800 1,440,000 
Ending inventories 140,000 158,000 


a. Determine for each year (1) the inventory turnover and (2) the number of days’ sales 
in inventory. Round to the nearest dollar and one decimal place. 


b. <li NX7hat conclusions can be drawn from these data concerning the inventories? 


EX 17-12 Inventory analysis 


Dell Inc. and Hewlett-Packard Company (HP) compete with each other in the personal com- 
puter market. Dell’s primary strategy is to assemble computers to customer orders, rather 
than for inventory. Thus, for example, Dell will build and deliver a computer within four 
days of a customer entering an order on a Web page. Hewlett-Packard, on the other hand, 
builds some computers prior to receiving an order, then sells from this inventory once 
an order is received. Below is selected financial information for both companies from a 
recent year’s financial statements (in millions): 


Hewlett-Packard 


Dell Inc. Company 
Sales $61,101 $74,051 
Cost of goods sold 50,144 56,503 
Inventory, beginning of period 1,180 7,879 
Inventory, end of period 867 6,128 


a. Determine for both companies (1) the inventory turnover and (2) the number of days’ 
sales in inventory. Round to one decimal place. 

b. .«iaaiie Interpret the inventory ratios by considering Dell’s and Hewlett-Packard’s 
operating strategies. 


EX 17-13 Ratio of liabilities to stockholders’ equity and number of times interest 
charges earned 

The following data were taken from the financial statements of Hermes Inc. for December 
31, 2012 and 2011: 


Dec. 31, 2012 Dec. 31, 2011 
A-counts payable $ 473,960 $ 325,000 
Current maturities of serial bonds payable 500,000 500,000 
Serial bonds payable, 9%, issued 2007, due 2017 2,500,000 3,000,000 
Common stock, $1 par value 100,000 100,000 
Paid-in capital in excess of par 1,200,000 1,200,000 


Retained earnings 3,662,800 2,950,000 
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OBJ.2 
W a. Hasbro, 1.3 


OBJ.2 
V a. HJ. Heinz, 6.9 


The income before income tax was $891,000 and $787,500 for the years 2012 and 2011, 

respectively. 

a. Determine the ratio of liabilities to stockholders’ equity at the end of each year. Round 
to one decimal place. 

b. Determine the number of times the bond interest charges are earned during the year 
for both years. Round to one decimal place. 


c. <i Nhat conclusions can be drawn from these data as to the company’s ability 
to meet its currently maturing debts? 


EX 17-14 Ratio of liabilities to stockholders’ equity and number of times interest 
charges earned 

Hasbro and Mattel, Inc., are the two largest toy companies in North America. Condensed 
liabilities and stockholders’ equity from a recent balance sheet are shown for each com- 
pany as follows (in thousands): 


Hasbro Mattel 

Current liabilities $ 799,892 $1,259,974 
Long-term debt 709,723 750,000 
Other liabilities 268,396 547,930 

Total liabilities $1,778,011 $ 2,557,904 
Shareholders’ equity: 

Common stock $ 104,847 $ 441,369 

Additional paid in capital 450,155 1,642,092 

Retained earnings 2,456,650 2,085,573 

Accumulated other comprehensive loss and other equity items 62,256 (430,635) 
Treasury stock, at cost (1,683,122) (1,621,264) 
Total stockholders’ equity $1,390,786 $2,117,135 
Total liabilities and stockholders’ equity $ 3,168,797 $ 4,675,039 


The income from operations and interest expense from the income statement for both 
companies were as follows (in thousands): 


Hasbro Mattel 
Income from operations $494,296 $541,792 
Interest expense 47,143 81,944 


a. Determine the ratio of liabilities to stockholders’ equity for both companies. Round 
to one decimal place. 


b. Determine the number of times interest charges are earned for both companies. Round 
to one decimal place. 


c =i’ Tterpret the ratio differences between the two companies. 


EX 17-15 Ratio of liabilities to stockholders’ equity and ratio of fixed assets to long-term 
liabilities 

Recent balance sheet information for two companies in the food industry, H.J. Heinz Com- 
pany and The Hershey Company, is as follows (in thousands of dollars): 


H.J. Heinz Hershey 
Net property, plant, and equipment $1,978,302 $1,458,949 
Current liabilities 2,062,846 1,270,212 
Long-term debt 5,076,186 1,505,954 
Other long-term liabilities 1,305,214 540,354 
Stockholders’ equity 1,219,938 318,199 


a. Determine the ratio of liabilities to stockholders’ equity for both companies. Round 


to one decimal place. 


b. Determine the ratio of fixed assets to long-term liabilities for both companies. Round 


to one decimal place. 


.c—<—_Interpret the ratio differences between the two companies. 


OBJ.3 
W a. YRC Worldwide, 


OBJ.3 


V a. Rate earned on 
total assets, 2012, 
13.0% 


OBJ.3 


Wa. 2007 rate earned 
on total assets, 6.7% 
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EX 17-16 Ratio of net sales to assets 


Three major segments of the transportation industry are motor carriers, such as YRC World- 
wide; railroads, such as Union Pacific; and transportation arrangement services, such as C.H. 
Robinson Worldwide Inc. Recent financial statement information for these three companies 
is shown as follows (in thousands of dollars): 


C.H. Robinson 

YRC Worldwide Union Pacific Worldwide Inc. 
Net sales $8,940,401 $17,970,000 $8,578,614 
Average total assets 4,514,368 38,877,500 1,813,514 


a. Determine the ratio of net sales to assets for all three companies. Round to one deci- 
mal place. 


b << Assume that the ratio of net sales to assets for each company represents their 
respective industry segment. Interpret the differences in the ratio of net sales to assets 
in terms of the operating characteristics of each of the respective segments. 


EX 17-17 Profitability ratios 


The following selected data were taken from the financial statements of Preslar Inc. for 
December 31, 2012, 2011, and 2010: 


December 31 
2012 2011 2010 
Notes payable (8% interest)... 66.5 sc. ere eevee obi eee 1,500,000 1,500,000 1,500,000 
OM APOMESTOG Ke rarareere eshte teeseat cs pysaies eh aversronnelvionveiee 600,000 600,000 600,000 
Preferred 4% stock, $100 par 
(MOTEHANGEOUTING Veal) ieee atm ce opkonsm cde omal: 300,000 300,000 300,000 
RetalmeGieanniinG St. m avapae ak c-geeiSiciel sceneries, esas 1,765,500 1,341,750 900,000 


The 2012 net income was $435,750, and the 2011 net income was $453,750. No dividends 

on common stock were declared between 2010 and 2012. 

a. Determine the rate earned on total assets, the rate earned on stockholders’ equity, and 
the rate earned on common stockholders’ equity for the years 2011 and 2012. Round 
to one decimal place. 

b. <li NXat conclusions can be drawn from these data as to the company’s profitability? 


EX 17-18 Profitability ratios 


Ann Taylor Retail, Inc., sells professional women’s apparel through company-owned retail 
stores. Recent financial information for Ann Taylor is provided below (all numbers in 


thousands). 
Fiscal Year Ended 


February 2, 2008 February 3, 2007 
Net income $97,235 $142,982 
Interest expense 2,172 2,230 

February 2, 2008 February 3, 2007 January 28, 2006 
Total assets $1,393,755 $1,568,503 $1,492,906 
Total stockholders’ equity 839,484 1,049,911 1,034,482 


Assume the apparel industry average rate earned on total assets is 5.0%, and the average 
rate earned on stockholders’ equity is 8.0% for the year ended February 2, 2008 (fiscal 


year 2007). 
a. Determine the rate earned on total assets for Ann Taylor for the fiscal years ended 
February 2, 2008, and February 3, 2007. Round to one digit after the decimal place. 


b. Determine the rate earned on stockholders’ equity for Ann Taylor for the fiscal years 
ended February 2, 2008, and February 3, 2007. Round to one decimal place. 


c. <i Eyaluate the two-year trend for the profitability ratios determined in (a) and (b). 
d. <-iiii‘/£- Evaluate Ann Taylor’s profit performance relative to the industry. 
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OBJ. 2,3 


¥ c. Ratio of net 
sales to assets, 4.5 


OBJ. 2,3 


V d. Price-earnings 
ratio, 14.4 


OBJ.3 


v b. Price-earnings 
ratio, 16.0 


EX 17-19 Six measures of solvency or profitability 

The following data were taken from the financial statements of Ares Inc. for the current 
fiscal year. Assuming that long-term investments totaled $3,000,000 throughout the year 
and that total assets were $6,250,000 at the beginning of the current fiscal year, deter- 
mine the following: (a) ratio of fixed assets to long-term liabilities, (b) ratio of liabilities 
to stockholders’ equity, (c) ratio of net sales to assets, (d) rate earned on total assets, 
(e) rate earned on stockholders’ equity, and (f) rate earned on common stockholders’ 
equity. Round to one decimal place. 


Property, plant, and equipment (net) .............. eee e eee $ 2,700,000 
Liabilities: 

Gurremtiliabilitiest:.. os eects crecae ects trek eces Semorina: $ 666,500 

Mortgage note payable, 8%, issued 2001, due 2017...... 1,800,000 

Totallliabilities este Akt Fates aie. We ee a ee $ 2,466,500 
Stockholders’ equity: 

Preferred $10 stock, $100 par (no change during year) ... $ 1,200,000 

Common stock, $10 par (no change during year) ........ 1,000,000 
Retained earnings: 

Balance; beginning/ofiyear .aas'ter.ce omc «tei: tase crn $2,203,000 

Net inGeinee sce taSs.<accces cc ne me ee ee eee 750,000 $§2,953,000 

RLOtOMeGiCIVIGOM GS orreres.cia cots nccle ci arertversiocrcersteaeenreree sats § 120,000 

(orn alan Orn CIN AKG Kaine Kee eaen as re Seer nin ers hen ena cs 100,000 220,000 

Balamnwere in cli@ fay Ga lirrs, sreceyaiss vce. tse eys.causatan tycasarsegeshevobodoacaceene 2,733,000 
NOtaliStOSkKMOIASKSHEC UY 4. ors. aese.es<croceucse) sosvexspersnerstetev eerie reer $ 4,933,000 
Nt Salesee Re aka eleiea intone Caan ee Reo eae $17,211,375 
Iinferestexmenser nc. tate ena. cusurmelens 0.0% « ane: ctavaraacmeebeteecmticiee te § 144,000 


EX 17-20 Six measures of solvency or profitability 


The balance sheet for Kronos Inc. at the end of the current fiscal year indicated the 
following: 


Bonds payable, 10% (issued in 2002, due in 2022) $3,750,000 
Preferred $4 stock, $40 par 2,000,000 
Common stock, $10 par 3,600,000 


Income before income tax was $2,400,000, and income taxes were $400,000, for the current 
year. Cash dividends paid on common stock during the current year totaled $720,000. The 
common stock was selling for $72 per share at the end of the year. Determine each of 
the following: (a) number of times bond interest charges are earned, (b) number of times 
preferred dividends are earned, (c) earnings per share on common stock, (d) price-earnings 
ratio, (e) dividends per share of common stock, and (f) dividend yield. Round to one 
decimal place except earnings per share, which should be rounded to two decimal places. 


EX 17-21 Earnings per share, price-earnings ratio, dividend yield 


The following information was taken from the financial statements of Bailey Inc. for 
December 31 of the current fiscal year: 


Common stock, $10 par value (no change during the year) $4,000,000 
Preferred $5 stock, $25 par (no change during the year) 1,250,000 


The net income was $1,250,000 and the declared dividends on the common stock were 
$800,000 for the current year. The market price of the common stock is $40 per share. 

For the common stock, determine (a) the earnings per share, (b) the price-earnings 
ratio, (c) the dividends per share, and (d) the dividend yield. Round to one decimal place 
except earnings per share, which should be rounded to two decimal places. 


V b. Earnings per 
share on common 
stock, $11.80 
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EX 17-22 Price-earnings ratio; dividend yield 


The table below shows the stock price, earnings per share, and dividends per share for 
three companies as of May 2010: 


Earnings Dividends 

Price per Share per Share 
The Home Depot $ 33.43 S ey $0.95 
Google 493.14 21.99 0.00 
The Coca-Cola Company 52.67 3.04 1.76 


a. Determine the price-earnings ratio and dividend yield for the three companies. Round 
to one decimal place. 


b. «iar Explain the differences in these ratios across the three companies. 


Appendix 
EX 17-23 Earnings per share, extraordinary item 


The net income reported on the income statement of Styx Co. was $3,200,000. There 
were 250,000 shares of $5 par common stock and 250,000 shares of $1 preferred stock 
outstanding throughout the current year. The income statement included two extraordinary 
items: a $700,000 gain from condemnation of land and a $350,000 loss arising from flood 
damage, both after applicable income tax. Determine the per-share figures for common 
stock for (a) income before extraordinary items and (b) net income. 


Appendix 
EX 17-24 Extraordinary item 


Assume that the amount of each of the following items is material to the financial state- 
ments. Classify each item as either normally recurring (NR) or extraordinary (E). 


a. Gain on sale of land condemned by the local government for a public works project. 


b. Uninsured flood loss. (Flood insurance is unavailable because of periodic flooding in 
the area.) 


c. Loss on the disposal of equipment considered to be obsolete because of the develop- 
ment of new technology. 


d. Uncollectible accounts expense. 
e. Loss on sale of investments in stocks and bonds. 


f. Uninsured loss on building due to hurricane damage. The building was purchased by 
the company in 1910 and had not previously incurred hurricane damage. 


g. Interest revenue on notes receivable. 


Appendix 

EX 17-25 Income statement and earnings per share for extraordinary items and discon- 
tinued operations 

Eris, Inc., reports the following for 2012: 


Income from continuing operations before income tax $800,000 
Extraordinary property loss from hurricane $100,000* 
Loss from discontinued operations $120,000* 
Weighted average number of shares outstanding 50,000 
Applicable tax rate 40% 


*Net of any tax effect. 
a. Prepare a partial income statement for Eris, Inc., beginning with income from continu- 
ing operations before income tax. 
b. Calculate the earnings per common share for Eris, Inc., including per-share amounts 
for unusual items. 
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Appendix 

EX 17-26 Unusual items 

Discuss whether Daphne Company correctly reported the following items in the financial 
statements: 


a. 


In 2012, the company discovered a clerical error in the prior year’s accounting records. 
As a result, the reported net income for 2011 was overstated by $30,000. The company 
corrected this error by restating the prior-year financial statements. 


In 2012, the company voluntarily changed its method of accounting for long-term 
construction contracts from the percentage of completion method to the completed 
contract method. Both methods are acceptable under generally acceptable accounting 
principles. The cumulative effect of this change was reported as a separate component 
of income in the 2012 income statement. 


Problems Series A 


OBJ. 1 


VY 1. Net sales, 14.4% 
increase 


OBJ, 1 


Y 1. Net income, 
2012, 14.0% 


PR17-1A_ Horizontal analysis for income statement : 

For 2012, Eurie Company reported its most significant decline in net income in years. At 
the end of the year, H. Finn, the president, is presented with the following condensed 
comparative income statement: 


Eurie Company 
Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


2012 2011 
Sales les 2 hick decd Ee, Ute ct thie a AR eee velo bee ae $928,000 $800,000 
Salasireturmsiancdkallowancestii sissies + aliens tents karo aie ae 70,000 50,000 
INGlESAIESS Cok icceok recone iteloe oc eee EE ee eee eee $858,000 $750,000 
Gostiof GOOdSSOldivsad: tpaccys: napster rene a ee icra ne Rete oe 640,000 500,000 
GOSS PROFLE auc, ieceuniet oasis: gviegg scare cecanovaarss¥ rol PAIS TR Ey cR EAE Ree oa ree $218,000 $250,000 
SE llIMGLEXDENSES «arn: s sonerose monasteries Ene eee $ 85,800 $ 65,000 
ACIMINIStraIVG EXPENSES = emmy ise te rie ae ee eteree ee eee seer 43,400 35,000 
oO taltOPeratinGrexDeEHises: mewn chivc/Occs cae exe tenth Irae rere neae $129,200 $100,000 
Income front Gperations Ms. Sek Meee ene eee S$ 88,800 $150,000 
Other iriedrie 12 ea A: ERs SORE Ree ee 16,000 10,000 
Income before Income tax!.Auniss pee eat toe sake hte see $104,800 $160,000 
INCOME TAX EXPENSE Racks sect aaesctoan mere ck tals maeercin eee scree 9,200 8,000 
Netiinconpes tn 2. Genk. ace. Joe aaa ne Or, re Ce Cee ee S$ 95,600 $152,000 


Instructions 


1. 


Prepare a comparative income statement with horizontal analysis for the two-year 
period, using 2011 as the base year. Round to one decimal place. 


mm--To the extent the data permit, comment on the significant relationships re- 
vealed by the horizontal analysis prepared in (1). 


PR17-2A_ Vertical analysis for income statement 


For 2012, Selene Company initiated a sales promotion campaign that included the 
expenditure of an additional $25,000 for advertising. At the end of the year, Scott 


Brown, the president, is presented with the following condensed comparative income 
statement: 


OBJ.2 


Y 2.c. Current 
ratio, 2.2 


Chapter 17 Financial Statement Analysis 827 


Selene Company 
Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


2012 2011 

SEES ios Gs 2d 0 crdksic Cte EI ee $999,600 $867,000 
SalestratuinnsramcrallowanCeScvad aathursenreas © «sos oacesuccecccesac. 19,600 17,000 
Net Bglests marks EcnocntnlL DONA OTERY BALA ae $980,000 $850,000 
ps eNO re sty Ol ees extant oo Gro, Soe sk als saya ald A oin'd we, ince sls wns oW oholis 460,600 433,500 
CGTOSSH ONO fii teeper te rrsteiee i Svsisxcasaieienrts Neseieesnereacsiecocn ein acle MASAISTEL oeaeieries | $519,400 $416,500 
SS WENCH PUI) Sesser cea alevesaiafoxey2j-Vasehinsvetorecivonsicfacnrsisisrsvandyscnvses HESY ROE GITECUNAL $225,400 $178,500 
FACING TENDS TISESS. Selous PLATA RNDRUAE Neves cvesarnieraverarocersconavetoreretoraiese 107,800 102,000 
TotalWoperatingrexpenses.arc. srt. tror-iectevsies dan re roan oes RIS $333,200 $280,500 
INCOME LO MEO PELE OINS ».vonshapea paren cnarcaseopetcasecrseevetcoeues csyaccyercrosch BRIAR RENN $186,200 $136,000 
OTIS TALEO AN petay see oy Noy toy sein oe Neven ceo Sicanyenaveteles cropanicaetraries RodnceOR O 49,000 42,500 
TNC OMNEHOET ORE sIMEOIME) CAM ratcrssencnarsrcttsereteredeh tarenstasorcts eaparcvahel cuelessvanarakvewenrchl $235,200 $178,500 
INCOMEeHAGEXDEHSERIN RESALES CRY ICME CN BON SF OTILEY iit 98,000 85,000 
NETCONG ene eine teens ery wk SALE so oohae namin aneatewdees one sens $137,200 §$ 93,500 
Instructions 

1. Prepare a comparative income statement for the two-year period, presenting an analysis 


of each item in relationship to net sales for each of the years. Round to one decimal 
place. 


<< To the extent the data permit, comment on the significant relationships re- 
vealed by the vertical analysis prepared in (1). 


PR17-3A_ Effect of transactions on current position analysis 
Data pertaining to the current position of Brin Company are as follows: 


Cash $520,000 
Temporary investments 380,000 
Accounts and notes receivable (net) 700,000 
Inventories 720,000 
Prepaid expenses 80,000 
Accounts payable 300,000 
Notes payable (short-term) 360,000 
Accrued expenses 340,000 
Instructions 
1. Compute (a) the working capital, (b) the current ratio, and (c) the quick ratio. Round 
to one decimal place. 
2. List the following captions on a sheet of paper: 
Transaction Working Capital Current Ratio Quick Ratio 
Compute the working capital, the current ratio, and the quick ratio after each of the 
following transactions, and record the results in the appropriate columns. Consider 
each transaction separately and assume that only that transaction affects the data given 
above. Round to one decimal place. 
a. Sold temporary investments at no gain or loss, $90,000. 
b. Paid accounts payable, $175,000. 
c. Purchased goods on account, $125,000. 
d. Paid notes payable, $200,000. 
e. Declared a cash dividend, $160,000. 
f. Declared a common stock dividend on common stock, $45,000. 
g. Borrowed cash from bank on a long-term note, $300,000. 
h. Received cash on account, $140,000. 


—_e 


Issued additional shares of stock for cash, $700,000. 
Paid cash for prepaid expenses, $80,000. 
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OBJ. 2,3 


v¥ 5. Number of days’ 
sales in receivables, 
68.4 


PR17-4A Nineteen measures of solvency and profitability 
The comparative financial statements of Blige Inc. are as follows. The market price of 
Blige Inc. common stock was $60 on December 31, 2012. 

Blige Inc. 


Comparative Retained Earnings Statement 
For the Years Ended December 31, 2012 and 2011 


2012 2011 
ciel overe(=tetdMine Kyril eilnqnaeansacbcoonsponcoccuebocaduacasnoouut $1,810,000 $1,526,000 
AddiWetincOmMe fon veal aejasrvn act gots cence eee rere sree eee 410,750 322,000 
Total ss casysvessrsuss-eveldcnpeuscihou scepteusaap neuen suctskoue Saue\eiadexesonsy- Aca RoR RIC ea aes $2,220,750 $1,848,000 
Deduct dividends: 

Oi PTSFSTTE SOCK 5. 5 ccvenopstovanersceresc sispnseCeeusietngsyss echeg kT a tet er $ 16,000 $ 16,000 
ONKCOMMOASTOCK 3.,cyccrsssaneserejeveseuestcaleueeonspely suteey she veyelanedens) toss/s1e, x Stas 22,000 22,000 
] fo) io | en Ee Nt RMA erN ero rc nis stm ICL Oboe S$ 38,000 S$ 38,000 
Retainediearnings, December 30 ...cocg aye epee core sds =o toner aera aot $2,182,750 $1,810,000 
Blige Inc. 
Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 

2012 2011 
Salsa Ws. FE aS Pe Ee et $2,211,000 $2,037,200 
Saleseturnssand allowanGes >.< -.cc.<is.cvanrete arusteets sxorevbarlicrne toe eerusnenee 11,000 7,200 
NIRS Oe ae ee ee ee IS ee Coe Coe ee eros anne $2,200,000 $2,030,000 
Gost of. goods’ sold... .ce-e.e-stasagcinac naastnerace S avee ra alee be ata 825,000 811,200 
GKOSS:DIOllt cen in cinvee einketss susracem eaten oes Cie ee eee ieee $1,375,000 $1,218,800 
SEINMGEXPEMSES 5. cca5 woe daaiera ave ome eioreee oem dctane y9\c jae ntna te eevee ptteeeete ae § 445,500 S$ 484,000 
AGMIAIStALIVE EXPENSES 5: «525.5 ¢.<csat area ckarie Chae ancien menue 321,750 290,400 
Totalioperatinigrexpenses 2... .a.c «domes cemiaae cee oe eieeeecria are $ 767,250 $ 774,400 
lincome*fromloperations™: Yo sek Aaa reo aes arse ere ore eee eet $ 607,750 § 444,400 
(OMe MnO ee eee oer Steins Pet a 8 Mees EA nee 33,000 26,400 

S$ 640,750 S$ 470,800 
Othenexpense:(intanest) is asadceses ceteris cavern, crc casae on onto ee 176,000 96,000 
leone before Income: tax.....< <...:.0-0.) acecee eereree otoconia ere S$ 464,750 $ 374,800 
IMEOMNEtAX EXPONSE (jae e.crece, « otra 16 OPI OR MRS RAS GNCPME et orc Sce ca cere cverevercters 54,000 52,800 
INGAUGCO TIRE cor, costs ase:cenat ora Soran are Bove 0 Ov RRR Be caesar kas eT ree eee § 410,750 § 322,000 


Blige Inc. 
Comparative Balance Sheet 
December 31, 2012 and 2011 


Dec. 31, 2012 Dec. 31, 2011 


Assets 
Current assets: 

CASI tavays tensa: nvera se As Mea ence OER AAR ee es, $ 528,000 $ 410,000 
TEMPOKALYVANVEStITEHISHR . 2... .., Meena neem TAeN. << -<ayein ers eens 800,000 725,000 
Accountsireceivable(met)isncs«...unys8 ae Gece aneee acaeeees 425,000 400,000 
NRVENMEONIES Te co cctorateccleroere'e Sapuet cunts Seco aie ierenTae on Ree TST 310,000 240,000 
Phe paldOXDensSes cnc mposs <2 cream seca tiger rete tolerate acer eee ee 100,000 75,000 
Total GUNFENT: ASSETS eases -:s.0/<.ccuqcs come chee cnet eect cesta cielo Te $2,163,000 $1,850,000 
LONO=TENM:INVESTIMEMTS. «ca crs cce | ate ue crater aterm et eet ara eaeae 633,000 560,000 
Property, plant and‘equipmenti(net)®. ayveseat eee teh ocean neers 3,146,750 2,150,000 
Totalassets’: . caccuten sca N 0 iin, Sie Se ee $5,942,750 $4,560,000 
Liabilities = a eer at? 5 
Current Hab ilitiesiassatew oss sivcssuccterrt eco ueereeriecLriccel: orc eee $ 720,000 S$ 710,000 

Long-term liabilities: 
Mortgage noteipayable;8%) dua 207 gammeen ince meereee anne $1,000,000 $ 0 
Bondsypayable 82. due.2021| Pyammeasmets.akers th ceecnirereere an erat 1,200,000 1,200,000 
Totallona=terinnil ia tlitiesior. ca rien fe tevelcisy ce assoc meee $2,200,000 $1,200,000 
Totaliiiabilities . ..caast cc cae «cetera ce $2,920,000 $1,910,000 

Stockholders’ Equity 

Preferred SO'SOStOck S20! parm, Meike eile... 0k. Sehr aan $ 400,000 $ 400,000 
GoM MopFstOcky M1 Ola reso, Aeveee tee lores cae eee 440,000 440,000 
Retained! CarHings's [sees acm seorctrgs.cins occa a ee 2,182,750 1,810,000 
otalistockholders’ Equity... aves eect eae eee $3,022,750 $2,650,000 


2g sie raya aah shal sae ene ee RE ee $5,942,750 $4,560,000 


OBJ.2,3 
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Instructions 
Determine the following measures for 2012, rounding to one decimal place: 
1. Working capital 


2. Current ratio 

3. Quick ratio 

4. Accounts receivable turnover 

5. Number of days’ sales in receivables 

6. Inventory turnover 

7. Number of days’ sales in inventory 

8. Ratio of fixed assets to long-term liabilities 
9. Ratio of liabilities to stockholders’ equity 
10. Number of times interest charges earned 

11. Number of times preferred dividends earned 
12. Ratio of net sales to assets 

13. Rate earned on total assets 

14. Rate earned on stockholders’ equity 

15. Rate earned on common stockholders’ equity 
16. Earnings per share on common stock 

17. Price-earnings ratio 

18. Dividends per share of common stock 

19. Dividend yield 


PR17-5A_ Solvency and profitability trend analysis 
Itzkoff Company has provided the following comparative information: 


2012 2011 2010 2009 2008 

Net income § 170,879 $ 229,985 S$ 394,485 $ 552,500 $ 500,000 
Interest expense 350,027 325,002 300,094 281,250 250,000 
Income tax expense 49,492 83,179 166,358 124,800 156,000 
Total assets (ending balance) 6,023,425 5,624,113 5,089,695 4,552,500 3,750,000 
Total stockholders’ equity 

(ending balance) 2,647,848 2,476,970 2,246,985 1,852,500 1,300,000 
Average total assets 5,823,769 5,356,904 4,821,098 4,151,250 3,375,000 
Average stockholders’ equity 2,562,409 2,361,977 2,049,743 1,576,250 1,050,000 


You have been asked to evaluate the historical performance of the company over the 


last five years. 
Selected industry ratios have remained relatively steady at the following levels for 


the last five years: 


2008-2012 
Rate earned on total assets 11% 
Rate earned on stockholders’ equity 16% 
Number of times interest charges earned 3 
Ratio of liabilities to stockholders’ equity less 


Instructions 
1. Prepare four line graphs with the ratio on the vertical axis and the years on the hori- 
zontal axis for the following four ratios (rounded to one decimal place): 


a. Rate earned on total assets 

b. Rate earned on stockholders’ equity 

c. Number of times interest charges earned 

d. Ratio of liabilities to stockholders’ equity 
Display both the company ratio and the industry benchmark on each graph. That is, each 
graph should have two lines. 
2, <_£- Prepare an analysis of the graphs in (1). 
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Problems Series B 


Se Gp aSSE SS SES SPSS ST a SBR EE EOS TL SSD A 


OBJ. 1 


v 1. Net sales, 
26.1% increase 


GENERAL 
«* {EOGER:* 


OBJ. 1 


¥Y 1. Net income, 
2011, 11.0% 


\ “é er 
GENERAL 


* LEDGER-* 


PR17-1B_ Horizontal analysis for income statement 

For 2012, McFadden Inc. reported its most significant increase in net income in years. At 
the end of the year, John Mayer, the president, is presented with the following condensed 
comparative income statement: 


McFadden Inc. 
Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


2012 2011 
SALES: sy suesansseitavane iatextnclace severe sfacaoe ter casey sae veratoralenciate eke anes hare opeteya sl eca\Sor enol Cue eeaeteMege $516,600 $410,000 
Salesireturns.andiallowamGestm ntact sch rnee trata tein: feri-ieier tune 12,200 10,000 
Neétsalés dic... a ee eects Eye ete beree an, eee $504,400 $400,000 
Lord dia} ne lolalo hao) [ce rN SS hes hon sacs Coun NOT TEED Coes 3 240,000 200,000 
Gross. Prolite ci adndass canal Bee Moe ee Ree sce crite $264,400 $200,000 
Selling: OXPeNnSES s+. 0. +-«\« «Palace dere etc oe ce eae $ 69,600 $ 60,000 
Administrative:expenses:.,...i0ccueek cncceemeara ctr steiers ermatare es sietels seats eeniniers 44,800 40,000 
Total Operatirig expenses... Saraatecen serine ceetiatraanm fan notes bic eae $114,400 ~ $100,000 
INGOMeifronMoperatiOMSirrohcteycse mise caeerers sera ce eiaey tae Geer aee $150,000 $100,000 
(Old FNS 91 1 eae eR MAIO CTC BC Te OO ios ceitoadooond santa Ac 12,600 10,000 
Incomeibeforeuineome taxes.ciitccceeticerccosace ero reais ee ioe eee erect $162,600 $110,000 
IMGOMETAC EXPENSE s iave.siaatesytees ieee ee cos eorea e oevedate erenene eteieslsyeqenak chance tnepelener te 9,000 5,000 
NG TIN CONMMEIRS Bohan cteic sna. 2 aveocistoicteen eg oi eeciess one aie res ons yeeco RS ee $153,600 $105,000 


Instructions 

1. Prepare a comparative income statement with horizontal analysis for the two-year 
period, using 2011 as the base year. Round to one decimal place. 

2. «dado To the extent the data permit, comment on the significant relationships re- 
vealed by the horizontal analysis prepared in (1). 


PR17-2B_ Vertical analysis for income statement 


For 2012, Avatar Industries Inc. initiated a sales promotion campaign that included the 
expenditure of an additional $35,000 for advertising. At the end of the year, Leif Grando, 
the president, is presented with the following condensed comparative income statement: 


Avatar Industries Inc. 
Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


2012 2011 
Salese eats. sepia Malmaa nie rank te oe aaitoaye ere eae ee ee $630,000 $504,000 
Sales rettinns:andiall OWanGesve eas coquas.o seis, on ors eee eel eee ree 30,000 24,000 
NGt:Sa OS seep crapetaraccrennetrenaighreterte Wis ate wet earache $600,000 $480,000 
Eostiofiqgoodssold.cusan. ete csc seo eee 330,000 259,200 
GrOSSH POL thi sare receeaeia eis atsceecerare Cate eect reer eR nee $270,000 $220,800 
SellinighexPEMses postosrasccate enters cos cds to os istare rea rath Lane Gia ee ee $144,000 $ 86,400 
Adimiiistrative expenses” s.<ccac ciiss acerioucetaec.ts oes tre eR oe ee 72,000 62,400 
Total operating expenses: ...s...0Sehneits oad ca Seve cnas we ore ee $216,000 $148,800 
Income fromioperations S24; Pater Wel, Fee Biante ek ete ee Re $ 54,000 $ 72,000 
Otherincomed Pewee UT RE Oe et ee ee 24,000 19,200 
Ingomeibeforeiincome;tax 2... dev tah iaaa; clack recy Sere en eee $ 78,000 $ 91,200 
Ingomeitaxexpensel(Denefit) ig ac, om usimuackidtslacmennse pe caeee, oe eee 48,000 38,400 
Nett eemie: (boss) cats Sie iereet aha cc-caccat sesuange arecezors vlc asec Aes eee ee $ 30,000 $ 52,800 


Instructions 


1. Prepare a comparative income statement for the two-year period, presenting an analysis of 
each item in relationship to net sales for each of the years. Round to one decimal place. 


2, <i To the extent the data permit, comment on the significant relationships re- 
vealed by the vertical analysis prepared in (1). 
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OBJ.2 PR17-3B_ Effect of transactions on current position analysis 
aaa Data pertaining to the current position of Diaz Industries, Inc., are as follows: 
Cash $560,000 
Temporary investments 520,000 
Accounts and notes receivable (net) 800,900 
Inventories 900,000 
Prepaid expenses 100,000 
Accounts payable 800,000 
Notes payable (short-term) 700,000 
Accrued expenses 300,000 


Instructions 


1. Compute (a) the working capital, (b) the current ratio, and (c) the quick ratio. Round 
to one decimal place. 


2. List the following captions on a sheet of paper: 


Transaction Working Capital Current Ratio Quick Ratio 


Compute the working capital, the current ratio, and the quick ratio after each of the 
following transactions, and record the results in the appropriate columns. Consider 
each transaction separately and assume that only that transaction affects the data given 
above. Round to one decimal place. 


Sold temporary investments at no gain or loss, $200,000. 

Paid accounts payable, $400,000. 

Purchased goods on account, $150,000. 

Paid notes payable, $380,000. 

Declared a cash dividend, $220,000. 

Declared a common stock dividend on common stock, $200,000. 


Borrowed cash from bank on a long-term note, $680,000. 


re mo aos s 


Received cash on account, $110,000. 
i. Issued additional shares of stock for cash, $1,400,000. 
j. Paid cash for prepaid expenses, $50,000. 


OB). 2,3 PR17-4B Nineteen measures of solvency and profitability 
v 9. Ratio of The comparative financial statements of Chattah Inc. are as follows. The market price of 
liabilities to Chattah Inc. common stock was $25 on December 31, 2012. 
stockholders’ 
equity, 0.5 Chattah Inc. 
= Comparative Retained Earnings Statement 
OH For the Years Ended December 31, 2012 and 2011 
C. 2012 2011 
Retainedieannings;Januany, Wer. . 0.6 tems ates ee ces eres eee snees $1,646,120 § 976,120 
Add netincOMmetOryeal co sccrmts. coms cet she cyte eloiew ne = heures seins 847,000 850,000 
SS Gel | eee Ne eters rey 2 eet cmteahd ccccalha celaMcr retexaile. ol sTanerejrelenciniee iGce are ece een aist oe $2,493,120 $1,826,120 
Deduct dividends: 
Omipreferred Stock). 0.0.6. s eee enlace de ee Lee eed eles anit $ 30,000 $ 30,000 
OMICOMMON STOCK jee seein mcicle ate siete ce cio cvininlersim fexpepyorm <aurgyeh tes 150,000 150,000 
GLE! > Corso BR ea AGU Rasen e omSn cc” UO Om amma aaron Co oc $ 180,000 $ 180,000 


Retained earnings, December 31 ......-.. see eee cece entree reece $2,313,120 $1,646,120 
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Sales (all on account) 
Sales returns and allowances 
Net sales 
Cost of goods sold 
Gross profit 


Comparative Income Statement 
For the Years Ended December 31, 2012 and 2011 


Selling expenses 


Administrative expenses 
Total operating expenses 
Income from operations 

Other income 


Other expense (interest) 
Income before income tax 
Income tax expense 
Net income 


Current assets: 


Current liabilities 
Long-term liabilities: 


Mortgage note payable, 12%, due 2017 
Bonds payable, 11%, due 2021 
Total long-term liabilities 
Total liabilities 


Instructions 


Determine the following measures for 2012, rounding to one decimal place: 


Soy oS Be PO 


Working capital 


Current ratio 


Quick ratio 


Accounts receivable turnover 
Number of days’ sales in receivables 
Inventory turnover 

Number of days’ sales in inventory 


Ratio of fixed assets to long-term liabilities 


Comparative Balance Sheet 
December 31, 2012 and 2011 


Temporary investments 
Accounts receivable (net) 
Inventories 
Prepaid expenses 
Total current assets 
Long-term investments 
Property, plant, and equipment (net) 
Total assets 


Stockholders’ Equity 

Preferred $2.00 stock, $100 par 
Common stock, $5 par 
Retained earnings 
Total stockholders’ equity 
Total liabilities and stockholders’ equity 


2012 2011 

$9,056,000 $7,840,000 
56,000 40,000 
$9,000,000 $7,800,000 
$4,500,000 $4,120,000 
$1,936,000 $1,840,000 
$3,232,000 $3,056,000 
$1,268,000 $1,064,000 
_ 128,000  _96,000 
$1,396,000 $1,160,000 
309,000 110,000 
$1,087,000 $1,050,000 
240,000 200,000 

S$ 847,000 $ 850,000 

Dec. 31, 2012 Dec. 31, 2011 
$ 420,000 S$ 306,000 
760,000 408,000 
663,000 482,120 
1,072,700 850,000 
92,400 89,250 

$ 3,008,100 $2,135,370 
825,000 637,500 
6,450,020 5,100,000 
$10,283,120 $7,872,870 
$ 770,000 S$ 726,750 
$ 1,200,000 $ 0) 
1,500,000 1,000,000 

$ 2,700,000 $1,000,000 
$ 3,470,000 $1,726,750 
$ 1,500,000 $1,500,000 
3,000,000 3,000,000 
2,313,120 1,646,120 
$ 6,813,120 $6,146,120 
$10,283,120 $7,872,870 
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9. Ratio of liabilities to stockholders’ equity 

10. Number of times interest charges earned 

11. Number of times preferred dividends earned 
12. Ratio of net sales to assets 

13. Rate earned on total assets 

14. Rate earned on stockholders’ equity 

15. Rate earned on common stockholders’ equity 
16. Earnings per share on common stock 

17. Price-earnings ratio 

18. Dividends per share of common stock 

19. Dividend yield 


OB). 2,3 PR17-5B Solvency and profitability trend analysis 


Haviland Company has provided the following comparative information: 


2012 2011 2010 2009 2008 

Net income $ 2,785,860  $ 1,857,240 $1,386,000 $ 924,000 $ 700,000 
Interest expense 736,442 624,103 538,020 427,000 350,000 
Income tax expense 612,786 422,611 320,160 220,800 160,000 
Total assets (ending balance) 16,321,384 12,554,911 9,511,296 6,993,600 5,640,000 
Total stockholders’ equity 

(ending balance) 9,653,100 6,867,240 5,010,000 3,624,000 2,700,000 
Average total assets 14,438,147 11,033,103 8,252,448 6,316,800 4,820,000 
Average stockholders’ equity 8,260,170 5,938,620 4,317,000 3,162,000 2,350,000 


You have been asked to evaluate the historical performance of the company over the 
last five years. 

Selected industry ratios have remained relatively steady at the following levels for 
the last five years: 


2008-2012 
Rate earned on total assets 18% 
Rate earned on stockholders’ equity 22% 
Number of times interest charges earned 3.0 
Ratio of liabilities to stockholders’ equity les 


Instructions 
1. Prepare four line graphs with the ratio on the vertical axis and the years on the hori- 
zontal axis for the following four ratios (rounded to one decimal place): 


a. Rate earned on total assets 

b. Rate earned on stockholders’ equity 

c. Number of times interest charges earned 
d. Ratio of liabilities to stockholders’ equity 


Display both the company ratio and the industry benchmark on each graph. That is, 
each graph should have two lines. 


2. -iicZ£!£- Prepare an analysis of the graphs in (1). 


Nike, Inc., Problem 


Financial Statement Analysis 
The financial statements for Nike, Inc., are presented in Appendix C at the end of the text. 
The following additional information Gn thousands) is available: 
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Accounts receivable at May 31, 2007 Sey 7955 
Inventories at May 31, 2007 2,438.4 
Total assets at May 31, 2007 12,442.7 
Stockholders’ equity at May 31, 2007 7,825.3 


instructions 
1. Determine the following measures for the fiscal years ended May 31, 2010, and May 
31, 2009, rounding to one decimal place. 


a. Working capital 

b. Current ratio 

c. Quick ratio 

d. Accounts receivable turnover 

e. Number of days’ sales in receivables 

f. Inventory turnover 

g. Number of days’ sales in inventory 

h. Ratio of liabilities to stockholders’ equity 
i. Ratio of net sales to average-total assets 


j. Rate earned on average total assets, assuming interest expense is $36.4 million’ for the 
year ending May 31, 2010, and $40.2 million for the year ending May 31, 2009 


k. Rate earned on average common stockholders’ equity 


1. Price-earnings ratio, assuming that the market price was $57.05 per share on May 31, 
2010, and $68.37 per share on May 31, 2009 


m. Percentage relationship of net income to net sales 


2. <i “XThat conclusions can be drawn from these analyses? 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


SA 17-1 Horizontal analysis 
The comparative income statement for Ironside, Inc., is provided below. 


; Ironside, Inc. 
Comparative Income Statement 
For the Years Ended December 31, 2013 and 2012 
2013 2012 

Sales $ 425,000 | $ 460,000 
Sales returns and allowances 25,000 30,000 
| Net sales $ 400,000 | $ 430,000 
| 9 | Cost of goods sold 205,000 227,000 
| 10 | Gross profit $ 195,000 | $ 203,000 
| 11 | Selling expenses 82,400 99,500 
| Administrative expenses 31,900 34,600 
} | Total operating expenses 114,300 134,100 
4 | Income from operations $ 80,700 | $ 68,900 
Other income 5,000 5,000 
$ 85,700 | $ 73,900 
| Other expense (interest) 10,000 12,000 
Income before income tax $ 75,700 | $ 61,900 
Income tax expense 25,700 31,400 
Net Income | $ 50,000  $ 30,500 
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a. Open the Excel file $417-1_2e. 


. Prepare a horizontal analysis using 2012 as the base year. Round percentages to one 
tenth of a percent (for example, 10.47% rounds to 10.5%). 


c. When you have completed the horizontal analysis, perform a “save as,” replacing the 
entire file name with the following: 


SA17-1_2e[your first name initial]_[your last name] 


excel SA 17-2 Vertical analysis 


SUCCESS The comparative balance sheet for Ironside, Inc., is provided below. 
eC ee 
Ironside, Inc. 
Comparative Balance Sheet | 
For the Years Ended December 31, 2013 and 2012 | 
|_ Dec. 31,2013 | Percent | Dec. 31,2012 | Percent | 
Assets | | 
Current assets | | | | 
Cash eel 1000) $25,000 | 
Temporary investments | 32,000 | / 35,000 | 
Accounts receivable (net) . 55,000 | 50,000 | 
Inventories 51,000 | 55,000 
Prepaid expenses 5,000 | 5,000 
Total current assets $ 170,000 i=) 170,000 | 
Long-term investments | 55,000 | 60,000 | | 
Property, plant, and equipment (net) 305,000 | 290,000 | 
Total assets i$ 530,000 | | $ 920,000 — 
| t 
Liabilities [ | | | 
| Current liabilities | $ 60,000 | i$ 70,000 | 
| Bonds payable, 6%, due 2020 | 170,000 | 200,000 - 
| 21 | Total liabilities $230,000 | $270,000 | : 
| | | | | 
Stockholders’ Equity | | | 
ommon stock, $10 par B 0,000 | | $ 50,000 | 
etained earnings 250,000 200,000 | | 
Total stockholders’ equity $ 300,000 $ 250,000 | | 
otal liabilities and stockholders’ equity | $ 930,000 | | $ 620,000 | 
ase ms ee 


a. Open the Excel file SA17-2_2e. 


b. Prepare a vertical analysis for December 31, 2012 and 2013, balance sheets. Round 
percentages to one tenth of a percent (for example, 10.47% rounds to 10.5%). 


c. When you have completed the vertical analysis, perform a “save as,” replacing the 
entire file name with the following: 


SA17-2_2e[your first name initial]_[your last name] 


excel SA 17-3 Financial ratios 
In addition to the financial statements in SA 17-1 and SA 17-2, the following information 
SUCCESS 


is available for Ironside, Inc. 


Common stock market price 
Number of common shares outstanding 


a. Open the Excel file SA77-3_2e. 
b. Using the financial statements for Lronside, Inc., in the file provided, determine the 
following ratios for 2013 
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Working capital 


Current ratio 


Inventory turnover 


Number of days’ sales in inventory 


Ratio of fixed assets to long-term liabilities 


Number of times interest charges are earned 


Rate earned on total assets 


Earnings per share 


c. When you have completed computing the ratios listed, perform a “save as,” replacing 
the entire file name with the following: 


SA17-3_2e[your first name initial]_[your last name] 


SA 17-4 Financial ratios 
excel 


In addition to the financial statements in SA 17-1 and SA 17-2, the following information 
is available for Ironside, Inc. 


SUCCESS 


| 


Dec. 31, 2012 | 
($15.00, 
25,000 | 25,000 | 


62 Common stock market price 
Number of common shares outstanding 


Earnings per share on common stock 


| 


a. Open the Excel file SA17-4_2e. 


b. Using the financial statements for Ironside, Inc., in the file provided, determine the 
following ratios for 2013: 


* Quick ratio 

* Accounts receivable turnover 

* Number of days’ sales in receivables 

* Ratio of liabilities to stockholders’ equity 

* Ratio of net sales to assets 

* Rate earned on common stockholders’ equity 
° Price-earnings ratio 


c. When you have completed computing the ratios listed, perform a “save as,” replacing 
the entire file name with the following: 


SA17-4_2e[your first name initial]_[your last name] 
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Managerial Accounting 
Concepts and Principles 


Washburn Guitars 


p aul Stanley, guitarist for the legendary rock band , has How many employees should the company have working on 

entertained millions of fans playing his guitar. His guitar was each stage of the manufacturing process? 

built by quality craftsmen at We in Chicago. Wash- How would purchasing automated equipment affect the 

burn Guitars is well-known in the music industry and has been in costs of its guitars? 

business for over 120 years. This chapter introduces managerial accounting concepts that 
Staying in business for 120 years requires a thorough under- e useful in addressing the preceding questions. 

standing of how to manufacture high-quality guitars. In addition, This chapter begins by describing managerial accounting 

it requires knowledge of how to account for the costs of making Nd its relationship to financial accounting. Following this over- 

guitars. For example, Washburn needs cost information to answer view, the management process is described along with the role 

the following questions: f managerial accounting in this process. Finally, characteristics 
How much should be charged for its guitars? f managerial accounting reports, managerial accounting terms, 
How many guitars does it have to sell in a year to cover its and uses of managerial accounting information are described and 


costs and earn a profit? illustrated. 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises 


| Describe managerial accounting and the role of managerial 
_ accounting in a business. 
Managerial Accounting 
Differences Between Managerial and Financial Accounting 
The Management Accountant in the Organization 
Managerial Accounting in the Management Process 


Describe and illustrate the following costs: 
1. direct and indirect costs 
2. direct materials, direct labor, and factory overhead costs 
3. product and period costs 
Manufacturing Operations: Costs and Terminology 
Direct and Indirect Costs 
Manufacturing Costs EE 18-2, 3,4 


Describe and illustrate the following statements 

for a manufacturing business: 

1. balance sheet 

2. statement of cost of goods manufactured 

3. income statement 

Financial Statements for a Manufacturing Business 
Balance Sheet for a Manufacturing Business 
Income Statement for a Manufacturing Company 


Describe the uses of managerial accounting information. 
Uses of Managerial Accounting 


= Describe 
managerial 


accounting and the role 
of managerial accounting 
in a business. 
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Managerial Accounting 


Managers make numerous decisions during the day-to-day operations of a business 
and in planning for the future. Managerial accounting provides much of the informa- 
tion used for these decisions. 


Some examples of managerial accounting information along with the chapter in 


which it is described and illustrated are listed below. 


ie 


Tes 


8. 


Classifying manufacturing and other costs and reporting them in the financial state- 
ments (Chapter 18) 


. Determining the cost of manufacturing a product or providing a service (Chapters 19 


and 20) 


. Estimating the behavior of costs for various levels of activity and assessing cost- 


volume-profit relationships (Chapter 21) 


. Planning for the future by preparing budgets (Chapter 22) 
. Evaluating manufacturing costs by comparing actual with expected results (Chapter 23) 
. Evaluating decentralized operations by comparing actual and budgeted costs as well 


as computing various measures of profitability (Chapter 24) 


Evaluating special decision-making situations by comparing differential revenues and 
costs, and allocating product costs using activity-based costing (Chapter 25) 


Evaluating alternative proposals for long-term investments in fixed assets (Chapter 26) 


Differences Between Managerial 
and Financial Accounting 
Accounting information is often divided into two types: financial and managerial. 


Exhibit 1 shows the relationship between financial accounting and managerial 
accounting. 
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Financial 
Accounting 
and Managerial 
Accounting 


External Users & 
Company 
Management Management 


Prepared at Prepared at fixed intervals 
fixed intervals and on an as-needed basis 


Financial accounting information is reported at fixed intervals (monthly, quar- 
terly, yearly) in general-purpose financial statements. These financial statements—the 
income statement, retained earnings statement, balance sheet, and statement of cash 
flows—are prepared according to generally accepted accounting principles (GAAP). 
These statements are used by external users such as the following: 


1. Shareholders 

2. Creditors 

3. Government agencies 
4. The general public 


Managers of a company also use general-purpose financial statements. For ex- 
ample, in planning future operations, managers often begin by evaluating the current 
income statement and statement of cash flows. 

Managerial accounting information is designed to meet the specific needs of a 
company’s management. This information includes the following: 


1. Historical data, which provide objective measures of past operations 
2. Estimated data, which provide subjective estimates about future decisions 


Management uses both types of information in directing daily operations, planning 
future operations, and developing business strategies. 

Unlike the financial statements prepared in financial accounting, managerial ac- 
counting reports do not always have to be: 


1. Prepared according to generally accepted accounting principles (GAAP). This is be- 
cause only the company’s management uses the information. Also, in many cases, 
GAAP are not relevant to the specific decision-making needs of management. 

2. Prepared at fixed intervals (monthly, quarterly, yearly). Although some management 
reports are prepared at fixed intervals, most reports are prepared as management 
needs the information. 

3. Prepared for the business as a whole. Most management reports are prepared for 
products, projects, sales territories, or other segments of the company. 


The Management Accountant in the Organization 


In most companies, departments or similar organizational units are assigned respon- 
sibilities for specific functions or activities. The operating structure of a company can 
be shown in an organization chart. 
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na aey 
EXHIBIT 2 
Partial 
Organization 
Chart for 
Callaway Golf 


Company 


4 é 
f& 
i i 


The terms /ine and 
staff may be applied to 
service organizations. 
For example, the 

line positions in a 
hospital would be 

the nurses, doctors, 
and other caregivers. 
Staff positions would 
include admissions and 
records. 


Managerial Accounting Concepts and Principles 


Exhibit 2 is a partial organization chart for Callaway Golf Company, the manufacturer 
and distributor of golf clubs, clothing, and other products. 


The departments in a company can be viewed as having either of the following: 


1. Line responsibilities 2. Staff responsibilities 


A line department is directly involved in providing goods or services to the 
customers of the company. For Callaway Golf (shown in Exhibit 2), the following 
occupy line positions: 


1. Senior Vice President—Equipment 
2. Plant Manager—Chicopee, MA Plant 


3. Senior Vice President—Callaway Brand 
4. Managing Director, Callaway Golf Europe 


The preceding occupy line positions because they are responsible for manufactur- 
ing and selling Callaway’s products. 

A staff department provides services, assistance, and advice to the departments 
with line or other staff responsibilities. A staff department has no direct authority 
over a line department. For Callaway Golf (Exhibit 2), these occupy staff positions: 


1. Senior VP—Chief Administrative Officer 
2. Vice President, Human Resources 


3. Chief Financial Officer 
4. Controller 


As shown above, the chief financial officer (CFO) and the controller occupy staff 
positions. In most companies, the controller is the chief management accountant. 
The controller’s staff consists of a variety of other accountants who are responsible 
for specialized accounting functions such as the following: 


1. Systems and procedures 4. Special reports and analysis 


2. General accounting 5. Taxes 


3. Budgets and budget analysis 6. Cost accounting 


Experience in managerial accounting is often an excellent training ground for 
senior management positions. This is not surprising, since accounting touches all 
phases of a company’s operations. 


Managerial Accounting in the Management Process 


As a staff department, managerial accounting supports management and the man- 


agement process. The management process has the following five basic phases as 
shown in Exhibit 3. 


1. Planning 4. Improving 


2. Directing 5. Decision making 


3. Controlling 
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As Exhibit 3 illustrates, the five phases interact with one another. 


Results Actions 


Feedback 


Feedback Feedback 


Controlling 


Planning Management uses planning in developing the company’s objectives (goals) 
and translating these objectives into courses of action. For example, a company may set an 
objective to increase market share by 15% by introducing three new products. The actions 
to achieve this objective might be as follows: 


1. Increase the advertising budget 
2. Open a new sales territory 
3. Increase the research and development budget 


Planning may be classified as follows: 


1. Strategic planning, which is developing long-term actions to achieve the company’s 
objectives. These long-term actions are called strategies, which often involve periods 
of 5 to 10 years. 

2. Operational planning, which develops short-term actions for managing the day-to-day 
operations of the company. 


Directing The process by which managers run day-to-day operations is called directing. 
An example of directing is a production supervisor’s efforts to keep the production line 
moving without interruption (downtime). A credit manager's development of guidelines for 
assessing the ability of potential customers to pay their bills is also an example of directing. 


Controlling Monitoring operating results and comparing actual results with the ex- 
pected results is controlling. This feedback allows management to isolate areas for 
further investigation and possible remedial action. It may also lead to revising future 
plans. This philosophy of controlling by comparing actual and expected results is called 


management by exception. 


Improving Feedback is also used by managers to support continuous process improve- 
ment. Continuous process improvement is the philosophy of continually improving em- 
ployees, business processes, and products. The objective of continuous improvement is to 
eliminate the source of problems in a process. In this way, the right products (services) are 
delivered in the right quantities at the right time. 


Decision Making Inherent in each of the preceding management processes is decision 
making. In managing a company, management must continually decide among alterna- 
tive actions. For example, in directing operations, managers must decide on an operating 
structure, training procedures, and staffing of day-to-day operations. 


The Management 
Process 
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Managerial accounting supports managers in all phases of the management pro- 
cess. For example, accounting reports comparing actual and expected operating results 
help managers plan and improve current operations. Such a report might compare 
the actual and expected costs of defective materials. If the cost of defective materials 
is unusually high, management might decide to change suppliers. 


Example Exercise 18-1 


Three phases of the management process are planning, controlling, and improving. Match the following 
descriptions to the proper phase: 


Description 
Monitoring the operating results of implemented plans and comparing the 
actual results with expected results. 


Phase of management process 
Planning a. 


Controlling b. Rejects solving individual problems with temporary solutions that fail to 
| address the root cause of the problem. 
Improving c. Used by management to develop the company’s objectives. 


Follow My Example 18-1 


Phase of management process 


Planning (c) 
Controlling (a) 
Improving (b) 


ENVIRONMENTAL ACCOUNTING 


See sth oe ey 
a 


U 


In recent years, multinational agreements such as the Kyoto 
Accord have raised public awareness of environmental issues 
and introduced guidelines for reducing the effect that busi- 
nesses have on the environment. As a result, managers must 
now consider the environmental impact of their business 
decisions in the same way that they would consider other 
operational issues. To help managers make environmentally 


management accounting focuses on calculating the envi- 
ronmental-related costs of business decisions. Environmen- 


tal managerial accountants evaluate a variety of issues such 
as the volume and level of emissions, the estimated costs of 
different levels of emissions, and the impact that environ- 
mental costs have on product cost. Managers can then use 
the results of these analyses to clearly consider the environ- 
mental effects of their business decisions. 


conscious decisions, the emerging field of environmental 
Describe and 


> illustrate the 


following costs: 

1. direct and indirect 
costs 

2. direct materials, 
direct labor, and 
factory overhead 


Manufacturing Operations: 
Costs and Terminology 


The operations of a business can be classified as service, merchandising, or manufac- 
turing. The accounting for service and merchandising businesses has been described 
and illustrated in earlier chapters. For this reason, the remaining chapters of this 
text focus primarily on manufacturing businesses. Most of the managerial accounting 


costs 
aepeaciat ana penea concepts discussed, however, also apply to service and merchandising businesses. 
eee As a basis for illustration of manufacturing operations, a guitar manufacturer, Legend 


Guitars, is used. Exhibit 4 is an overview of Legend’s guitar manufacturing operations. 
Legend’s guitar making process begins when a customer places an order for a 
guitar. Once the order is accepted, the manufacturing process begins by obtaining the 
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necessary materials. An employee then cuts the body and neck of the guitar out of 
raw lumber. Once the wood is cut, the body and neck of the guitar are assembled. 
When the assembly is complete, the guitar is painted and finished. 


Direct and Indirect Costs 


A cost is a payment of cash or the commitment to pay cash in the future for the purpose 
of generating revenues. For example, cash (or credit) used to purchase equipment is the 
cost of the equipment. If equipment is purchased by exchanging assets other than cash, 
the current market value of the assets given up is the cost of the equipment purchased. 

In managerial accounting, costs are classified according to the decision-making 
needs of management. For example, costs are often classified by their relationship 
to a segment of operations, called a cost object. A cost object may be a product, a 
sales territory, a department, or an activity, such as research and development. Costs 
identified with cost objects are either direct costs or indirect costs. 

Direct costs are identified with and can be traced to a cost object. For example, 
the cost of wood (materials) used by Legend Guitars in manufacturing a guitar is a 
direct cost of the guitar. 


Indirect costs cannot be identified with or traced to a cost object. For example, 
the salaries of the Legend Guitars production supervisors are indirect costs of pro- 
ducing a guitar. While the production supervisors contribute to the production of 
a guitar, their salaries cannot be identified with or traced to any individual guitar. 
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Depending on the cost object, a cost may be either a direct or an indirect cost. 
For example, the salaries of production supervisors are indirect costs when the cost 
object is an individual guitar. If, however, the cost object is Legend Guitars’ overall 
production process, then the salaries of production supervisors are direct costs. 

This process of classifying a cost as direct or indirect is illustrated in Exhibit 5. 


eee rae ay ee eee ee 
EXHIBIT 5 
Classifying 
Direct and 
Indirect Costs 


Manufacturing Costs 


The cost of a manufactured product includes the cost of materials used in making 
the product. In addition, the cost of a manufactured product includes the cost of 
converting the materials into a finished product. For example, Legend Guitars uses 
employees and machines to convert wood (and other supplies) into finished guitars. 
Thus, the cost of a finished guitar (the cost object) includes the following: 


1. Direct materials cost 
2. Direct labor cost 
3. Factory overhead cost 


Factory Overhead | 


Direct Materials Cost Manufactured products begin with raw materials that are con- 
verted into finished products. The cost of any material that is an integral part of the fin- 
ished product is classified as a direct materials cost. For Legend Guitars, direct materials 
cost includes the cost of the wood used in producing each guitar. Other examples of direct 
materials costs include the cost of electronic components for a television, silicon wafers for 
microcomputer chips, and tires for an automobile. 


To be classified as a direct materials cost, the cost must be both of the following: 


1. An integral part of the finished product 
2. A significant portion of the total cost of the product 


For Legend Guitars, the cost of the guitar strings is not a direct materials cost. 
This is because the cost of guitar strings is an insignificant part of the total cost of 


each guitar. Instead, the cost of guitar string is classified as a factory overhead cost, 
which is discussed later. 


Direct Labor Cost Most manufacturing processes use employees to convert materials 
into finished products. The cost of employee wages that is an integral part of the finished 
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product is classified as direct labor cost. For Legend Guitars, direct labor cost includes 
the wages of the employees who cut each guitar out of raw lumber and assemble it. Other 
examples of direct labor costs include mechanics’ wages for repairing an automobile, ma- 
chine operators’ wages for manufacturing tools, and assemblers’ wages for assembling a 
laptop computer. 


Like a direct materials cost, a direct labor cost must meet both of the following 
criteria: 


1. An integral part of the finished product 
2. A significant portion of the total cost of the product 


For Legend Guitars, the wages of the janitors who clean the factory are not a 
direct labor cost. This is because janitorial costs are not an integral part or a signifi- 


cant cost of each guitar. Instead, janitorial costs are classified as a factory overhead 
cost, which is discussed next. 


Factory Overhead Cost Costs other than direct materials cost and direct labor cost that 
are incurred in the manufacturing process are combined and classified as factory overhead 
cost. Factory overhead is sometimes called manufacturing overhead or factory burden. 


All factory overhead costs are indirect costs of the product. Some factory overhead 
costs include the following: 


1. Heating and lighting the factory 

. Repairing and maintaining factory equipment 
. Property taxes on factory buildings and land 
. Insurance on factory buildings 


Wi eX Ov WN 


. Depreciation on factory plant and equipment 


Factory overhead cost also includes materials and labor costs that do not enter 
directly into the finished product. Examples include the cost of oil used to lubricate 
machinery and the wages of janitorial and supervisory employees. Also, if the costs 
of direct materials or direct labor are not a significant portion of the total product 
cost, these costs may be classified as factory overhead costs. 

For Legend Guitars, the costs of guitar strings and janitorial wages are factory 
overhead costs. Additional factory overhead costs of making guitars are as follows: 


1. Sandpaper 4. Power (electricity) to run the machines 
2. Buffing compound 5. Depreciation of the machines and building 
3. Glue 6. Salaries of production supervisors 


Example Exercise 18-2 


As manufacturing 
processes have become 
more automated, 
direct labor costs have 
become so small that 
in some situations they 
are included as part of 
factory overhead. 


Identify the following costs as direct materials (DM), direct labor (DL), or factory overhead (FO) for a baseball glove 


manufacturer. 


a. Leather used to make a baseball glove 

b. Coolants for machines that sew baseball gloves 
c. Wages of assembly line employees 
d 


Ink used to print a player's autograph on a baseball glove 


Follow My Example 18-2 


Practice Exercises: PE 18-2A,PE18-2B _ 
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Prime Costs and Conversion Costs Direct materials, direct labor, and factory over- 
head costs may be grouped together for analysis and reporting. Two such common group- 
ings are as follows: 


1. Prime costs, which consist of direct materials and direct labor costs 
2. Conversion costs, which consist of direct labor and factory overhead costs 


Conversion costs are the costs of converting the materials into a finished product. 
Direct labor is both a prime cost and a conversion cost, as shown in Exhibit 6. 


ili ain) nh enna 


EXHIBIT 6 , 
Prime Costs 
and Conversion 


Prime Costs 


Costs 
Direct Materials | Direct Labor Factory Overhead 
Conversion Costs 
Example Exercise 18-3 =| 


Identify the following costs as a prime cost (P), conversion cost (C), or both (B) for a baseball glove manufacturer. 
a. Leather used to make a baseball glove 

b. Coolants for machines that sew baseball gloves 

c. Wages of assembly line employees 

d. Ink used to print a player's autograph on a baseball glove 


Follow My Example 18-3 
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Practice Exercises: PE 18-3A, PE 18-3B | 


Product Costs and Period Costs For financial reporting purposes, costs are classi- 
fied as product costs or period costs. 


1. Product costs consist of manufacturing costs: direct materials, direct labor, and fac- 
tory overhead. 


2. Period costs consist of selling and administrative expenses. Selling expenses 
are incurred in marketing the product and delivering the product to customers. 
Administrative expenses are incurred in managing the company and are not directly 
related to the manufacturing or selling functions. 


Examples of product costs and period costs for Legend Guitars are presented in 
Exhibit 7. 
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To facilitate control, selling and administrative expenses may be reported by 
level of responsibility. For example, selling expenses may be reported by products, 
salespersons, departments, divisions, or territories. Likewise, administrative expenses 
may be reported by areas such as human resources, computer services, legal, ac- 
counting, or finance. 

The impact on the financial statements of product and period costs is summarized 
in Exhibit 8. As product costs are incurred, they are recorded and reported on the 
balance sheet as inventory. When the inventory is sold, the cost of the manufactured 
product sold is reported as cost of goods sold on the income statement. Period costs 
are reported as expenses on the income statement in the period in which they are 
incurred and, thus, never appear on the balance sheet. 


Costs (Payments) for the Purpose of Generating Revenues 


Product Costs Period Costs 


| 


Inventory 
(Balance Sheet) 


Cost of Goods Sold Selling and 
(Income Statement) Administrative Expenses 
(Income Statement) 


Note: 

Product costs consist of 
direct materials, direct 
labor, and factory 
overhead costs. 


Product 
Costs, Period 
Costs, and 
the Financial 
Statements 
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Example Exercise 18-4 


Identify the following costs as a product cost or a period cost for a baseball glove manufacturer. 


a. Leather used to make a baseball glove 

Cost of endorsement from a professional baseball player 
Office supplies used at the company headquarters 

Ink used to print a player's autograph on the baseball glove 


ooo 


Follow My Example 18-4 


a. Product cost 
b. Period cost 
c. Period cost 
d. Product cost 
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Practice Exercises: PE 18-4 PE 18- 


BUILD-TO-ORDER initiates the manufacturing process. Inventory items are 
scanned as they are removed from inventory to keep track 
of inventory levels and help the manufacturer determine 
when to reorder. This efficient process allows Dell to manu- 
facture and ship the computer within days of the order be- 
ing placed and has helped the company become one of the 
largest computer manufacturers in the world. 


Dell Inc. manufactures computers based on specific cus- 
tomer orders. In this build-to-order manufacturing process, 
customers select the exact features they want before the 
computer is built. Once the order is placed, the parts re- 
quired for each feature are removed from inventory, which 


e e 
Ea Descrbeand Financial Statements for a 
illustrate the e ° 
following statements Manufacturing Business 
for a manufacturing 
business: 
1. balance sheet 
2. statement of cost of 
goods manufactured 
3. income statement 


The retained earnings and cash flow statements for a manufacturing business are simi- 
lar to those illustrated in earlier chapters for service and merchandising businesses. 
However, the balance sheet and income statement for a manufacturing business are 
more complex. This is because a manufacturer makes the products that it sells and, 
thus, must record and report product costs. The reporting of product costs primarily 
affects the balance sheet and the income statement. 


Balance Sheet for a Manufacturing Business 


A manufacturing business reports three types of inventory on its balance sheet as 
follows: 


1. Materials inventory (sometimes called raw materials inventory). This inventory con- 
sists of the costs of the direct and indirect materials that have not entered the manu- 
facturing process. 


Examples for Legend Guitars: Wood, guitar strings, glue, sandpaper 


2. Work in process inventory. This inventory consists of the direct materials, direct 
labor, and factory overhead costs for products that have entered the manufacturing 
process, but are not yet completed (in process). 


Example for Legend Guitars: Unfinished (partially assembled) guitars 


3. Finished goods inventory. This inventory consists of completed (or finished) prod- 
ucts that have not been sold. 


Example for Legend Guitars: Unsold guitars 
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Exhibit 9 illustrates the reporting of inventory on the balance sheet for a mer- 
chandising and a manufacturing business. MusicLand Stores, Inc., a retailer of mu- 
sical instruments, reports only Merchandise Inventory. In contrast, Legend Guitars 
a manufacturer of guitars, reports Finished Goods, Work in Process, and Materials 
inventories. In both balance sheets, inventory is reported in the Current Assets section. 


ea ae eee 


EXHIBIT 9 
MusicLand Stores, Inc. : 

/ Balance Sheet | Balance Sheet 
December 31, 2012 | _ Presentation 

| L A 
E i of Inventory in 
. pais a : . ee cane | Manufacturing 
/ i SSeS oe en ake: $ 25,000 and Merchandis- 
/ ccounts;receiVable (net) hice ss slsnm seme wrae ass a F i 

| - : apie (ne ) AOE He Mavad SAN oN one align Aiereh Mek ch oy reie Became ta brake te ie : 85,000 | ing Companies 
erchandise inventory.................. (opdesanmapon Won macGs hows dou ; 142,000 

| SEO ae Serge tcp pee wen eta oie eee ME. ca cee SA ES TENGAH SLRS Sie Meee Cee 10,000 

| Totalicurrentassets. oi. 0c ss). ieee ex Reece as He Ss ain tatiana cupeteenal en see tre 2S 969,000". 

Legend Guitars 

| Balance Sheet i 

‘ December 31, 2012 

Current assets: : ; | 

| CRSP Sa ERT SPR Sg OORT dE feat geile eC nS ee GOOLE f 
ACCOUMPSIFECeIVADIEN(MEt)) s, steyaurs aleieia's spsrsjarsccsialt dlecsia eis, re Pasi ios peta ot 120,000 | 

' Inventories: . te i 

Finished goods...................... She ar es cereale ee $62,500 i 

/ WOrGin Process: 2o. 205 cocci sea oe ame awaiebic. os es MeGratht och 24,000 

Masteralshe 220... ele eee. serial niar Mcp vt 35,000 121,500 

| ONES Gel h os Gua emesis neem aici eam rue tra cians Gia ket 2,000 | 

i HORANCUNTCH EL ASSCLS yaa ure Rance ets sprant qe sigins sobre eslakcste stasis e - $264,500 | 


LUE SLES TRESTLE apse sy eagerness mney easement pee nero notes tet 


See 


Income Statement for a Manufacturing Company 


The income statements for merchandising and manufacturing businesses differ primar- 
ily in the reporting of the cost of merchandise (goods) available for sale and sold 
during the period. These differences are shown below. 


Merchandising Business Manufacturing Business 

Sales eI Te ORK Sales SXXX 

- Beginning merchandise Beginning finished 
inventory | ~§XXX goods inventory _ SXXX 

Plus net purchases XXX Plus cost of goods manufactured = XXX 

Merchandise available Cost of finished goods 

— forsale ao) $XXX | available for sale $XXX 
Less ending merchandise ~ Less ending finished 
i _ inventory awe _XXX goods inventory _XXX 
Cost of merchandise sold XXX Cost of goods sold XXX 
SGrossprom . SOK reser SXXX 


A merchandising business purchases merchandise ready for resale to customers. 
The total cost of the merchandise available for sale during the period is determined 
by adding the beginning merchandise inventory to the net purchases. The cost of 
merchandise sold is determined by subtracting the ending merchandise inventory 
from the cost of merchandise available for sale. 
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A manufacturer makes the products it sells, using direct materials, direct labor, 
and factory overhead. The total cost of making products that are available for sale 
during the period is called the cost of goods manufactured. The cost of finished 
goods available for sale is determined by adding the beginning finished goods inven- 
tory to the cost of goods manufactured during the period. The cost of goods sold 
is determined by subtracting the ending finished goods inventory from the cost of 
finished goods available for sale. 

Cost of goods manufactured is required to determine the cost of goods sold and, 
thus to prepare the income statement. The cost of goods manufactured is often de- 
termined by preparing a statement of cost of goods manufactured.' This statement 
summarizes the cost of goods manufactured during the period as shown below. 


Statement of Cost of Goods Manufactured 


Beginning work in process inventory........... SXXX 
Direct materials: 

Beginning materials inventory.............. SXXX 

PUNnChaSOS ixc.ccistesecolcysieneser crne rotor cteleersuetetersteaterers XXX 

Cost of materials available for use........... SXXX 

Less ending materials inventory ............ _XXX = 

Cost of direct materials used ............ SXXX 

Directilaboneetenn ter puree atin marin XXX 
Factoryioverhead tac us tear cac ante oat ioe eeeator _ XXX 
Total manufacturing costs incurred ............ _XXX 
TotalitmanvfactUniiiG: GOstsiann-cusrseadaemereer SXXX 
Less ending work in process inventory ......... XXX 
Cost of goods manufactured................. SXXX 


To illustrate, the following data for Legend Guitars are used: 


Jan.1,2012 Dec. 31,2012 


Inventories: 
Materialssnc. Sie settee attic ar.0 reve ae S$ 65,000 § 35,000 
Workiniprocess, macnn annanaa chem eter 30,000 24,000 
Finished! Goodsi.aar araeeces fore settee crslnareare 60,000 62,500 
TOtaltnwentOhessaniperectetecac cries ere eae $155,000 $121,500 
Manufacturing costs incurred during 2012: 
Materialstpurcitased anccencr seen tren $100,000 
Diréctilaboretuce. aetna eee 110,000 
Factory overhead: 
lIndirectlabotiniascetecde eerie tee S$ 24,000 
Depreciation on factory equipment ..... 10,000 
Factory supplies and utility costs........ 10,000 44,000 
TOitallerae cereus ceeeeoter usa See oot ea $254,000 
SAleS Sok oretccokrg CANVAAA Cate GMS Nae AERIS a ee $366,000 
SEMMNGIEXDENSES trax cnt ersteaieneeniaaen ee oteed 20,000 
Administrative expenses..............eceeeeeee 15,000 


The statement of cost of goods manufactured is prepared using the following 
three steps: 


Step 1. Determine the cost of materials used. 
Step 2. Determine the total manufacturing costs incurred. 
Step 3. Determine the cost of goods manufactured. 


1 Chapters 19 and 20 describe and illustrate the use of job order and process cost systems. As will be discussed, these systems do 
not require a statement of cost of goods manufactured. 
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Exhibit 10 summarizes how manufacturing costs flow to the income statement 
and balance sheet of a manufacturing business. 


AS 
a 


MANUFACTURING INCOME 
costs SHEET STATEMENT 
UNUSED | 


UNFINISHED 


FINISHED 


Using the data for Legend Guitars, the steps for determining the cost of materials used, 
total manufacturing costs incurred, and cost of goods manufactured are shown below. 


Step 1. The cost of materials used in production is determined as follows: 


Materials inventory, January 1, 2012 $ 65,000 
Add materials purchased 100,000 
Cost of materials available for use $ 165,000 
Less materials inventory, December 31, 2012 35,000 

Cost of direct materials used $130,000 


The January 1, 2012 (beginning), materials inventory of $65,000 is added to the cost 
of materials purchased of $100,000 to yield the total cost of materials that are available 
for use during 2012 of $165,000. Deducting the December 31, 2012 (ending), materials 
inventory of $35,000 yields the cost of direct materials used in production of $130,000. 


Step 2. The total manufacturing costs incurred is determined as follows: 


Direct materials used in production (Step 1) $ 130,000 <——_—— 
Direct labor 110,000 
Factory overhead 44,000 

Total manufacturing costs incurred $284,000 


The total manufacturing costs incurred in 2012 of $284,000 are determined by 
adding the direct materials used in production (Step 1), the direct labor cost, and 
the factory overhead costs. 


Step 3. The cost of goods manufactured is determined as follows: 


Work in process inventory, January 1, 2012 $ 30,000 
Total manufacturing costs incurred (Step 2) 284,000 
Total manufacturing costs $ 314,000 
Less work in process inventory, December 31, 2012 24,000 

Cost of goods manufactured $290,000 


The cost of goods .aanufactured of $290,000 is determined by adding the total 
manufacturing costs incurred (Step 2) to the January 1, 2012 (beginning), work in 
process inventory of $30,000. This yields total manufacturing costs of $314,000. ive 
December 31, 2012 (ending), work in process of $24,000 is then deducted to deter- 
mine the cost of goods manufactured of $290,000. 
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Principles 851 


Zee th 


Flow of 
Manufacturing 
Costs 
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EXHIBIT 11 


Manufacturing 
Company— 
Income 
Statement with 
Statement of 
Cost of Goods 
Manufactured 


Chapter 18 Managerial Accounting Concepts and Principles 


The income statement and statement of cost of goods manufactured for Legend 
Guitars is shown in Exhibit 11. 


SET AREERS 


Cost of goods sold: 
Finished goods inventory, 


Cost of goods sold 

Gross profit 
Operating expenses: 
Selling expenses 
Administrative expenses 


Total operating expenses 


Net income 


Cost of goods manufactured 
Cost of finished goods available for sale 
Less finished goods inventory, December 31, 2012 


Legend Guitars 
Income Statement 


For the Year Ended December 31, 2012 
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Legend Guitars 
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Statement of Cost of Goods Manufactured 
For the Year Ended December 31, 2012 


Direct materials: 


RULENASES an eciecant eta 


Directlabolnansratriny ana 
Factory overhead: 
Indirect labor 


Total factory overhead 
Total manufacturing costs 


Cost of goods manufactured 


Example Exercise 18-5 


Materials inventory, January 1, 2012 


Less materials inventory, December 31, 2012 
Cost of direct materials used 


Total manufacturing costs incurred 


Less work in process inventory, December 31, 2012 


Work in process inventory, January 1,2012...............005 


2.4 si) 0/10) a),¢, 4 (» 19\\0'-0\ 8, '# 01,09 10\/0\/0, (0, 6i-e)/6)\0\(0 e118) @, 


ee ir 


Ce eT 


#6 vale e's) 6 (ev) 6 Bela blehe ee) 8) 6 0) ee pee 84.8 


Depreciation on factory equipment.................000e 
Factory supplies and utility costs 


Cy 


ee er aT 


i er) 
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$ 65,000 
100,000 


$165,000 
35,000 


$ 24,000 
10,000 


10,000 


$366,000 


$ 60,000 
290,000 
$350,000 
62,500 
287,500 

$ 78,500 


$ 20,000 
15,000 > 


$ 30,000 


$130,000 
110,000 
44,000 

284,000 

$314,000 

24,000 

$290,000 


opvanen enna eorann eens emetgescitectten enema ce pocemntmmneeyt 
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Gauntlet Company has the following information for January: 


Cost of direct materials used in production 


Direct labor 
Factory overhead 


Work in process inventory, January 1 
Work in process inventory, January 31 


$25,000 


35,000 
20,000 


Finished goods inventory, January 1 
Finished goods inventory, January 31 


30,000 
25,000 
15,000 
12,000 


For January, determine (a) the cost of goods manufactured and (b) the cost of goods sold. 
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(continued) 
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PERSO TRE TEND STOUT DIANNA SSD ie BN ie 


E 

a. | 
SOTO ANUAY Lotte $ 30,000 i 

Cost of direct materials used in production........................... $ 25,000 ] 

PMC RO ee, i 35,000 

Factory overhead.......... CPSU ee eee toe seed seep ecr eaves ty s 20,000 : 

Total manufacturing costs incurred during January................... 80,000 
Movainaneteactuning COSkS 20. oo ee $110,000 | 

Less work im process inventory, January 31. 2.5.60... - ee ecocsc cs cke ce 25,000 | 

OS Her OOCS MIANUFACUUKAG hee coisa eis pickles oc cane lds cake $ 85,000 

b. Fimisiea goods inventory, January | 5.6.2.6 ake aed $ 15,000 
COslrorocoos manifactited 30. co. en ce er a ee 85,000 

Cost of finished goods available for sale...........0.... ccc ccc cceeeeee $100,000 ; 

Less finished goods Inventory, January 31.0666 6 oc sc ocd on doehc soe 12,000 | 

MOSH ON dOOds GOIGe sat ee in oN $ 88,000 | 


Practice Exercises: PE 18-5A,PE18-5B | 


Uses of Managerial Accounting Poreae 


uses of 
managerial accounting 


As mentioned earlier, managerial accounting provides information and reports for ‘ 
information. 


managers to use in operating a business. Some examples of how managerial account- 
ing could be used by Legend Guitars include the following: 


1. The cost of manufacturing each guitar could be used to determine its selling price. 


2. Comparing the costs of guitars over time can be used to monitor and control the cost 
of direct materials, direct labor, and factory overhead. 

3. Performance reports could be used to identify any large amounts of scrap or employee 
downtime. For example, large amounts of unusable wood (scrap) after the cutting 
process should be investigated to determine the underlying cause. Such scrap may 
be caused by saws that have not been properly maintained. 

4. A report could analyze the potential efficiencies and dollar savings of purchasing a 
new computerized saw to speed up the production process. 

5. A report could analyze how many guitars need to be sold to cover operating costs 
and expenses. Such information could be used to set monthly selling targets and 
bonuses for sales personnel. 


As the prior examples illustrate, managerial accounting information can be used 
for a variety of purposes. In the remaining chapters of this text, we examine these 
and other areas of managerial accounting. 


OVERHEAD COSTS overhead costs are a much larger portion of cost of goods 
sold for defense contractors than it is in other industries. 
For example, a U.S. General Accounting Office study of six 
defense contractors found that overhead costs were almost 
one-third of the price of the final product. This is over three 
times greater than the factory overhead costs for a laptop 
computer, which are typically about 10% of the price of the 
final product. 


Defense contractors such as General Dynamics, Boeing, 
and Lockheed Martin se!! products that include airplanes, 
ships, and military equipment to the U.S. Department of 
Defense. Building large products such as these requires a 
significant investment in facilities and tools, all of which 
are classified as factory overhead costs. As a result, factory 
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At a Glance 


Hs Describe managerial accounting and the role of managerial accounting in a business. 


Key Points Managerial accounting is a staff function that supports the management process by providing 
reports to aid management in planning, directing, controlling, improving, and decision making. This differs 
from financial accounting, which provides information to users outside of the organization. Managerial 
accounting reports are designed to meet the specific needs of management and aid management in planning 
long-term strategies and running the day-to-day operations. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Describe the differences between financial accounting and managerial 
accounting. 


* Describe the role of the management accountant in the 
organization. 


* Describe the role of managerial accounting in the management PE18-1A, 18-1B 
process. 


2 Describe and illustrate the following costs: (1) direct and indirect costs; (2) direct materials, direct labor, 
and factory overhead costs; and (3) product and period costs. 


Key Points Manufacturing companies use machinery and labor to convert materials into a finished 
product. A direct cost can be directly traced to a finished product, while an indirect cost cannot. The 
cost of a finished product is made up of three components: (1) direct materials, (2) direct labor, and 
(3) factory overhead. 

These three manufacturing costs can be categorized into prime costs (direct materials and direct labor) or 
conversion costs (direct labor and factory overhead). Product costs consist of the elements of manufacturing 
cost—direct materials, direct labor, and factory overhead—while period costs consist of selling and 
administrative expenses. 


Learning Outcomes Example Practice 


Exercises Exercises 
* Describe a cost object. 


* Classify a cost as a direct or an indirect cost for a cost object. 


* Describe direct materials cost. PE18-2A, 
* Describe direct labor cost. PE18-2A, 
* Describe factory overhead cost. PE18-2A, 


* Describe prime costs and conversion costs. PE18-3A, 


* Describe product costs and period costs. PE18-4A, 
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Key Points The financial statements of manufacturing companies differ from those of merchandising compa- 
nies. Manufacturing company balance sheets report three types of inventory: materials, work in process, and 
finished goods. The income statement of manufacturing companies reports cost of goods sold, which is the 
total manufacturing cost of the goods sold. The income statement is supported by the statement of cost of 
goods manufactured, which provides the details of the cost of goods manufactured during the period. 


Example 
Exercises 


Describe and illustrate the following statements for a manufacturing business: (1) balance sheet, 
(2) statement of cost of goods manufactured, and (3) income statement. 


Learning Outcomes Practice 


Ra Exercises 
* Describe materials inventory. 


* Describe work in process inventory. 
* Describe finished goods inventory. 


* Describe the differences between merchandising and manufacturing 
company balance sheets. 


¢ Prepare a statement of cost of goods manufactured. EE18-5 


EE18-5 


PE18-5A, 18-5B 
PE18-5A, 18-5B 


* Prepare an income statement for a manufacturing company. 


ca Describe the uses of managerial accounting information. 


Key Points 


Managers need information to guide their decision making. Managerial accounting provides a 


variety of information and reports that help managers run the operations of their business. 


Learning Outcomes 


* Describe examples of how managerial accounting aids managers in 


decision making. 


Key Terms 


continuous process 
improvement (841) 


controller (840) 

controlling (841) 

conversion costs (846) 

cost (843) 

cost object (843) 

cost of finished goods available (850) 
cost of goods manufactured (850) 
cost of goods sold (850) 

cost of merchandise sold (849) 
decision making (841) 

direct costs (843) 

direct labor cost (845) 


direct materials cost (844) 
directing (841) 

factory burden (845) 

factory overhead cost (845) 
feedback (841) 

financial accounting (839) 
finished goods inventory (848) 
indirect costs (843) 

line department (840) 
management by exception (841) 
management process (840) 
managerial accounting (839) 
manufacturing overhead (845) 
materials inventory (848) 


Practice 
Exercises 


Example 
Exercises 


merchandise available for 
sale (849) 

objectives (goals) (841) 

operational planning (841) 

period costs (846) 

planning (841) 

prime costs (846) 

product costs (846) 

staff department (840) 


statement of cost of goods 
manufactured (850) 


strategic planning (841) 
strategies (841) 
work in process inventory (848) 
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illustrative Problem 


The following is a list of costs that were incurred in producing this textbook: 


a. Insurance on the factory building and equipment 

b. Salary of the vice president of finance 

c. Hourly wages of printing press operators during production 

d. Straight-line depreciation on the printing presses used to manufacture the text 
e. Electricity used to run the presses during the printing of the text 

f. Sales commissions paid to textbook representatives for each text sold 


g. Paper on which the text is printed 

h. Book covers used to bind the pages 

i. Straight-line depreciation on an office building 

j. Salaries of staff used to develop artwork for the text 


k. Glue used to bind pages to cover 


Instructions 


With respect to the manufacture and sale of this text, classify each cost as either a product 
cost or a period cost. Indicate whether each product cost is a direct materials cost, a direct 
labor cost, or a factory overhead cost. Indicate whether each period cost is a selling ex- 
pense or an administrative expense. 


Solution 
Product Cost Period Cost 
Direct Materials Direct Labor Factory Overhead Selling Administrative 
Cost Cost Cost Cost Expense Expense 
a. X 
b. X 
G X 
d. xX 
e. X 
ie X 
g. X 
h. X 
i. x 
if; X 
k. X 
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Discussion Questions 


1. What are the major differences between manage- 6. Name the three inventory accounts for a 
rial accounting and financial accounting? manufacturing business, and describe what each 
2. a. Differentiate between a department with line balance represents at the end of an accounting 
responsibility and a department with staff re- period. 
sponsibility. 7. In what order should the three inventories of a 
b. In an organization that has a Sales Department manufacturing business be presented on the bal- 
and a Personnel Department, among others, ance sheet? 


which of the two departments has (1) line re- 


sponsibility and (2) staff responsibility? 8. What are the three categories of manufacturing 


costs included in the cost of finished goods and 
3. What manufacturing cost term is used to describe the cost of work in process? 


the cost of materials that are an integral part of 


the manudicercdiend panduct? 9. For a manufacturer, what is the description of the 


account that is comparable to a merchandising 
4. Distinguish between prime costs and conversion business’s cost of merchandise sold? 


SS 10. How does the Cost of Goods Sold section of the 


5. What is the difference between a product cost and income statement differ between merchandising 
a period cost? and manufacturing companies? 
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Practice Exercises 


Learning 
Objectives 


OBJ. 1 


OBJ. 1 


OBJ. 2 


OBJ. 2 


OBJ. 2 


Example 
Exercises 


EE 18-1 p. 842 


EE 18-1 p. 842 


EE 18-2 p.845 


EE 18-2 p. 845 


EE 18-3 p.846 


PE 18-1A Management process 


Three phases of the management process are controlling, planning, and decision making. 
Match the following descriptions to the proper phase. 


Phase of management process Description 

Controlling a. Long-range courses of action. 

Decision making b. Inherent in planning, directing, controlling, and improving. 
Planning c. Monitoring the operating results of implemented plans and 


comparing the actual results with expected results. 


PE 18-1B Management process 


Three phases of the management process are planning, directing, and controlling. Match 
the following descriptions to the proper phase. ’ 


Phase of management process Description 

Directing a. Isolating significant departures from plans for further investiga- 
tion and possible remedial action. It may lead to a revision of 
future plans. 

Controlling b. Developing long-range courses of action to achieve goals. 

Planning c. Process by which managers, given their assigned levels of 
responsibilities, run day-to-day operations. 


PE 18-2A Direct materials, direct labor, and factory overhead 


Identify the following costs as direct materials (DM), direct labor (DL), or factory overhead 
(FO) for an automobile manufacturer. 


a. Steel 

b. Wages of employees that operate painting equipment 
c. Oil used for assembly line machinery 
d 


. Wages of the plant supervisor 


PE 18-2B Direct materials, direct labor, and factory overhead 


Identify the following costs as direct materials (DM), direct labor (DL), or factory overhead 
(FO) for a magazine publisher. 


a. Paper used in the magazine 

b. Maintenance on printing machines 

c. Wages of printing machine employees 
d 


. Staples used to bind magazines 


PE 18-3A Prime and conversion costs 


Identify the following costs as a prime cost (P), conversion cost (C), or both (B) for an 
automobile manufacturer. 


a. Steel 
b. Wages of employees that operate painting equipment 
c. Oil used for assembly line machinery 


d. Wages of the plant manager 
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Learning Example 
Objectives _ Exercises 
OBJ.2) EE18-3 p.846 PE18-3B Prime and conversion costs 


Identify the following costs as a prime cost (P), conversion cost (C), or both (B) for a 
magazine publisher. 


a. Maintenance on printing machines 

b. Glue used to bind magazine 

c. Wages of printing machine employees 
d 


. Paper used for the magazine 


OBJ.2  EE18-4 ».348 PE18-4A Product and period costs 


Identify the following costs as a product cost or a period cost for an automobile 
manufacturer. 


a. Sales staff salaries 

b. Rent on office building 

c. Wages of employees that operate painting equipment 
d. Steel 


OBJ.2  EE18-4 ».848 PE18-4B Product and period costs 
Identify the following costs as a product cost or a period cost for a magazine publisher. 
a. Maintenance on printing machines 
b. Sales salaries 
c. Depreciation expense—corporate headquarters 
d 


. Paper used for the magazine 


OBJ.3 EE18-5 » 852 PE18-5A_ Cost of goods sold, cost of goods manufactured 
Swain Company has the following information for January: 


Cost of direct materials used in production $12,000 
Direct labor 31,000 
Factory overhead 20,000 
Work in process inventory, January 1 50,000 
Work in process inventory, January 31 53,000 
Finished goods inventory, January 1 21,000 
Finished goods inventory, January 31 24,000 


For January, determine (a) the cost of goods manufactured and (b) the cost of goods 
sold. 


OBJ.3 EE18-5 852 PE18-5B Cost of goods sold, cost of goods manufactured 
Dandee Company has the following information for July: 


Cost of direct materials used in production $ 84,000 
Direct labor 110,000 
Factory overhead 56,000 
Work in process inventory, July 1 41,000 
Work in process inventory, July 31 37,000 
Finished goods inventory, July 1 47,000 
Finished goods inventory, July 31 34,000 


For July, determine (a) the cost of goods manufactured and (b) the cost of goods sold. 
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OBJ. 2 


OBJ. 2 


EX 18-1 Classifying costs as materials, labor, or factory overhead 
Indicate whether each of the following costs of an automobile manufacturer would be 
classified as direct materials cost, direct labor cost, or factory overhead cost: 


Depreciation of welding equipment 
Assembly machinery lubricants 
Steering wheel 

Wages of assembly line worker 
Tires 

V8 automobile engine 


Salary of test driver 


eee eee, 2 > 


Steel used in body 


EX 18-2 Classifying costs as materials, labor, or factory overhead 


Indicate whether the following costs of Colgate-Palmolive Company, a maker of consumer 
products, would be classified as direct materials cost, direct labor cost, or factory over- 
head cost: 


a. Scents and fragrances 

Wages paid to Packaging Department employees 
Resins for soap and shampoo products 
Maintenance supplies 

Depreciation on production machinery 

Salary of process engineers 


Plant manager salary for the Clarksville, Indiana, soap plant 


ro mp ao go 


Packaging materials 
i. Depreciation on the Morristown, Tennessee, toothpaste plant 


j. Wages of production line employees 


EX 18-3 Classifying costs as factory overhead 


Which of the following items are properly classified as part of factory overhead for 
Caterpillar, a maker of heavy machinery and equipment? 


Sales incentive fees to dealers 

Factory supplies used in the Danville, Kentucky, tractor tread plant 
Depreciation on Peoria, Illinois, headquarters building 

Interest expense on debt 

Amortization of patents on new assembly process 

Steel plate 


Vice president of finance’s salary 


Sa TS oF a ante!» 


Property taxes on the Aurora, Illinois, manufacturing plant 
i. Plant manager’s salary at Aurora, Illinois, manufacturing plant 


j. Consultant fees for a study of production line employee productivity 


EX 18-4 Classifying costs as product or period costs 


For apparel manufacturer Ann Taylor, Inc., classify each of the following costs as either a 
product cost or a period cost: 


a. Advertising expenses 
b. Salaries of distribution center personnel 


c. Factory janitorial supplies 


OBJ. 1,2 


OBJ. 1,2 


OBJ. 2 


ro mo 8 
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Repairs and maintenance costs for sewing machines 
Travel costs of media relations employees 

Fabric used during production 

Depreciation on office equipment 

Salary of production quality control supervisor 
Utility costs for office building 

Depreciation on sewing machines 

Factory supervisors’ salaries 


Wages of sewing machine operators 


. Property taxes on factory building and equipment 


Research and development costs 
Chief financial officer’s salary 
Sales commissions 


Oil used to lubricate sewing machines 


EX 18-5 Concepts and terminology 


From the choices presented in parentheses, choose the appropriate term for completing 
each of the following sentences: 


a. 


b. 


The implementation of automatic, robotic factory equipment normally (increases, 
decreases) the direct labor component of product costs. 


Payments of cash or the commitment to pay cash in the future for the purpose of 
generating revenues are (costs, expenses). 


Feedback is often used to (improve, direct) operations. 
Advertising costs are usually viewed as (period, product) costs. 


The balance sheet of a manufacturer would include an account for (cost of goods sold, 
work in process inventory). 

A product, sales territory, department, or activity to which costs are traced is called a 
(direct cost, cost object). 

Factory overhead costs combined with direct labor costs are called (prime, conver- 
sion) costs. 


EX 18-6 Concepts and terminology 
From the choices presented in parentheses, choose the appropriate term for completing 
each of the following sentences: 


a. 


ak Oo 


An example of factory overhead is (sales office depreciation, plant depreciation). 
The plant manager’s salary would be considered (direct, indirect) to the product. 
Materials for use in production are called (supplies, materials inventory). 

Direct materials costs combined with direct labor costs are called (prime, conversion) costs. 


The phase of the management process that uses process information to eliminate the 
source of problems in a process so that the process delivers the correct product in 
the correct quantities is called (directing, improving). 


The wages of an assembly worker are normally considered a (period, product) cost. 


Short-term plans are called (strategic, operational) plans. 


EX 18-7 Classifying costs in a service company 

A partial list of the costs for Wisconsin and Minnesota Railroad, a short hauler of freight, 
is provided below. Classify each cost as either indirect or direct. For purposes of clas- 
sifying each cost as direct or indirect, use the train as the cost object. 


a. 


b. 


Fuel costs 
Maintenance costs of right of way, bridges, and buildings 


c. Wages of switch and classification yard personnel 


(continued) 
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OBJ. 2,3 


OBJ. 3 


Y a. Net income, 
$36,000 


OBJ. 3 


d. Cost to lease (rent) train locomotives 
e. Wages of train engineers 
f. Cost to lease (rent) railroad cars 
g. Depreciation of terminal facilities 
h. Payroll clerk salaries 

i. Safety training costs 

j. Cost of track and bed (ballast) replacement 

k. Salaries of dispatching and communications personnel 


l. Costs of accident cleanup 


EX 18-8 Classifying costs 
The following report was prepared for evaluating the performance of the plant manager 
of Nuuman Inc. Evaluate and correct this report. 

Nuuman Inc. 


Manufacturing Costs 
For the Quarter Ended June 30, 2012 


Materials used in production (including 


$7.0/000sof{indirectimaterials)isys..seeenianoncareeeereee $ 760,000 
Direct labor (including $80,000 maintenance salaries)............ 700,000 
Factory overhead: 

Supetvisonsalariesennzads.-sciadeas setter « sacks. 4 arrears 510,000 

Heat light andi POWen cece jecosep as diayans (olaiayacece ies « lauspsevaspeeuaeee = 135,000 

Sales Salaniesiy se cons 2 ot tua erae iu cir ata ean OG Ee 327,000 

PromotionaliexpenSesss.care cise tiaocsssanne a iecyers otatantsecinerremaate 304,000 

Insurance and property taxes—plant............--.. ee eee eee 143,000 

Insurance and property taxes—corporate offices.............. 208,000 

Depreciation—plant and equipment .................0eeeeeee 119,000 

Depreciation—corporate offices ......... 0. cece eee eee eee es 92,000 
MOC a es nan’ toca cs nig srexsratcusnttonaravuaer tales ieratirateeeclars iY as palates TREN Seach aC $3,298,000 


EX 18-9 Financial statements of a manufacturing firm 


The following events took place for Air Temp Manufacturing Company during January, 
the first month of its operations as a producer of digital thermometers: 


Purchased $68,000 of materials. 

Used $48,000 of direct materials in production. 

Incurred $92,000 of direct labor wages. 

Incurred $108,000 of factory overhead. 

Transferred $217,000 of work in process to finished goods. 
Sold goods with a cost of $170,000. 

Earned revenues of $325,000. 

Incurred $80,000 of selling expense. 

Incurred $39,000 of administrative expense. 


soa moans. 


=e 


Using the above information, complete the following: 
a. Prepare the January income statement for Air Temp Manufacturing Company. 


b. Determine the inventory balances at the end of the first month of operations. 


EX 18-10 Manufacturing company balance sheet 
Partial balance sheet data for Lawler Company at December 31, 2012, are as follows: 


Finished goods inventory $23,000 Supplies $41,000 
Prepaid insurance 23,000 Materials inventory 50,000 
Accounts receivable 60,000 Cash 64,000 


Work in process inventory 90,000 


OBJ. 3 


OBJ. 3 
V e. $7,000 


OBJ. 3 


OBJ. 3 
v d. $142,000 
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Prepare the Current Assets section of Lawler Company’s balance sheet at December 
51, 2012. 


EX 18-11 Cost of direct materials used in production for a manufacturing company 


Saron Manufacturing Company reported the following materials data for the month end- 
ing April 30, 2012: 


Materials purchased $860,000 
Materials inventory, April 1 350,000 
Materials inventory, April 30 300,000 


Determine the cost of direct materials used in production by Saron during the month 
ended April 30, 2012. 


EX 18-12 Cost of goods manufactured for a manufacturing company 


Two items are omitted from each of the following three lists of cost of goods 
manufactured statement data. Determine the amounts of the missing items, identifying 
them by letter. 


Work in process inventory, November 1 $ 16,000 S$ 36,000 (e) 
Total manufacturing costs incurred during November 112,000 (c) 42,000 
Total manufacturing costs (a) $210,000 $49,000 
Work in process inventory, November 30 24,000 48,000 (f) 
Cost of goods manufactured (b) (d) $43,000 


EX 18-13 Cost of goods manufactured for a manufacturing company 


The following information is available for Neaves Manufacturing Company for the month 
ending January 31, 2012: 


Cost of direct materials used in production $215,000 
Direct labor 185,000 
Work in process inventory, January 1 85,000 
Work in process inventory, January 31 94,000 
Total factory overhead 130,000 


Determine Neaves’ cost of goods manufactured for the month ended January 31, 2012. 


EX 18-14 Income statement for a manufacturing company 


Two items are omitted from each of the following three lists of cost of goods sold data 
from a manufacturing company income statement. Determine the amounts of the missing 
items, identifying them by letter. 


Finished goods inventory, November 1 $ 44,000 $ 33,000 (e) 
Cost of goods manufactured 235,000 (c) 404,000 
Cost of finished goods available for sale (a) $186,000 $450,000 
Finished goods inventory, November 30 52,000 44,000 (f) 


Cost of goods sold (b) (d) $428,000 
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OBJ. 3 EX 18-15 Statement of cost of goods manufactured for a manufacturing company 
V a. Total Cost data for Bedford Manufacturing Company for the month ending May 31, 2012, are 
manufacturing costs, as follows: 
$1,190,200 Inventories May 1 May 31 
Materials $168,000 $139,000 
Work in process 240,000 260,000 
Finished goods 182,000 214,200 
Direct labor $475,000 
Materials purchased during May 302,000 
Factory overhead incurred during May: 
Indirect labor 57,200 
Machinery depreciation 36,000 
Heat, light, and power 13,000 
Supplies 10,000 
Property taxes 9,800 
Miscellaneous cost 18,200 


a. Prepare a cost of goods manufactured statement for May 2012. 


b. Determine the cost of goods sold for May 2012. 


OBJ. 3 EX 18-16 Cost of goods sold, profit margin, and net income for a manufacturing 


Va. Cost of goods sompeny, 
sold, $274,000 The following information is available for Vega Manufacturing Company for the month 


ending July 31, 2012: 


Cost of goods manufactured $270,000 
Selling expenses 58,000 
Administrative expenses 46,000 
Sales 515,000 
Finished goods inventory, July 1 66,000 
Finished goods inventory, July 31 62,000 


For the month ended July 31, 2012, determine Vega’s (a) cost of goods sold, (b) gross 
profit, and (c) net income. 


OBJ. 3 EX 18-17 Cost flow relationships 


Va. $260,000 The following information is available for the first month of operations of Enders Com- 
pany, a manufacturer of mechanical pencils: 


Sales $630,000 
Gross profit 370,000 
Cost of goods manufactured 315,000 
Indirect labor 84,000 
Factory depreciation 22,000 
Materials purchased 164,000 
Total manufacturing costs for the period 362,000 
Materials inventory 22,000 


Using the above information, determine the following missing amounts: 
Cost of goods sold 

Finished goods inventory 

Direct materials cost 


Direct labor cost 


pao ge 


Work in process inventory 
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Problems Series A 


OBJ. 2 


OBJ. 2 


PR18-1A_ Classifying costs 


The following is a list of costs that were incurred in the production and sale of boats: 
Annual bonus paid to top executives of the company. 

Cost of paving the headquarters employee parking lot. 

Steering wheels. 

Salary of shop supervisor. 

Power used by sanding equipment. 

Cost of electrical wiring for boats. 


Commissions to sales representatives, based upon the number of boats sold. 


ST a SR oe AR 


. Legal department costs for the year. 


—_- 


Memberships for key executives in the Bass World Association. 
Yearly cost maintenance contract for robotic equipment. 
Cost of normal scrap from defective hulls. 
Masks for use by sanders in smoothing boat hulls. 
. Decals for boat hull. 
Salary of president of company. 
Cost of boat for “grand prize” promotion in local bass tournament. 
Special advertising campaign in Bass World. 
Wood paneling for use in interior boat trim. 
Cost of metal hardware for boats, such as ornaments and tie-down grasps. 
Annual fee to pro-fisherman Bill Tennessee to promote the boats. 
Canvas top for boats. 
Straight-line depreciation on factory equipment. 
Oil to lubricate factory equipment. 
. Fiberglass for producing the boat hull. 
Salary of chief financial officer. 


Hourly wages of assembly line workers. 


won eee fae 2 8 PP pes 


Boat chairs. 


Instructions 

Classify each cost as either a product cost or a period cost. Indicate whether each product 
cost is a direct materials cost, a direct labor cost, or a factory overhead cost. Indicate whether 
each period cost is a selling expense or an administrative expense. Use the following tabular 
headings for your answer, placing an “X” in the appropriate column. 


Product Costs Period Costs 
Direct Direct Factory 
Materials Labor Overhead Selling Administrative 
Cost Cost Cost Cost Expense Expense 


PR18-2A Classifying costs 
The following is a list of costs incurred by several businesses: 


a. Cost of 30-second television commercial. 

b. Fees charged by collection agency on past-due customer accounts. 
c. Depreciation of robot used to assemble a product. 

d. Rent for a warehouse used to store finished products. 
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Cost of plastic for a telephone being manufactured. 
Wages of a machine operator on the production line. 


Cost of sewing machine needles used by a shirt manufacturer. 


sa ho 


Maintenance costs for factory equipment. 


Depreciation of microcomputers used in the factory to coordinate and monitor the 
production schedules. 


Charitable contribution to United Fund. 


Maintenance and repair costs for factory equipment. 


or aS 


—" 


Telephone charges by president’s office. 

m. Wages of production quality control personnel. 

Depreciation of copying machines used by the Marketing Department. 
Electricity used to operate factory machinery. 

Factory janitorial supplies. 


Travel costs of marketing executives to annual sales meeting. 


wom OS 


Oil lubricants for factory plant and equipment. 


Depreciation of tools used in production. 


tT DN 


Cost of fabric used by clothing manufacturer. 
Salary of the vice president of manufacturing logistics. 
Fees paid to lawn service for office grounds upkeep. 


. Surgeon’s fee for heart bypass surgery. 


2a 5 


Pens, paper, and other supplies used by the Accounting Department in preparing 
various managerial reports. 


Instructions 

Classify each of the preceding costs as a product cost or period cost. Indicate whether 
each product cost is a direct materials cost, a direct labor cost, or a factory overhead 
cost. Indicate whether each period cost is a selling expense or an administrative expense. 
Use the following tabular headings for preparing your answer, placing an “X” in the ap- 
propriate column. 


Product Costs Period Costs 
Direct Direct Factory 
Materials Labor Overhead Selling Administrative 
Cost Cost Cost Cost Expense Expense 
OBJ. 2 PR 18-3A_ Cost classifications—service company 


A partial list of Cottonwood Medical Center’s costs is provided below. 
a. Cost of patient meals. 
. Training costs for nurses. 
Cost of intravenous solutions. 


Depreciation of X-ray equipment. 


b 

c 

d 

e. Cost of blood tests. 
f. Cost of improvements on the employee parking lot. 

g. Salary of intensive care personnel. 

h. Cost of new heart wing. 

i. Nurses’ salaries. 

j. Operating room supplies used on patients (catheters, sutures, etc.). 
k. Cost of advertising hospital services on television. 

1. Cost of maintaining the staff and visitors’ cafeteria. 

m. Cost of laundry services for operating room personnel. 

n. Utility costs of the hospital. 
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Cost of drugs used for patients. 
Doctor’s fee. 


Cost of X-ray test. 


roe 2S 


Overtime incurred in the Records Department due to a computer failure. 
s. General maintenance of the hospital. 
t. Salary of the nutritionist. 


u. Depreciation on patient rooms. 


Instructions 
1. What would be Cottonwood’s most logical definition for the final cost object? 


2. Identify whether each of the costs is to be classified as direct or indirect. For purposes 
of classifying each cost as direct or indirect, use the patient as the cost object. 


OBJ. 2,3 PR 18-4A Manufacturing income statement, statement of cost of goods 
V 1.b. Jerry manufactured 
$344,000 Several items are omitted from each of the following income statement and cost of goods 


manufactured statement data for the month of December 2012: 


Tom Jerry 

Company Company 
Materials inventory, December 1 $ 187,200 $ 118,000 
Materials inventory, December 31 (a) 120,000 
Materials purchased 475,200 228,000 
Cost of direct materials used in production 501,600 (a) 
Direct labor 705,600 (b) 
Factory overhead 218,400 120,000 
Total manufacturing costs incurred during December (b) 690,000 
Total manufacturing costs 1,785,600 985,000 
Work in process inventory, December 1 360,000 295,000 
Work in process inventory, December 31 302,400 (c) 
Cost of goods manufactured (c) 683,000 
Finished goods inventory, December 1 316,800 136,000 
Finished goods inventory, December 31 331,200 (d) 
Sales 2,760,000 1,117,000 
Cost of goods sold (d) 701,000 
Gross profit (e) (e) 
Operating expenses 360,000 (f) 
Net income (f) 256,000 


Instructions 
1. Determine the amounts of the missing items, identifying them by letter. 


2. Prepare a statement of cost of goods manufactured for Jerry Company. 


3. Prepare an income statement for Jerry Company. 
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OBJ. 2,3 PR18-5A Statement of cost of goods manufactured and income statement for a 

V 1. Cost of goods manufacturing company 

manufactured, The following information is available for The Green Hornet Corporation for 2012: 

$742,000 
Inventories January 1 December 31 
Materials $165,000 $210,000 
Work in process 306,000 290,000 
Finished goods 298,000 284,000 
Advertising expense $ 148,000 
Depreciation expense—office equipment 21,000 
Depreciation expense—factory equipment 20,900 
Direct labor 360,000 
Heat, light, and power—factory 8,400 
Indirect labor 29,100 
Materials purchased 325,000 
Office salaries expense 115,000 
Property taxes—factory 6,800 
Property taxes—office building 18,000 
Rent expense—factory 11,500 
Sales 1,530,000 
Sales salaries expense 188,000 
Supplies—factory 5,700 
Miscellaneous cost—factory 3,600 

Instructions 


1. Prepare the 2012 statement of cost of goods manufactured. 


2. Prepare the 2012 income statement. 


Problems Series B 


OBJ. 2 PR 18-1B_ Classifying costs 


The following is a list of costs that were incurred in the production and sale of lawn 
mowers: 


Salary of factory supervisor. 

Steel used in producing the lawn mowers. 

Commissions paid to sales representatives, based on the number of lawn mowers sold. 
Tires for lawn mowers. 

Property taxes on the factory building and equipment. 

Maintenance costs for new robotic factory equipment, based on hours of usage. 


Hourly wages of operators of robotic machinery used in production. 


So > OP ao o B 


Salary of vice president of marketing. 


he 


Gasoline engines used for lawn mowers. 


Telephone charges for company controller’s office. 


— 


Factory cafeteria cashier’s wages. 


Fae 


Plastic for outside housing of lawn mowers. 
. Electricity used to run the robotic machinery. 
Attorney fees for drafting a new lease for headquarters offices. 


Paint used to coat the lawn mowers. 


ie a = 


License fees for use of patent for lawn mower blade, based on the number of lawn 
mowers produced. 


OBJ. 2 
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q. Cash paid to outside firm for janitorial services for factory. 


tr. Straight-line depreciation on the robotic machinery used to manufacture the lawn 
mowers. 


s. Steering wheels for lawn mowers. 
t. Cost of advertising in a national magazine. 
Engine oil used in mower engines prior to shipment. 
Premiums on insurance policy for factory buildings. 
. Payroll taxes on hourly assembly line employees. 
Salary of quality control supervisor who inspects each lawn mower before it is shipped. 


Cost of boxes used in packaging lawn mowers. 


Nye? 35 = 


Filter for spray gun used to paint the lawn mowers. 


Instructions 

Classify each cost as either a product cost or a period cost. Indicate whether each prod- 
uct cost is a direct materials cost, a direct labor cost, or a factory overhead cost. Indicate 
whether each period cost is a selling expense or an administrative expense. Use the 
following tabular headings for your answer, placing an “X” in the appropriate column. 


Product Costs Period Costs 
Direct Direct Factory 
Materials Labor Overhead Selling Administrative 


Cost Cost Cost Cost Expense Expense 


PR 18-2B Classifying costs 

The following is a list of costs incurred by several businesses: 
Hourly wages of warehouse laborers. 

Wages of a machine operator on the production line. 
Costs for television advertisement. 

Wages of company controller’s secretary. 


Disk drives for a microcomputer manufacturer. 


mo oaogs 


Packing supplies for products sold. These supplies are a very small portion of the 
total cost of the product. 


g. Salary of quality control supervisor. 
h. Executive bonus for vice president of marketing. 
i. Protective glasses for factory machine operators. 
j. Tires for an automobile manufacturer. 
k. Cost of telephone operators for a toll-free hotline to help customers operate products. 
Entertainment expenses for sales representatives. 
. Lumber used by furniture manufacturer. 
Health insurance premiums paid for factory workers. 
Seed for grain farmer. 


m 
n 

O 

p. Costs of operating a research laboratory. 

q. Paper used by Computer Department in processing various managerial reports. 
r 


Factory operating supplies. 


s. Cost of hogs for meat processor. 
t. Maintenance and repair costs for factory equipment. 
u. First-aid supplies for factory workers. 
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v. Sales commissions. 
w. Paper used by commercial printer. 


x. Depreciation of factory equipment. 


Instructions 

Classify each of the preceding costs as a product cost or period cost. Indicate whether 
each product cost is a direct materials cost, a direct labor cost, or a factory overhead 
cost. Indicate whether each period cost is a selling expense or an administrative ex- 
pense. Use the following tabular headings for preparing your answer. Place an “X” in 
the appropriate column. 


Product Costs Period Costs 
Direct Direct Factory : 
Materials Labor Overhead Selling Administrative 
Cost Cost Cost Cost Expense Expense 
OBJ. 2 PR18-3B Cost classifications—service company 


A partial list of Berry Hotel’s costs is provided below. 
a. Cost of laundering towels and bedding. 
. Cost of food. 
Cost to paint lobby. 


. Cost of advertising in local newspaper. 


b 
c 
d 
e. Cost to mail a customer survey. 
f. Training for hotel restaurant servers. 

g. Champagne for guests. 

h. Wages of convention setup employees. 

i. Pay per view movie rental costs (in rooms). 
j. Cost of soaps and shampoos for rooms. 

k. Wages of desk clerks. 


Wages of kitchen employees. 


— 


. Salary of the hotel president. 
Depreciation of the hotel. 
Wages of maids. 

Cost to replace lobby furniture. 
Cost of room mini-bar supplies. 
Utility cost. 

Wages of bellhops. 


fi a. eS 


Cost of valet parking. 
u. Guest room telephone costs for long-distance calls. 
v. General maintenance supplies. 


w. Cost of new carpeting. 


Instructions 
1. What would be Berry’s most logical definition for the final cost object? 


2. Identify whether each of the costs is to be classified as direct or indirect. For purposes 
of classifying each cost as direct or indirect, use the hotel guest as the cost object. 


Chapter 18 Managerial Accounting Concepts and Principles 871 


OBJ. 2,3 PR18-4B Manufacturing income statement, statement of cost of goods manufactured 
Ae ent G Several items are omitted from each of the following income statement and cost of goods 


manufactured statement data for the month of December 2012: 


) . . | Margo Rita 


Company Company 


Materials inventory,December1 ~=~~~—»<$:«47,000.~S«*S:«C3 9,500 
Materials inventory, December 31 (a) 65,100 
Materials purchased 202,000 (a) 
Cost of direct materials used in production 227,000 (b) 
Direct labor 277,000 412,300 
Factory overhead 106,000 182,900 
Total manufacturing costs incurred in December (b) 1,085,000 
Total manufacturing costs 695,000 1,233,800 
Work in process inventory, December 1 85,000 148,800 
Work in process inventory, December 31 123,000 (c) 
Cost of goods manufactured (¢) 1,094,300 
Finished goods inventory, December 1 160,000 192,200 
Finished goods inventory, December 31 141,000 (d) 
Sales 805,000 1,388,800 
Cost of goods sold (d) 1,103,600 
Gross profit (e) (e) 
Operating expenses 84,000 (f) 
Net income (f) 117,800 


Instructions 
1. Determine the amounts of the missing items, identifying them by letter. 


2. Prepare a statement of cost of goods manufactured for Margo Company. 


3. Prepare an income statement for Margo Company. 


OBJ. 2,3 PR18-5B Statement of cost of goods manufactured and income statement for a 
1. Cost of goods manufacturing company 
manufactured, The following information is available for Yu Company for 2012: 
$226,000 Inventories January 1 December 31 
i Materials $47,000 $58,500 
b< Work in process 67,000 59,000 
Finished goods 70,000 62,000 
Advertising expense $ 42,500 
Depreciation expense—office equipment 13,800 
Depreciation expense—factory equipment 9,000 
Direct labor 115,000 
Heat, light, and power—factory 3,600 
Indirect labor 14,400 
Materials purchased 76,000 
Office salaries expense 46,800 
Property taxes—factory 2,500 
Property taxes—headquarters building 8,400 
Rent expense—factory 4,000 
Sales 529,000 
Sales salaries expense 82,500 
Supplies—factory 3,000 


Miscellaneous cost—factory 2,000 
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Instructions 
1. Prepare the 2012 statement of cost of goods manufactured. 
2. Prepare the 2012 income statement. 


cen Seen 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


oin/Redferns/Getty Images 


A s we discussed in Chapter 18, Paul Stanley of the legendary 
rock band uses a custom-made guitar purchased from 
_In fact, Paul Stanley designed his guitar in part- 

nership with Washburn Guitars, as have other rock stars like Dan 
Donnegan of the rock band .Washburn’s guitars are pre- 
cision instruments that require high-quality materials and careful 
craftsmanship. As a result, amateurs and professionals are willing 
to pay between $1,100 and $10,000 for a PS (Paul Stanley) Series 
guitar. In order for Washburn to stay in business, the purchase price 
of the guitar must be greater than the cost of producing the guitar. 
So, how does Washburn determine the cost of producing a guitar? 
Costs associated with creating a guitar include materials 
such as wood and strings, the wages of employees who build the 


: 
| 
| 
| 


guitar, and factory overhead. To determine the purchase price of 
Paul Stanley's guitar, Washburn identifies and records the costs 
that go into the guitar during each step of the manufacturing 
process. As the guitar moves through the production process, 
the costs of direct materials, direct labor, and factory overhead 
are recorded. When the guitar is complete, the costs that have 


been recorded are added up to determine the cost of Paul 
Stanley's unique guitar. The company then prices the guitar to 
achieve a level of profit over the cost of the guitar. This chapter 
introduces the principles of accounting systems that accumulate 
costs in the same manner as they were for Paul Stanley's guitar. 


CHAPTER 


After studying this chapter, you should be able to: 


1 


Learning Objectives 


Example Exercises 


(am) Describe cost accounting systems used by manufacturing businesses. 
| Cost Accounting System Overview 


Job Order Cost Systems for Manufacturing Businesses 


ra Describe and illustrate a job order cost accounting system. 


Materials 

Factory Labor 

Factory Overhead Cost 
Work In Process 


EE 19-1 877 

EE 19-2 879 
EE 19-3, 19-4 Sel 880, 883 

EE 19-5 885 


Finished Goods 


Sales and Cost of Goods Sold 


EE 19-6 886 


Period Costs 
Summary of Cost Flows for Legend Guitars 


Describe the use of job order cost information for decision making. 
Job Order Costing for Decision Making 


Describe the flow of costs for a service business that uses a job order cost accounting system. 
Job Order Cost Systems for Professional Service Businesses 


= Describe cost 
accounting 


systems used by 
manufacturing 
businesses. 


Warner Bros. and other 
movie studios use job 
order cost systems 

to accumulate movie 
production and 
distribution costs. Costs 
such as actor salaries, 
production costs, 
movie print costs, and 
marketing costs are 
accumulated in a job 
account for a particular 
movie. 


El Describe and 
illustrate a job 


order cost accounting 
system. 


"At a Glance 
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Cost Accounting System Overview 


Cost accounting systems measure, record, and report product costs. Managers use 
product costs for setting product prices, controlling operations, and developing fi- 
nancial statements. 

The two main types of cost accounting systems for manufacturing operations are: 


1. Job order cost systems 
2. Process cost systems 


A job order cost system provides product costs for each quantity of product that is 
manufactured. Each quantity of product that is manufactured is called a job. Job order 
cost systems are often used by companies that manufacture custom products for cus- 
tomers or batches of similar products. Manufacturers that use a job order cost system 
are sometimes called job shops. An example of a job shop would be an apparel manu- 
facturer, such as Levi Strauss & Co., or a guitar manufacturer such as Washburn Guitars. 

A process cost system provides product costs for each manufacturing department 
or process. Process cost systems are often used by companies that manufacture units 
of a product that are indistinguishable from each other and are manufactured using 
a continuous production process. Examples would be oil refineries, paper producers, 
chemical processors, and food processors. 

Job order and process cost systems are widely used. A company may use a job or- 
der cost system for some of its products and a process cost system for other products. 

The process cost system is illustrated in Chapter 20. In this chapter, the job order 
cost system is illustrated. As a basis for illustration, Legend Guitars, a manufacturer 
of guitars, is used. Exhibit 1 provides a summary of Legend Guitars’ manufacturing 
operations, which were described in Chapter 18. 


Job Order Cost Systems for 
Manufacturing Businesses 


A job order cost system records and summarizes manufacturing costs by jobs. The 
flow of manufacturing costs in a job order system is illustrated in Exhibit 2. 
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Manufacturing Operations Summary of 


Cutting Employees cut the body and neck of the guitar out of wood. | Legend Guitars’ 
Assembling Employees assemble and finish the guitars. Manufacturing 
Product Costs Operations 
Direct materials The cost of material that is an integral part of and a significant portion 


of the total cost of the final product. The cost of wood used in the 
eae neck and body of the guitars. 

Direct labor : The cost of employee wages that is an integral part of anda significant 
portion of the total cost of the final product. The wages of the cutting 
and assembling employees. 

Factory overhead Costs other than direct materials and direct labor that are incurred in 
the manufacturing process. The cost of guitar strings, glue, sandpaper, 
buffing compound, paint, salaries of production supervisors, janitorial 


salaries, and factory utilities. 
sc Se Se ie TS RR eS eC oer ee ree ve eA ESSE 


Inventories 

Materials Includes the cost of direct and indirect materials used to produce the 
guitars. Direct materials include the cost of wood used in the neck 
and body of the guitars. Indirect materials include guitar strings, glue, 
sandpaper, buffing compound, varnish, and paint. 

Work in process Includes the product costs of units that have entered the 
manufacturing process, but have not been completed. The product 
costs of guitars for which the neck and body have been cut, but not 
yet assembled. 

Finished goods Includes the cost of completed (or finished) products that have not 
been sold. The product costs assigned to completed guitars that have 
not yet been sold. 


Sn ee Te 


remoteness co eee 


Exhibit 2 indicates that although the materials for Jobs 71 and 72 have been added, 
both jobs are still in the production process. Thus, Jobs 71 and 72 are part of Work 
in Process Inventory. In contrast, Exhibit 2 indicates that Jobs 69 and 70 have been 
completed. Thus, Jobs 69 and 70 are part of Finished Goods Inventory. Exhibit 2 also 
indicates that when finished guitars are sold to music stores, their costs become part 
of Cost of Goods Sold. 

In a job order cost accounting system, perpetual inventory controlling accounts 
and subsidiary ledgers are maintained for materials, work in process, and finished 
goods inventories as shown on the next page. 


Materials 


The materials account in the general ledger is a controlling account. A separate ac- 
count for each type of material is maintained in a subsidiary materials ledger. 


Flow of Manufacturing Costs 


EXHIBIT 2 _ 


¢ Direct Labor 
e Factory Overhead 


Materials Storeroom Production Process Warehouse Music Store 


Music Stor 


ie 


Materials Inventory ————> Work in Process —--———> Finished Goods —————> Cost of Goods Sold 
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Materials Inventory Work in Process Inventory Finished Goods Inventory 
HICKORY 
Materials (controlling account) Work in Process Finished Goods 
(controlling account) (controlling account) 
Balance Balance Balance 
Inventory Ledger Accounts 
Exhibit 3 shows Legend Guitars’ materials ledger account for maple. Increases 
(debits) and decreases (credits) to the account are as follows: 
1. Increases (debits) are based on receiving reports such as Receiving Report No. 196 
for $10,500, which is supported by the supplier’s invoice. 
2. Decreases (credits) are based on materials requisitions such as Requisition No. 672 
for $2,000 for Job 71 and Requisition No. 704 for $11,000 for Job 72. 
Pee ee ee si a 
EXHIBIT 3. 
A Receivin Supplier 
Materials RepGie eyes 


Information and 
Cost Flows 


No. 196 | $10,500 


Materials Requisitions 


MATERIALS REQUISITION 


MATERIALS REQUISITION 
REQUISITION NO.: 704 


b REQUISITION NO.: 672 
: JOB NO.: 71 JOB NO.: 72 b. 
ahh Quantity] Unit Quantity 
Description Issued | Price Description Issued 
No. 8Wood—Maple | 200 |$10.00 No. 8 Wood—Maple 
| No. 8 Wood—Maple 
Total Issued 2,000 Total Issued 
Job Cost Sheets 

b. b 


$11,000 fe 
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A receiving report is prepared when materials that have been ordered are received 
and inspected. The quantity received and the condition of the materials are entered 
on the receiving report. When the supplier’s invoice is received, it is compared to 
the receiving report. If there are no discrepancies, a journal entry is made to record 


the purchase. The journal entry to record the supplier’s invoice related to Receiving 
Report No. 196 in Exhibit 3 is as follows: 


eee tasciaS 


& 


| a.| Materials 10,500 
. Accounts Payable 10,500 
) Materials purchased during December. | 


SAS Reem etter creme mtn reece pcmmeaceroneresomi oe ransom neesenmonmeme neon 


The storeroom releases materials for use in manufacturing when a materials 
requisition is received. Examples of materials requisitions are shown in Exhibit 3. 

The materials requisitions for each job serve as the basis for recording materials 
used. For direct materials, the quantities and amounts from the materials requisitions 
are posted to job cost sheets. Job cost sheets, which are also illustrated in Exhibit 3, 
make up the work in process subsidiary ledger. 

Exhibit 3 shows the posting of $2,000 of direct materials to Job 71 and $11,000 
of direct materials to Job 72.' Job 71 is an order for 20 units of Jazz Series guitars, 
while Job 72 is an order for 60 units of American Series guitars. 

A summary of the materials requisitions is used as a basis for the journal entry 
recording the materials used for the month. For direct materials, this entry increases 
(debits) Work in Process and decreases (credits) Materials as shown below. 


si SD la EES BO AES i SS a 


i 
| b. | Work in Process 13,000 | 
1 Materials 1 3,000 | 
pe Materials requisitioned to jobs i 
| ($2,000 + $11,000). | 

: 


Ge ee 


set ner eccentric rn eso EE CE SCN OOO NOIRE 


Many companies use computerized information processes to record the use of 
materials. In such cases, storeroom employees electronically record the release of 
materials, which automatically updates the materials ledger and job cost sheets. 


y,and Ethics in Business 


Png, Objectivity, 


PHONY INVOICE SCAMS 


A popular method for defrauding a company is to issue a__ include names, figures, and other details to give it the ap- 
~ phony invoice. The scam begins by initially contacting the _ pearance of legitimacy. This type of scam can be avoided 
target firm to discover details of key business contacts, busi- _ if invoices are matched with receiving documents prior to 
ness operations, and products. The swindler then uses this _ issuing a check. 
information to create a fictitious invoice. The invoice will 


Example Exercise 19-1 


On i i it. On March 10, raw materials were 
On March 5, Hatch Company purchased 400 units of raw materials at $14 per unit. ; : 
‘requisitioned for production as follows: 200 units for Job 101 at $12 per unit and 300 units for Job 102 at $14 per unit. 
-Journalize the entry on March 5 to record the purchase and on March 10 to record the requisition from the materials 


storeroom. 


ae meester ate rrr re TED STEN POO 


(Continued) 


1 To simplify, Exhibit 3 and this chapter use the first-in, first-out cost flow method. 
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__ Follow My Example 19-1 


Mar. 5 Materials, (ce ee Pr i 8 

Accounts Payable ........ Deca te ane ae ee ee oe ee ee 
SS $5,600 = 400 x $14. | | Sead A ee 
10 Workin Process..1....06e5 cpsece acute tet ya Feige ele ORY) ie 6 B00" ot 
ae Materigis 3. po eee eee SU Ree rier he nas Gee wate oe a Oe 

*Job 101 $2,400'= 200 *'$12.° > : 

Job 102 4,200 = 300x $14 - 

Total $6,600 


Be ee eee c cee ele wee ee tee he ee eee eee He Oe 88858 8 1 tees 6 eee ae 0 000/606 010006 8.010.668 660 0.66 0.0.56 be tle pie 0d 06 0 s16 0 pie\e.s 00:4) 6)al aie 8 «\/si/e)e 0) eile ia) ee \@i sie 4))6j¢)/e\#))/6/\ahs\-ai/0)/a\selieiiee.ie)\aije! #eii¢i.a) eleven ie 


Practice Exercises: PE E 19-18, PE 19-18 


Factory Labor 


When employees report for work, they may use clock cards, in-and-out cards, or 
electronic badges to clock in. When employees work on an individual job, they use 
time tickets. Exhibit 4 illustrates time tickets for Jobs 71 and 72. g 

Exhibit 4 shows that on December 13, 2012, D. McInnis spent six hours work- 
ing on Job 71 at an hourly rate of $10 for a cost of $60 ( hrs. x $10). Exhibit 4 
also indicates that a total of 350 hours was spent by employees on Job 71 during 
December for a total cost of $3,500. This total direct labor cost of $3,500 is posted 
to the job cost sheet for Job 71, as shown in Exhibit 4. 

Likewise, Exhibit 4 shows that on December 26, 2012, S. Andrews spent eight 
hours on Job 72 at an hourly rate of $15 for a cost of $120 (8 hrs. x $15). A total 


Job 72 Time Tickets 


Labor 
Information 
and Cost Flows 


December Job 71 Hours 350 December Job 72 Hours 500 
December Job 71 Labor Costs: [RxeMsxel0) December Job 72 Labor Costs: 


Job Cost Sheets 
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of 500 hours was spent by employees on Job 72 during December for a total cost of 
$7,500. This total direct labor cost of $7,500 is posted to the job cost sheet for Job 
72, as shown in Exhibit 4. 

A summary of the time tickets is used as the basis for the journal entry record- 
ing direct labor for the month. This entry increases (debits) Work in Process and 
increases (credits) Wages Payable, as shown below. 


c. | Work in Process 11,000 
Wages Payable 11,000 


Factory labor used in production 
of jobs ($3,500 + $7,500). 


As with direct materials, many businesses use computerized information process- 
ing to record direct labor. In such cases, employees may log their time directly into 
computer terminals at their workstations. In other cases, employees may be issued 
magnetic cards, much like credit cards, to log in and out of work assignments. 


_ Example Exercise 19-2 mE 


' During March, Hatch Company accumulated 800 hours of direct labor costs on Job 101 and 600 hours on Job 102. The 
_ total direct labor was incurred at a rate of $16 per direct labor hour for Job 101 and $12 per direct labor hour for Job 
102. Journalize the entry to record the flow of labor costs into production during March. 


| Follow My Example 19-2 


NYO KAA KOGCCSS aries s cayenne acl acn Wu rue repens aie Ge ens 20,000* 
Wages Payablentin stare aaa ine aie eee sete nui alee ae 20,000 
*Job 101 $12,800 = 800 hrs. x $16 
Job 102 7,200 = 600 hrs. x $12 
Total $20,000 


connection. 


’ match the average age anticipated in 2017. In addition, the 
ee ee oe company made a Haile to the production line to reduce 
In 2007, managers at Bavarian Motorworks (BMW) began the chance of error and physical strain. The sane resulted 
to worry about the increasing age of their workforce. The in a 7% improvement in productivity and a 2% decrease a 
average age of manufacturing plant workers was expected employee absences from work. The company now uses the 
to increase from 39 to 47 by 2017. To plan for this change, line as a model of quality and productivity for the rest of 
BMW conducted an experiment by altering the age makeup the company. 


of workers on one of the company’s production lines to 


Source: C. Loch, F. Sting, N. Bauer, and H. Mauermann, “How BMW Is Defusing the Demographic Time Bomb,’ Harvard Business Review, March 2010. 


Factory Overhead Cost 


Factory overhead includes all manufacturing costs except direct materials and direct labor. 
Factory overhead costs come from a variety of sources including the following: 


° Indirect materials comes from a summary of materials requisitions. 
* Indirect labor comes from the salaries of production supervisors and the wages of 
other employees such as janitors. 
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3. Factory power comes from utility bills. 
4. Factory depreciation comes from Accounting Department computations of depreciation. 


To illustrate the recording of factory overhead, assume that Legend Guitars in- 
curred $4,600 of overhead in December. The $500 of materials consisted of $200 of 
glue and $300 of sandpaper. The entry to record the factory overhead is shown below. 


d. | Factory Overhead 
Materials 
Wages Payable ~ 
Utilities Payable 
Accumulated Depreciation 
Factory overhead incurred in production. | 


Example Exercise 19-3 


—— 


4 During March, ‘Hatch a incurred factory overhead co: costs as follow 


Follow My Example on 


Allocating Factory Overhead Factory overhead is different from direct labor and 
direct materials in that it is indirectly related to the jobs. That is, factory overhead costs 
cannot be identified with or traced to specific jobs. For this reason, factory overhead costs 
are allocated to jobs. The process by which factory overhead or other costs are assigned to 
a cost object, such as a job, is called cost allocation. 

The factory overhead costs are allocated to jobs using a common measure related 
to each job. This measure is called an activity base, allocation base, or activity driver. 
The activity base used to allocate overhead should reflect the consumption or use of 
factory overhead costs. For example, production supervisor salaries could be allocated 
on the basis of direct labor hours or direct labor cost of each job. 


Predetermined Factory Overhead Rate Factory overhead costs are normally al- 
located or applied to jobs using a predetermined factory overhead rate. The predeter- 
mined factory overhead rate is computed as follows: 


Predetermined Factory _ Estimated Total Factory Overhead Costs 


Overhead Rate Estimated Activity Base 


To illustrate, assume that Legend Guitars estimates the total factory overhead cost 
as $50,000 for the year and the activity base as 10,000 direct labor hours. The pre- 
determined factory overhead rate of $5 per direct labor hour is computed as follows: 


Predetermined Factory _ Estimated Total Factory Overhead Costs 
Overhead Rate Estimated Activity Base 


Predetermined Factory _ $50,000 


= ee IDE LCirechlaboulholnr 
Overhead Rate 10,000 direct labor hours 
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As shown above, the predetermined overhead rate is computed using estimated 
amounts at the beginning of the period. This is because managers need timely in- 
formation on the product costs of each job. If a company waited until all overhead 
costs were known at the end of the period, the allocated factory overhead would be 
accurate, but not timely. Only through timely reporting can managers adjust manu- 
facturing methods or product pricing. 

Many companies are using a method for accumulating and allocating factory 
overhead costs. This method, called activity-based costing, uses a different over- 
head rate for each type of factory overhead activity, such as inspecting, moving, 
and machining. Activity-based costing is discussed and illustrated in Chapter 25. 


exce A spreadsheet can be used to calculate the predetermined factory overhead rate, as follows: 
SUCCESS 7 


direct labor hours 
if 


| 
| 


_| Predetermined factory overhead rate =B3/B4 per direct labor hour — | 


a. 


a. The predetermined factory overhead rate is determined by dividing the two inputs, 
=B3/B4. 


_| Output: 


| 
i$ 


The spreadsheet might involve multiple factories, thus requiring the calculation of 
multiple rates across columns or rows. In addition, spreadsheets are particularly 
useful when determining multiple activity rates under activity-based costing. 


Trylt Go to the hands-on Excel Tutor for this example! 


Applying Factory Overhead to Work in Process Legend Guitars applies factory 
overhead using a rate of $5 per direct labor hour. The factory overhead applied to each job 
is recorded in the job cost sheets, as shown in Exhibit 5. 

Exhibit 5 shows that 850 direct labor hours were used in Legend Guitars’ Decem- 
ber operations. Based on the time tickets, 350 hours can be traced to Job 71, and 
500 hours can be traced to Job 72. 

Using a factory overhead rate of $5 per direct labor hour, $4,250 of factory over- 
head is applied as follows: 


Direct Labor Hours Factory Overhead Rate Factory Overhead Applied 


Job 71 350 $5 $1,750 (350 hrs. x $5) 
Job 72 500 $5 2,500 (500 hrs. x $5) 
Total 850 $4,250 


As shown in Exhibit 5, the applied overhead is posted to each job cost sheet. 
Factory overhead of $1,750 is posted to Job 71, which results in a total product cost 
on December 31, 2012, of $10,250. Factory overhead of $2,500 is posted to Job 72, 
which results in a total product cost on December 31, 2012, of $21,000. 

The journal entry to apply factory overhead increases (debits) Work in Process 
and credits Factory Overhead. This journal entry to apply overhead to Jobs 71 and 
72 is as follows: 


|e. | Workin Process 4,250 
Factory Overhead 4,250 
Factory overhead applied to jobs 
according to the predetermined 
overhead rate (850 hrs. x $5). 
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EXHIBIT 5 


Applying 
Factory 
Overhead to 
Jobs 


Job Order Costing 


Job 71 Time Tickets Job 72 Time Tickets 


f [ | 
[ 
! | Tl [ =a 
TIME TICKET TIME TICKET 


6311 


4521 


No. No. 


D. McInnis S. Andrews 


Employee Name 
Dec. 13, 2018 


Employee Name 
Dec. 26, 20128 


Date Date 
Work Description: _ Cutting Work Description: _ 48sembling 
Job No, __@1 Job No.__72 ___ 

Start Finish | Hours | Hourly Start Finish | Hours | Hourly 

Time Time |Worked | Rate Cost Time Time |Worked | Rate Cost 
8:00 amJ18:00 PM. 4 $10.00 | $40.00 9:00 a.mJ12:00 PM. 3 $15.00 | $45.00 
1:00 pm.} 3:00 pM. 8 10.00 | 80.00 1:00 pm.| 6:00 PM, 5 15.00 75.00 


Total Cost 


Approved by. TD. 


$60.00 HH Total Cost $120.00 | 
Approved by id Se TT ae = 


Job 72 total hours = 500 


Job 71 total hours = 350 


350 hours 500 hours 
x $5 per direct x $5 per direct 
labor hour labor hour 


Job Cost Sheets 
oa. : 
| 20 units of Jazz Series guitars _ 


‘Job 72. 
oe $3,000 | 


60 units of American Series guitars _ 


irect Materials 


$11,000 
Peay onincca S008 
| Factory Overhead ee 


‘TotalJob Cost se es $21,000 


Completed job Job in production 


To summarize, the factory overhead account is: 


1. Increased (debited) for the actual overhead costs incurred, as shown earlier for trans- 
action (d) on page 880. 


2. Decreased (credited) for the applied overhead, as shown above for transaction (e). 


The actual and applied overhead usually differ because the actual overhead costs 
are normally different from the estimated overhead costs. Depending on whether ac- 
tual overhead is greater or less than applied overhead, the factory overhead account 
will either have a debit or credit ending balance as follows: 


1. If the applied overhead is less than the actual overhead incurred, the factory overhead 
account will have a debit balance. This debit balance is called underapplied factory 
overhead or underabsorbed factory overhead. 

2. If the applied overhead is more than the actual overhead incurred, the factory over- 
head account will have a credit balance. This credit balance is called overapplied 
factory overhead or overabsorbed factory overhead. 


The factory overhead account for Legend Guitars shown below illustrates both 
underapplied and overapplied factory overhead. Specifically, the December 1, 
2012, credit balance of $200 represents overapplied factory overhead. In contrast, 


the December 31, 2012, debit balance of $150 represents underapplied factory 
overhead. 
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Account No. 

tee Vel Posty es ere cy 
} Date Item Ref. | Debit | Credit | Debit | Credit 
: 2012 

Dec. | 1] Balance 200 
: 31] Factory overhead cost incurred 4,600 
31] Factory overhead cost applied 4,250 
: 


” Seppe nae eveyone rename ea eee cr 


seteeremnane ongresronemzaenstes 


Bee! Scent ct eete 


Underapplied balance 
Overapplied balance 


If the balance of factory overhead (either underapplied or overapplied) becomes 
large, the balance and related overhead rate should be investigated. For example, a 
large balance could be caused by changes in manufacturing methods. In this case, 
the factory overhead rate should be revised. 


Example Exercise 19-4 oa 


Hatch Company estimates that total factory overhead costs will be $100,000 for the year. Direct labor hours are 
estimated to be 25,000. For Hatch Company, (a) determine the predetermined factory overhead rate, (b) determine the 
amount of factory overhead applied to Jobs 101 and 102 in March using the data on direct labor hours from Example 


Exercise 19-2, and (c) prepare the journal entry to apply factory overhead to both jobs in March according to the 
predetermined overhead rate. 


Follow My Example 19-4 


a. $4.00 = $100,000/25,000 direct labor hours 

b. Job 101 $3,200 = 800 hours x $4.00 per hour 
Job 102 2,400 = 600 hours x $4.00 per hour 
Total $5,600 


CaO MMHOCES Sx cual inns aca oea er oie nila ee be Qlov tenses 5,600 
RCECNY, OMASINCIG are mia in) clad ie ole scare tise Sesstrn Sievert ae gO 5,600 


Practice Exercises: PE 19-4A, PE 19-4B 


Disposal of Factory Overhead Balance During the year, the balance in the fac- 
tory overhead account is carried forward and reported as a deferred debit or credit on the 
monthly (interim) balance sheets. However, any balance in the factory overhead account 
should not be carried over to the next year. This is because any such balance applies only 
to operations of the current year. 

If the estimates for computing the predetermined overhead rate are reasonably 
accurate, the ending balance of Factory Overhead should be relatively small. For this 
reason, the balance of Factory Overhead at the end of the year is disposed of by 
transferring it to the cost of goods sold account as follows:’ 


1. If there is an ending debit balance (underapplied overhead) in the factory overhead 
account, it is disposed of by the entry shown below. 


SD ALLELE ARAN LEAL EELS ESM i a ia ea SEES AS RRNA SUES Sen aS, 


Cost of Goods Sold XXX 
Factory Overhead XXX 
Transfer of underapplied 
overhead to cost of goods sold. 


SSRN TT OT I YT 


2 An ending balance in the factory overhead account may also be allocated among the work in process, finished goods, and cost of 
goods sold accounts. This brings these accounts into agreement with the actual costs incurred. This approach is rarely used and is 
only required for large ending balances in the factory overhead account. For this reason, it will not be used in this text. 
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2. If there is an ending credit balance (overapplied overhead) in the factory overhead 
account, it is disposed of by the entry shown below. 


aii i NN A a US ta i 


Factory Overhead 
Cost of Goods Sold 
Transfer of underapplied 
overhead to cost of goods sold. 


UA acaal Nee a, 


RSIS IETS INE LOR NI IDLE ST TEENIE ETE EL ESL RSS OE LISI LTE OTE TNT ESTEE SSS LEE ELLIE ESIC I 


To illustrate, the journal entry to dispose of Legend Guitars’ December 31, 2012, 
underapplied overhead balance of $150 is as follows: 


SAU AS AU aiali i ia aaa ties siti : sit Sais as 


4 

f. | Cost of Goods Sold 150 

| Factory Overhead _ - 150 
Closed underapplied factory 

overhead to cost of goods sold. 


Work in Process 
During the period, Work in Process is increased (debited) for the following: 


1. Direct materials cost 
2. Direct labor cost 
3. Applied factory overhead cost 


To illustrate, the work in process account for Legend Guitars is shown in Exhibit 6. 
The balance of Work in Process on December 1, 2012 (beginning balance), was 
$3,000. As shown in Exhibit 6, this balance relates to Job 71, which was the only 
job in process on this date. During December, Work in Process was debited for the 
following: 


1. Direct materials cost of $13,000 [transaction (b)] based on materials requisitions. 
2. Direct labor cost of $11,000 [transaction (c)] based on time tickets. 


3. Applied factory overhead of $4,250 [transaction (e)] based on the predetermined 
overhead rate of $5 per direct labor hour. 


The preceding Work in Process debits are supported by the detail postings to job 
cost sheets for Jobs 71 and 72, as shown in Exhibit 6. 

During December, Job 71 was completed. Upon completion, the product costs 
(direct materials, direct labor, factory overhead) are totaled. This total is divided by 
the number of units produced to determine the cost per unit. Thus, the 20 Jazz Series 
guitars produced as Job 71 cost $512.50 ($10,250/20) per guitar. 

After completion, Job 71 is transferred from Work in Process to Finished Goods 
by the following entry: 


eee 


g.| Finished Goods 10,250 
Work in Process 10,250 
Job 71 completed in December. 


Job 72 was started in December, but was not completed by December 31, 2012. 
Thus, Job 72 is still part of work in process on December 31, 2012. As shown in 
Exhibit 6, the balance of the job cost sheet for Job 72 ($21,000) is also the December 
31, 2012, balance of Work in Process. 
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ee erence 
fo CRETE 
ass ic cc ” Job Cost Sheets 


Job 71 7 F | and the Work 
20 units of Jazz Series guitars | 60 units of American Series guitars __ in Process 
Balance | _ Controlling 
Direct Materials | | Direct Materials $11,000 Account 
Direct Labor / Direct Labor 7,500 
Factory Overhead Factory Overhead 2,500 
= a 64 re 

= Total Job Cost $10,250 ; Total Job Cost $21,000 ; 

i: i 

Unit Cos $512.50 | | 


Senn eect merece conga 


Account No. 


| Debit | 


Balance 3,000 
Direct materials 16,000 
Direct labor 27,000 
Factory overhead 31,250 
Jobs completed—Job 71 


*onopeomemme mene nner en epee ate OS te EN 


Example Exercise 19-5 bE 
At the end of March, Hatch Company had completed Jobs 101 and 102. Job 101 is for 500 units, and Job 102 is for 


1,000 units. Using the data from Example Exercises 19-1, 19-2, and 19-4, determine (a) the balance on the job cost 
sheets for Jobs 101 and 102 at the end of March and (b) the cost per unit for Jobs 101 and 102 at the end of March. 


Follow My Example 19-5 


a. Job 101 Job 102 
Direct materials $ 2,400 S$ 4,200 

_ Direct labor 12,800 7,200 
Factory overhead 3,200 2,400 

Total costs $18,400 $13,800 


b. Job 101 $36.80 = $18,400/500 units 
Job 102 $13.80 =$13,800/1,000 units 


a ata bsa Foie oiace ieYahCTe relies alere ce eilota(elibiataroha le SaeiiarpDatetincaiel acer Aiavese bl Tow jakcal nsw es Gover? etaile Sea 
eae ar sae ial cUm aioe aheat Sia vata a able Coe at n sieeve Aah al nfo ha al cinijatteco|'b(alal aca S\ brs) s w.nauipinty.e) wieisia,¥:e)s)hie, ayainjals ae(a)W\e/wiw. oa ihe qahwie Wralispate e eiuibie/ Sins aia wa pi ie sumAve Ae eisiate WF mAaisseny weno Steere nega 


Finished Goods 


The finished goods account is a controlling account for the subsidiary finished goods 
ledger or stock ledger. Each account in the finished goods ledger contains cost data 
for the units manufactured, units sold, and units on hand. 
Exhibit 7 illustrates the finished goods ledger account for Jazz Series guitars. 
Exhibit 7 indicates that there were 40 Jazz Series guitars on hand on December 1, 
2012. During the month, 20 additional Jazz guitars were completed and transferred to 
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a ae 
EXHIBIT 7 
Finished Goods ohare sacrum aS ROSE IS 
Ledger Account — fact ee Shipped 


$10,250 


Finished Goods from the completion of Job 71. In addition, the beginning inventory 
of 40 Jazz guitars were sold during the month. 


Sales and Cost of Goods Sold 


During December, Legend Guitars sold 40 Jazz Series guitars for $850 each, gener- 
ating total sales of $34,000 ($850 x 40 guitars). Exhibit 7 indicates that the cost of 
these guitars was $500 per guitar or a total cost of $20,000 ($500 x 40 guitars). The 
entries to record the sale and related cost of goods sold are as follows: 


h. | Accounts Receivable 34,000 
Sales 34,000 
Revenue received from guitars sold 
on account. 


i. | Cost of Goods Sold 20,000 
Finished Goods 20,000 
Cost of 40 Jazz Series guitars sold. 


In a job order cost accounting system, the preparation of a statement of cost of goods 
manufactured, which was discussed in Chapter 18, is not necessary. This is because 
job order costing uses the perpetual inventory system and, thus, the cost of goods sold 
can be directly determined from the finished goods ledger as illustrated in Exhibit 7. 


Example Exercise 19-6 


Nejedly Company completed 80,000 units during the year at a cost of $680,000. The beginning finished goods 
inventory was 10,000 units at $80,000. Determine the cost of goods sold for 60,000 units, assuming a FIFO cost flow. 


Follow My Example 19-6 


$505,000 = $80,000 + (50,000 x $8.50*) 
*Cost per unit of goods produced during the year = $8.50 = $680,000/80,000 units 


SiR Gre eieie 0180 ¥\e/ah8eNe\e wieiei eee Se\Gie\e ee isi pidie4ieieie\sie e aieis/elee.siaie.e'e'eiais)a/e/e)s)s, s/s se ee) e\n'¢ 9\tih seca e, We la/ewle AU a a-« Db $76imiele 9 e\nelsl ole here W b/Rw\sipcérAl dhol orwiu\e 6. ¥/aTa’e (eLghe wintylatintataletate pis csvatetetersiaiate erate ater aiearenevaee: 


Practice Exercises: PE 19-6A, PE 19-6B 


Period Costs 


Period costs are used in generating revenue during the current period, but are not 
involved in the manufacturing process. As discussed in Chapter 18, period costs are 
recorded as expenses of the current period as either selling or administrative expenses. 

Selling expenses are incurred in marketing the product and delivering sold prod- 
ucts to customers. Administrative expenses are incurred in managing the company, but 
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ate not related to the manufacturing or selling functions. During December, Legend 
Guitars recorded the following selling and administrative expenses: 


J. | Sales Salaries Expense 
Office Salaries Expense 


Salaries Payable 
Recorded December period costs. 


Summary of Cost Flows for Legend Guitars 


Exhibit 8 shows the cost flows through the manufacturing accounts of Legend Guitars 
for December. 


In addition, summary details of the following subsidiary ledgers are shown: 


1. Materials Ledger—the subsidiary ledger for Materials. 
2. Job Cost Sheets—the subsidiary ledger for Work in Process. 
3. Finished Goods Ledger—the subsidiary ledger for Finished Goods. 


Entries in the accounts shown in Exhibit 8 are identified by letters. These letters 
refer to the journal entries described and illustrated in the chapter. Entries (h) and 
G) are not shown because they do not involve a flow of manufacturing costs. 

As shown in Exhibit 8, the balances of Materials, Work in Process, and Finished 
Goods are supported by their subsidiary ledgers. These balances are as follows: 


Balance and Total of Related 


Controlling Account Subsidiary Ledger 


Materials $ 3,500 
Work in Process 21,000 
Finished Goods 10,250 


The income statement for Legend Guitars is shown in Exhibit 9. 


Job Order Costing for Decision Making 


A job order cost accounting system accumulates and records product costs by jobs. 
The resulting total and unit product costs can be compared to similar jobs, compared 
over time, or compared to expected costs. In this way, a job order cost system can 
be used by managers for cost evaluation and control. 

To illustrate, Exhibit 10 shows the direct materials used for Jobs 54 and 63 for 
Legend Guitars. The wood used in manufacturing guitars is measured in board feet. 
Since Jobs 54 and 63 produced the same type and number of guitars, the direct 
materials cost per unit should be about the same. However, the materials cost per 
guitar for Job 54 is $100, while for Job 63 it is $125. Thus, the materials costs are 
significantly more for Job 63. 

The job cost sheets shown in Exhibit 10 can be analyzed for possible reasons for 
the increased materials cost for Job 63. Since the materials price did not change ($10 
per board foot), the increased materials cost must be related to wood consumption. 

Comparing wood consumed for Jobs 54 and 63 shows that 400 board feet were 
used in Job 54 to produce 40 guitars. In contrast, Job 63 used 500 board feet to 
produce the same number of guitars. Thus, an investigation should be undertaken to 
determine the cause o% the extra 100 board feet used for Job 63. Possible explana- 


tions could include the following: 


1. A new employee, who was not properly trained, cut the wood for Job 63. As a result, 
there was excess waste and scrap. 

2. The wood used for Job 63 was purchased from a new supplier. The wood was of 
poor quality, which created excessive waste and scrap. 


= Describe the 
cost information for 
decision making. 


Major electric utilities 
such as Tennessee Valley 
Authority, Consolidated 
Edison Inc., and Pacific Gas 
and Electric Company use 
job order accounting 
to control the costs 
associated with major 
repairs and overhauls 
that occur during 


maintenance shutdowns. 


887 


use of job order 
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| Legend Guitars 
Income Statement 

| For the Month Ended December 31, 2012 | 
| EL SS one ain ire Wh aatareim ier ee tests ed ern Va uA ge am Tee STG $34,000 ' 
| GOSHONGOOUSSOld macnn eee Meehan ihe eter lg ea 20,150* 
GLOSS DIO Gemma an arin oN aye ae ie pee at $13,850 

__ Selling and administrative expenses: 

Sales. Sa Aleve MeNISe mika calm ent en iahag ts RON Lola $2,000 

: OUEICES (\ TEMES (657 el a eter be er ie ce a ee aR OED 1,500 ‘ 
| Total selling and administrative expenses........... 0. cece eves eens 3,500 | 
/ INCOMEMLOMMOPELANIONS seems eee itis ninons it end woe a Reehh et oie $10,350 i 
| *$20,150 = ($500 X 40 guitars) + $150 underapplied factory overhead 

: 


ELE SP LS TSR EN RPS eet teres eee meme 


3. The cutting tools needed repair and were not properly maintained. As a result, the 
wood was miscut, which created excessive waste and scrap. 


4. The instructions attached to the job were incorrect. The wood was cut according to 
the instructions. The incorrect instructions were discovered later in assembly. As a 
result, the wood had to be recut and the initial cuttings scrapped. 


Job Order Cost Systems for Professional 
Service Businesses 


A job order cost accounting system may be used for a professional service business. 
For example, an advertising agency, an attorney, and a physician provide services 
to individual customers, clients, or patients. In such cases, the customer, client, or 
patient can be viewed as a job for which costs are accumulated and reported. 

The primary product costs for a service business are direct labor and overhead 
costs. Any materials or supplies used in rendering services are normally insignificant. 
As a result, materials and supply costs are included as part of the overhead cost. 

Like a manufacturing business, direct labor and overhead costs of rendering ser- 
vices to clients are accumulated in a work in process account. Work in Process is 
supported by a cost ledger with a job cost sheet for each client. 


Job 54 
_ Item: 40 Jazz Series guitars : Td ON 
| Materials Quantity . Materials — 
(board feet) ———Price_ ~—— Materials Amount | 


Direct materials: 
400 s $10.00, 94000 


Materials Quantity Materials 
(board feet) ——Price == Materials Amount | 


EXHIBIT 9 


income 
Statement of 
Legend Guitars 


LOB] Describe the 


4 flow of costs for 
a service business that 
uses a job order cost 
accounting system. 


EXHIBIT 10 


Comparing Data 
from Job Cost 
Sheets 
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When a job is completed and the client is billed, the costs are transferred to a 
cost of services account. Cost of Services is similar to the cost of merchandise sold 
account for a merchandising business or the cost of goods sold account for a manu- 
facturing business. A finished goods account and related finished goods ledger are 
not necessary. This is because the revenues for the services are recorded only after 
the services are provided. 

The flow of costs through a service business using a job order cost accounting 
system is shown in Exhibit 11. 


EXHIBIT 11 Flow of Costs Through 


Ta “ea 
ae Uae 


a Service Business 
Wages Payable Work in Process Cost of Services 
Paid XXX | Direct 


labor XXX sme {XX 


indirect 
labor XXX XXX 


Completed 
jobs 


Supplies Overhead 


Purchased XXX| Used ON eae Ee Applied XXX 
XXX 


Other costs XXX 


In practice, other considerations unique to service businesses may need to be 
considered. For example, a service business may bill clients on a weekly or monthly 
basis rather than when a job is completed. In such cases, a portion of the costs 
related to each billing is transferred from the work in process account to the cost 
of services account. A service business may also bill clients for services in advance, 
which would be accounted for as deferred revenue until the services are completed. 


MAKING MONEY IN THE MOVIE studios often negotiate payments to producers and actors 
BUSINESS based oh a percentage of the fp gross revenues. This is 
termed “contingent compensation.” As movies become hits, 
compensation costs increase in proportion to the movie's 
revenues. 

As the dollars involved get bigger, disagreements often 
develop over the amount of contingent compensation. For 
example, the producer of the 2002 hit movie Chicago sued 
Miramax Film Corp. for failing to include foreign receipts 
and DVD sales in the revenue that was used to determine 
his payments. The controversial nature of contingent com- 
pensation is illustrated by the suit’s claim that the account- 
ing for contingent compensation leads to confusing and 
meaningless results. 


Movie making is a high risk venture. The movie must be 
produced and marketed before the first dollar is received 
from the box office. If the movie is a hit, then all is well; but 
if the movie is a bomb, money will be lost. This is termed 
a “blockbuster” business strategy and is common in busi- 
nesses that have large up-front costs in the face of uncertain 
follow-up revenues. 

The profitability of a movie depends on its revenue 
and cost. A movie's cost is determined using job order cost- 
ing; however, how costs are assigned to a movie is often 
complex and may be subject to disagreement. For example, 
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At a Glance 


Describe cost accounting systems used by manufacturing businesses. 


Key Points =A cost accounting system accumulates product costs. The two primary cost accounting systems are job 
order and process cost systems. Job order cost systems accumulate costs for each quantity of product that passes 
through the factory. Process cost systems accumulate costs for each department or process within the factory. 


Learning Outcomes Example Practice 


Exercises Exercises 
* Describe a cost accounting system. 


* Describe a job order cost system. 


* Describe a process cost system. 


2 Describe and illustrate a job order cost accounting system. 


Key Points =A job order cost system accumulates costs for each quantity of product, or “job,” that passes 
through the factory. Direct materials, direct labor, and factory overhead are accumulated on the job cost 
sheet, which is the subsidiary cost ledger for each job. Direct materials and direct labor are assigned to indi- 
vidual jobs based on the quantity used. Factory overhead costs are assigned to each job based on an activity 
base that reflects the use of factory overhead costs. 


: Example Practice 
EAL abd Exercises Exercises 
* Describe the flow of materials and how materials costs are assigned. 
¢ Prepare the journal entry to record materials used in production. EE19-1 PE19-1A, 19-1B 
* Describe how factory labor hours are recorded and how labor costs 
are assigned. 
* Prepare the journal entry to record factory labor used in production. EE19-2 PE19-2A, 19-2B 
* Describe and illustrate how factory overhead costs are accumulated EE19-3 PE19-3A, 19-3B 
and assigned. EE19-4 PE19-4A, 19-4B 
* Compute the predetermined overhead rate. EFE19-4 PE19-4A, 19-4B 
* Describe and illustrate how to dispose of the balance in the factory 
overhead account. 
| © Describe and illustrate how costs are accumulated for work in EE19-5 PE19-5A, 19-5B 
process and finished goods inventory. 
* Describe how costs are assigned to cost of goods sold. EE19-6 PE19-6A, 19-6B 
* Describe and illustrate the flow of costs. 


EE Describe the use of job order cost information for decision making. 


Key Points Job order cost systems can be used to evaluate cost performance. Unit costs can be compared 
over time to determine if product costs are staying within expected ranges. 


Example Practice 
Learning Outcomes Exercises Exercises 


* Describe and illustrate how job cost sheets can be used to investi- 
gate possible reasons for increased product costs. 
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ra Describe the flow of costs for a service business that uses a job order cost accounting system. 


Key Points Job order cost accounting systems can be used by service businesses to plan and control opera- 
tions. Since the product is a service, the focus is on direct labor and overhead costs. The costs of providing 
a service are accumulated in a work in process account and transferred to a cost of services account upon 
completion. 


Example Practice 


Learning Outcomes Exercises Exercises 


* Describe how service businesses use a job order cost system. 


Key Terms 

activity base (880) job order cost system (874) process cost system (874) > 
activity-based costing (881) materials ledger (875) receiving report (877) 

cost accounting systems (874) materials requisition (877) time tickets (878) 

cost allocation (880) overapplied factory overhead (882) underapplied factory 

finished goods ledger (885) predetermined factory overhead (882) 

job cost sheets (877) overhead rate (880) 


illustrative Problem 


Wildwing Entertainment, Inc., specializes in producing and packaging digital video discs 
(DVDs) for the video entertainment industry. Wildwing uses a job order cost system. The 
following data summarize the operations related to production for March, the first month 
of operations: 


a. Materials purchased on account, $15,500. 


b. Materials requisitioned and labor used: 


Factory 

Materials Labor 
Job No. 100 $2,650 $1,770 
Job No. 101 1,240 650 
Job No, 102 980 420 
Job No. 103 3,420 1,900 
Job No, 104 1,000 500 
Job No. 105 2,100 1,760 
For general factory use 450 650 


c. Factory overhead costs incurred on account, $2,700. 
d. Depreciation of machinery, $1,750. 


e. Factory overhead is applied at a rate of 70% of direct labor cost. 
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f. Jobs completed: Nos. 100, 101, 102, 104. 


g. Jobs 100, 101, and 102 were shipped, and customers were billed for $8,100, $3,800, 
and $3,500, respectively. 


Instructions 


1. Journalize the entries to record the transactions identified above. 
2. Determine the account balances for Work in Process and Finished Goods. 


3. Prepare a schedule of unfinished jobs to support the balance in the work in process 
account. 


4. Prepare a schedule of completed jobs on hand to support the balance in the finished 
goods account. 


Solution 

1. a. Materials 15,500 
Accounts Payable 15,500 

b. Work in Process 11,390 
Materials 11,390 

Work in Process 7,000 
Wages Payable 7,000 

Factory Overhead 1,100 
Materials 450 
Wages Payable 650 

c. Factory Overhead 2,700 
Accounts Payable 2,700 

d. Factory Overhead 1,750 
Accumulated Depreciation—Machinery 1,750 

e. Workin Process 4,900 
Factory Overhead (70% of $7,000) 4,900 

f. Finished Goods 11,548 
Work in Process 11,548 


Computation of the cost of jobs finished: 


Direct Factory 
Job Materials Direct Labor Overhead Total 
Job No. 100 $2,650 $1,770 $1,239 $ 5,659 
Job No. 101 1,240 650 455 2,345 
Job No. 102 980 420 294 1,694 
Job No. 104 1,000 500 350 1,850 
$11,548 
g. Accounts Receivable 15,400 
Sales 15,400 
Cost of Goods Sold 9,698 
Finished Goods 9,698 


Cost of jobs sold computation: 


Job No. 100 $5,659 
Job No. 101 2,345 
Job No. 102 1,694 
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2. Work in Process: $11,742 ($11,390 + $7,000 + $4,900 — $11,548) 
Finished Goods: $1,850 ($11,548 — $9,698) 


Be Schedule of Unfinished Jobs 
Direct Factory 
Job Materials Direct Labor Overhead Total 
Job No. 103 $3,420 $1,900 $1,330 $ 6,650 
Job No. 105 2,100 1,760 1232 5,092 
Balance of Work in Process, March 31 $11,742 
4. Schedule of Completed Jobs 
Job No. 104: 
Direct materials $1,000 
Direct labor 500 
Factory overhead 350 
Balance of Finished Goods, March 31 $1,850 


Discussion Questions 


1. a. Name two principal types of cost accounting 
systems. 


b. Which system provides for a separate record of _—/7. 


each particular quantity of product that passes 
through the factory? 


c. Which system accumulates the costs for each 8. 


department or process within the factory? 


2. What kind of firm would use a job order cost 
system? 


3. How does the use of the materials requisition help 9. 


control the issuance of materials from the storeroom? 


4, What document is the source for (a) debiting the 
accounts in the materials ledger and (b) crediting 
the accounts in the materials ledger? 


5. What is a job cost sheet? 


6. a. Differentiate between the clock card and the 
time ticket. 


b. Why should the total time reported on an 10. 


employee’s time tickets for a payroll period 


be compared with the time reported on the 
employee’s clock cards for the same period? 


Discuss how the predetermined factory overhead 
rate can be used in job order cost accounting to 
assist management in pricing jobs. 


a. How is a predetermined factory overhead rate 
calculated? 


b. Name three common bases used in calculating 
the rate. 


a. What is (1) overapplied factory overhead and 
(2) underapplied factory overhead? 


b. If the factory overhead account has a debit 
balance, was factory overhead underapplied or 
overapplied? 


c. If the factory overhead account has a credit bal- 
ance at the end of the first month of the fiscal 
year, where will the amount of this balance be 
reported on the interim balance sheet? 


Describe how a job order cost system can be used 
for professional service businesses. 
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Practice Exercises 


Learning 
Objectives 


OBJ. 2 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ.2 


OBJ.2 


Example 
Exercises 


EE 19-1 p.877 


EE 19-1 p.877 


EE 19-2 1.879 


EE 19-2 p.879 


EE 19-3 p.880 


EE 19-3 p. 880 


EE 19-4 1.883 


PE 19-1A_ Issuance of materials 


On April 8, Darling Company purchased 65,000 units of raw materials at $7 per unit. 
On April 20, raw materials were requisitioned for production as follows: 26,000 units 
for Job 50 at $6 per unit and 30,000 units for Job 51 at $7 per unit. Journalize the entry 
on April 8 to record the purchase and on April 20 to record the requisition from the 
materials storeroom. 


PE 19-1B_ Issuance of materials 


On June 3, Plowers Company purchased 8,000 units of raw materials at $10 per unit. 
On June 22, raw materials were requisitioned for production as follows: 2,400 units for 
Job 30 at $8 per unit and 2,600 units for Job 32 at $10 per unit. Journalize the entry on 
June 3 to record the purchase and on June 22 to record the requisition from the materi- 
als storeroom. 


PE 19-2A Direct labor costs 

During April, Darling Company accumulated 12,000 hours of direct labor costs on Job 
50 and 15,000 hours on Job 51. The total direct labor was incurred at a rate of $21.50 
per direct labor hour for Job 50 and $24 per direct labor hour for Job 51. Journalize the 
entry to record the flow of labor costs into production during April. 


PE 19-2B Direct labor costs 

During June, Plowers Company accumulated 2,400 hours of direct labor costs on Job 30 
and 3,000 hours on Job 32. The total direct labor was incurred at a rate of $22 per direct 
labor hour for Job 30 and $20 per direct labor hour for Job 32. Journalize the entry to 
record the flow of labor costs into production during June. 


PE 19-3A Factory overhead costs 

During April, Darling Company incurred factory overhead costs as follows: indirect ma- 
terials, $30,000; indirect labor, $78,000; utilities cost, $7,000; and factory depreciation, 
$55,000. Journalize the entry to record the factory overhead incurred during April. 


PE 19-3B Factory overhead costs 

During June, Plowers Company incurred factory overhead costs as follows: indirect ma- 
terials, $14,000; indirect labor, $15,000; utilities cost, $6,500; and factory depreciation, 
$14,500. Journalize the entry to record the factory overhead incurred during June. 


PE19-4A Applying factory overhead 

Darling Company estimates that total factory overhead costs will be $750,000 for the 
year. Direct labor hours are estimated to be 300,000. For Darling Company, (a) determine 
the predetermined factory overhead rate, (b) determine the amount of factory overhead 
ay plied to Jobs 50 and 51 in April using the data on direct labor hours from Practice 
Exercise 19-2A, and (c) prepare the journal entry to apply factory overhead to both jobs 
in April according to the predetermined overhead rate. 
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Learning Example 
Objectives Exercises 


OBJ.2  EE19-4 p.883 


OBJ.2 EE19-5 p.885 


OBJ.2 EE19-5 p 885 


OBJ.2 EE19-6 p 886 


OBJ.2 EE19-6 p 886 


PE19-4B Applying factory overhead 

Plowers Company estimates that total factory overhead costs will be $480,000 for the 
year. Direct labor hours are estimated to be 60,000. For Plowers Company, (a) determine 
the predetermined factory overhead rate, (b) determine the amount of factory overhead 
applied to Jobs 30 and 32 in June using the data on direct labor hours from Practice 
Exercise 19-2B, and (c) prepare the journal entry to apply factory overhead to both jobs 
in June according to the predetermined overhead rate. 


PE 19-5A Job costs 

At the end of April, Darling Company had completed Jobs 50 and 51. Job 50 is for 10,000 
units, and Job 51 is for 12,500 units. Using the data from Practice Exercises 19-1A, 19-2A, 
and 19-4A, determine (a) the balance on the job cost sheets for Jobs 50 and 51 at the end 
of April and (b) the cost per unit for Jobs 50 and 51 at the end of April. 


PE 19-5B Job costs 

At the end of June, Plowers Company had completed Jobs 30 and 32. Job 30 is for 6,000 
units, and Job 32 is for 6,875 units. Using the data from Practice Exercises 19-1B, 19-2B, 
and 19-4B, determine (a) the balance on the job cost sheets for Jobs 30 and 32 at the 
end of June and (b) the cost per unit for Jobs 30 and 32 at the end of June. 


PE 19-6A Cost of goods sold 

Curl Company completed 425,000 units during the year at a cost of $20,187,500. The 
beginning finished goods inventory was 35,000 units at $1,470,000. Determine the cost 
of goods sold for 435,000 units, assuming a FIFO cost flow. 


PE 19-6B Cost of goods sold 

Skeleton Company completed 155,000 units during the year at a cost of $2,418,000. The 
beginning finished goods inventory was 15,000 units at $225,000. Determine the cost of 
goods sold for 160,000 units, assuming a FIFO cost flow. 


OBJ.2 


EX 19-1 Transactions in a job order cost system 


Five selected transactions for the current month are indicated by letters in the following 
T accounts in a job order cost accounting system: 


Materials Work in Process 
(a) (a) (d) 
(b) 
(¢) 
Wages Payable Finished Goods 
(b) (d) (e) 
Factory Overhead Cost of Goods Sold 


(a) (c) (e) 


Describe each of the five transactions. 
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OBJ. 2 EX 19-2 Cost flow relationships 


V c. $883,000 The following information is available for the first month of operations of Icahn Inc., a 


manufacturer of art and craft items: 


Sales $1,680,000 
Gross profit 450,000 
Indirect labor 150,000 
Indirect materials 65,000 
Other factory overhead 30,000 
Materials purchased 850,000 
Total manufacturing costs for the period 1,850,000 
Materials inventory, end of period 63,000 


Using the above information, determine the following missing amounts: 
a. Cost of goods sold 


b. Direct materials cost 


c. Direct labor cost 


OBJ. 2 EX 19-3 Cost of materials issuances under the FIFO method 
VY b. $1,960 An incomplete subsidiary ledger of wire cable for June is as follows: 
RECEIVED ISSUED BALANCE 
Receiving Materials 
Report Unit | Requisition Unit 


Number Quantity Price Number Quantity Amount | Date Quantity Price Amount 


June 1 350 $10.00 $3,500 


26 250 $12.00 June 2 
June 6 
32 160 14.00 June 12 
June 21 


a. Complete the materials issuances and balances for the wire cable subsidiary ledger 
under FIFO. 


b. Determine the balance of wire cable at the end of June. 


c. Journalize the summary entry to transfer materials to work in process. 
d. =i Explain how the materials ledger might be used as an aid in maintaining 
inventory quantities on hand. 
OBJ. 2 EX 19-4 Entry for issuing materials 
Materials issued for the current month are as follows: 
Requisition No. Material Job No. Amount 

201 Steel 110 $30,500 
202 Plastic 112 23,500 
203 Glue Indirect 2,000 
204 Rubber 128 1,750 
205 Aluminum 128 55,000 


Journalize the entry to record the issuance of materials. 


OBJ. 2 EX 19-5 Entries for materials 
V c. fabric, $53,200 Gorman Furniture Company manufactures furniture. Gorman uses a job order cost system. 
Balances on April 1 from the materials ledger are as follows: 
Fabric $40,000 
Polyester filling 12,000 
Lumber 89,500 


Glue 3,900 
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The materials purchased during April are summarized from the receiving reports as follows: 


Fabric $201,600 

Polyester filling 280,000 

Lumber 550,000 

Glue 19,500 

Materials were requisitioned to individual jobs as follows: 

Polyester 
Fabric Filling Lumber Glue Total 
Job 101 $ 76,000 $ 96,000 $256,000 $§ 428,000 
Job 102 58,400 86,400 224,000 368,800 
Job 103 54,000 70,500 125,000 249,500 
Factory overhead—indirect 

materials $20,800 20,800 
Total $188,400 $252,900 $605,000 $20,800 $1,067,100 


The glue is not a significant cost, so it is treated as indirect materials (factory overhead). 
a. Journalize the entry to record the purchase of materials in April. 
b. Journalize the entry to record the requisition of materials in April. 


c. Determine the April 30 balances that would be shown in the materials ledger accounts. 


OBJ.2 EX 19-6 Entry for factory labor costs 
A summary of the time tickets for the current month follows: 


Job No. Amount Job No. Amount 
301 $ 3,200 Indirect $ 4,500 
302 2,450 312 3,450 
304 3,875 314 3,760 
306 14,500 315 12,500 


Journalize the entry to record the factory labor costs. 


OBJ.2 EX 19-7 Entry for factory labor costs 


The weekly time tickets indicate the following distribution of labor hours for three direct 
labor employees: 


Hours 
Process 
Job 301 Job 302 Job 303 Improvement 
Ken Thain 13 13 10 4 
Dick Lewis 12 13 11 4 
John Fuld 8 15 12 5 


The direct labor rate earned per hour by the three employees is as follows: 


Ken Thain $30.00 
Dick Lewis 34.00 
John Fuld 25.00 


The process improvement category includes training, quality improvement, housekeeping, 
and other indirect tasks. 


a. Journalize the entry to record the factory labor costs for the week. 


b. Assume that Jobs 301 and 302 were completed but not sold during the week and that 
Job 303 remained incomplete at the end of the week. How would the direct labor costs 
for all three jobs be reflected on the financial statements at the end of the week? 


OBJ. 2 


OBJ.2 


V b. $38.00 per 
direct labor hour 


OBJ.2 


OBJ. 2 
V a. $210 per hour 
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EX 19-8 Entries for direct labor and factory overhead 


Kraus Industries Inc. manufactures recreational vehicles. Kraus uses a job order cost system. 
The time tickets from July jobs are summarized below. 


Job 501 $4,200 
Job 502 3,200 
Job 503 2,870 
Job 504 3,650 
Factory supervision 2,450 


Factory overhead is applied to jobs on the basis of a predetermined overhead rate of 
$12 per direct labor hour. The direct labor rate is $30 per hour. 


a. Journalize the entry to record the factory labor costs. 


b. Journalize the entry to apply factory overhead to production for July. 


EX 19-9 Factory overhead rates, entries, and account balance 

Bryson Company operates two factories. The company applies factory overhead to jobs on 
the basis of machine hours in Factory 1 and on the basis of direct labor hours in Factory 2. 
Estimated factory overhead costs, direct labor hours, and machine hours are as follows: 


Factory 1 Factory 2 
Estimated factory overhead cost for fiscal 
year beginning November 1 $660,000 $798,000 
Estimated direct labor hours for year 21,000 
Estimated machine hours for year 30,000 
Actual factory overhead costs for November $53,200 $72,800 
Actual direct labor hours for November 2,000 
Actual machine hours for November 2,184 


a. Determine the factory overhead rate for Factory 1. 

b. Determine the factory overhead rate for Factory 2. 

c. Journalize the entries to apply factory overhead to production in each factory for 
November. 


d. Determine the balances of the factory accounts for each factory as of November 30, and 
indicate whether the amounts represent overapplied or underapplied factory overhead. 


EX 19-10 Predetermined factory overhead rate 


Pierpont Engine Shop uses a job order cost system to determine the cost of performing 
engine repair work. Estimated costs and expenses for the coming period are as follows: 


Engine parts $ 700,000 
Shop direct labor 520,000 
Shop and repair equipment depreciation 38,000 
Shop supervisor salaries 100,000 
Shop property tax 18,000 
Shop supplies 13,000 
Advertising expense 14,240 
Administrative office salaries 60,000 
Administrative office depreciation expense 8,000 

Total costs and expenses $1,471,240 


The average shop direct labor rate is $20 per hour. 
Determine the predetermined shop overhead rate per direct labor hour. 


EX 19-11 Predetermined factory overhead rate 

Barley Medical Center has a single operating room that is used by local physicians to 
perform surgical procedures. The cost of using the operating room is accumulated by each 
patient procedure and includes the direct materials costs (drugs and medical devices), 
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OBJ. 2 
V b. $23,100 


OBJ. 2 
V d. $29,305 


physician surgical time, and operating room overhead. On January 1 of the current year, 
the annual operating room overhead is estimated to be: 


Disposable supplies $210,000 
Depreciation expense 32,000 
Utilities 16,000 
Nurse salaries 248,000 
Technician wages 82,000 

Total operating room overhead $588,000 


The overhead costs will be assigned to procedures based on the number of surgical room 
hours. Barley Medical Center expects to use the operating room an average of eight hours 
per day, seven days per week. In addition, the operating room will be shut down two 
weeks per year for general repairs. 


a. Determine the predetermined operating room overhead rate for the year. 
b. Dan Baliga had a four-hour procedure on January 15. How much operating room 
overhead would be charged to his procedure, using the rate determined in part (a)? 


c. During January, the operating room was used 196 hours. The actual overhead costs 
incurred for January were $40,000. Determine the overhead under- or overapplied for 
the period. 


~ 


EX 19-12 Entry for jobs completed; cost of unfinished jobs 


The following account appears in the ledger after only part of the postings have been 
completed for March: 


Work in Process 


Balance, March 1 S$ 18,000 
Direct materials 122,500 
Direct labor 145,000 
Factory overhead 80,000 


Jobs finished during March are summarized as follows: 


Job 320 $72,400 Job 327 $ 46,200 
Job 326 79,200 Job 350 144,600 


a. Journalize the entry to record the jobs completed. 
b. Determine the cost of the unfinished jobs at March 31. 


EX 19-13 Entries for factory costs and jobs completed 


Cox Publishing Inc. began printing operations on August 1. Jobs 101 and 102 were com- 
pleted during the month, and all costs applicable to them were recorded on the related cost 
sheets. Jobs 103 and 104 are still in process at the end of the month, and all applicable 
costs except factory overhead have been recorded on the related cost sheets. In addition 
to the materials and labor charged directly to the jobs, $1,000 of indirect materials and 
$12,000 of indirect labor were used during the month. The cost sheets for the four jobs 
entering production during the month are as follows, in summary form: 


Job 101 Job 102 
Direct materials 10,300 Direct materials 4,830 
Direct labor 4,000 Direct labor 4,100 
Factory overhead 3,000 Factory overhead 3,075 
Total 17,300 Total 12,005 
Job 103 Job 104 
Direct materials 14,500 Direct materials 2,920 
Direct labor 4,320 Direct labor 580 


Factory overhead Factory overhead 


OBJ.2 


V a. Income from 
operations, $151,800 


Uo 
Z er, 


OBJ.3 


OBJ.3 
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Journalize the summary entry to record each of the following operations for August 
(one entry for each operation): 


a. Direct and indirect materials used. 


b. Direct and indirect labor used. 


c. Factory overhead applied to all four jobs (a single overhead rate is used based on 
direct labor cost). 


d. Completion of Jobs 101 and 102. 


EX 19-14 Financial statements of a manufacturing firm 


The following events took place for Fed Inc. during October 2012, the first month of 
Operations as a producer of road bikes: 


¢ Purchased $427,000 of materials. 

* Used $367,500 of direct materials in production. 

¢ Incurred $315,000 of direct labor wages. 

* Applied factory overhead at a rate of 80% of direct labor cost. 
* Transferred $892,500 of work in process to finished goods. 

* Sold goods with a cost of $848,750. 

* Sold goods for $1,500,000. 

¢ Incurred $367,500 of selling expenses. 


¢ Incurred $131,950 of administrative expenses. 


a. Prepare the October income statement for Fed. Assume that Fed uses the perpetual 
inventory method. 


b. Determine the inventory balances at the end of the first month of operations. 


EX 19-15 Decision making with job order costs 

Moss Manufacturing Inc. is a job shop. The management of Moss Manufacturing uses the 
cost information from the job sheets to assess their cost performance. Information on the 
total cost, product type, and quantity of items produced is as follows: 


Date Job No. Product Quantity Amount 
Jan. 2 1 XKR1 300 $ 6,600 
Jan. 15 26 M-Z4 1,300 11,700 
Feb, 3 34 M-Z4 1,100 14,300 
Mar. 7 44 XKR1 460 7,360 
Mar. 24 51 SL500 1,850 12,950 
May 19 62 SL500 2,200 19,800 
June 12 7© XKR1 400 4,800 
Aug. 18 80 SL500 2,750 30,250 
Sept. 2 88 M-Z4 900 9,000 
Nov. 14 96 XKR1 540 4,320 
Dee. 12 102 SL500 2,350 32,900 


a. Develop a graph for each product (three graphs), with Job Number (in date order) on 
the horizontal axis and Unit Cost on the vertical axis. Use this information to determine 
Moss Manufacturing’s cost performance over time for the three products. 

b. <i What additional information would you require to investigate Moss Manufac- 
turing’s cost performance more precisely? 


E:i 19-16 Decision making with job order costs 

Lightner Trophies Inc. uses a job order cost system for determining the cost to manufacture 
award products (plaques and trophies). Among the company’s products is an engraved 
plaque that is awarded to participants who complete a training program at a local busi- 
ness. The company sells the plaque to the local business for $180 each. 
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OBJ. 4 


Vv b. Overapplied, 
$3,000 


Each plaque has a brass plate engraved with the name of the participant. Engrav- 
ing requires approximately 30 minutes per name. Improperly engraved names must be 
redone. The plate is screwed to a walnut backboard. This assembly takes approximately 
25 minutes per unit. Improper assembly must be redone using a new walnut backboard. 

During the first half of the year, the university had two separate executive education 
classes. The job cost sheets for the two separate jobs indicated the following information: 


Job 101 April 12 
Cost per Unit Units Job Cost 
Direct materials: 
Wood $30.00/unit 66 units $1,980.00 
Brass 25.00/unit 66 units 1,650.00 
Engraving labor 75.00/hr. 33 hrs. 2,475.00 
Assembly labor 50.00/hr. 27.5 hrs. 1,375.00 
Factory overhead 40.00/hr. 60.5 hrs. 2,420.00 
$9,900.00 
Plaques shipped + 66 
Cost per plaque $ 150.00 
Job 105 May 6 
Cost per Unit Units Job Cost 
Direct materials: 
Wood $30.00/unit 36 units $1,080.00 
Brass 25.00/unit 36 units 900.00 
Engraving labor 75.00/hr. 18 hrs. 1,350.00 
Assembly labor 50.00/hr. 15 hrs. 750.00 
Factory overhead 40.00/hr. 33 hrs. 1,320.00 
$5,400.00 
Plaques shipped + 30 
Cost per plaque $ 180.00 


a. Why did the cost per plaque increase from $150.00 to $180.00? 
b. What improvements would you recommend for Lightner Trophies Inc.? 


EX 19-17 Job order cost accounting entries for a service business 


The law firm of Yoo and Sachs accumulates costs associated with individual cases, using 
a job order cost system. The following transactions occurred during July: 


July 3. Charged 500 hours of professional (lawyer) time to the Liddy Co. breech of 
contract suit to prepare for the trial, at a rate of $150 per hour. 


9. Reimbursed travel costs to employees for depositions related to the Liddy 
case, $18,500. 


10. Charged 250 hours of professional time for the Liddy trial at a rate of $225 
per hour. 


15. Received invoice from consultants Mack and Corzine for $55,000 for expert 
testimony related to the Liddy trial. 


22. Applied office overhead at a rate of $60 per professional hour charged to the 
Liddy case. 


31. Paid secretarial and administrative salaries of $32,000 for the month. 
31. Used office supplies for the month, $10,000. 

31. Paid professional salaries of $126,000 for the month. 

31. Billed Liddy $365,000 for successful defense of the case. 


a. Provide the journal entries for each of the above transactions. 
b. How much office overhead is over- or underapplied? 


c. Determine the gross profit on the Liddy case, assuming that over- or underapplied 
office overhead is closed monthly to cost of services. 


OBJ.4 


¥ d. Dr. Cost of 
Services, $1,225,500 
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EX 19-18 Job order cost accounting entries for a service business 


The Pedersen Company provides advertising services for clients across the nation. The 
Pedersen Company is presently working on four projects, each for a different client. The 
Pedersen Company accumulates costs for each account (client) on the basis of both direct 
costs and allocated indirect costs. The direct costs include the charged time of profes- 
sional personnel and media purchases (air time and ad space). Overhead is allocated to 
each project as a percentage of media purchases. The predetermined overhead rate is 
60% of media purchases. 


On March 1, the four advertising projects had the following accumulated costs: 


March 1 Balances 


Hedge Bank $120,000 
Sullivan Airlines 36,000 
Tesley Hotels 84,000 
Wakelin Beverages 51,000 

$291,000 


During March, The Pedersen Company incurred the following direct labor and media 
purchase costs related to preparing advertising for each of the four accounts: 


Direct Labor Media Purchases 
Hedge Bank $ 84,000 $315,000 
Sullivan Airlines 37,500 277,500 
Tesley Hotels 165,000 202,500 
Wakelin Beverages 187,500 151,500 
Total $474,000 $946,500 


At the end of March, both the Hedge Bank and Sullivan Airlines campaigns were 
completed. The costs of completed campaigns are debited to the cost of services account. 
Journalize the summary entry to record each of the following for the month: 


Direct labor costs 
Media purchases 
Overhead applied 


aogs 


Completion of Hedge Bank and Sullivan Airlines campaigns 


PR 19-1A_ Entries for costs in a job order cost system 
GIA Co. uses a job order cost system. The following data summarize the operations re- 
lated to production for August: 


a. Materials purchased on account, $660,000. 

b. Materials requisitioned, $577,500, of which $73,500 was for general factory use. 
c. Factory labor used, $681,500, of which $95,500 was indirect. 
d 


_ Other costs incurred on account were for factory overhead, $154,320; selling expenses, 
$244,440; and administrative expenses, $152,250. 


e. Prepaid expenses expired for factory overhead were $30,450; for selling expenses, 
$25,830; and for administrative expenses, $18,690. 


f. Depreciation of office building was $88,200; of office equipment, $45,150; and of fac- 
tory equipment, $30,450. 

g. Factory overhead costs applied to jobs, $375,500. 

h. Jobs completed, $871,800. 

i. Cost of goods sold, $860,000. 


Instructions 
Journalize the entries to record the summarized operations. 
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OBJ. 2 PR19-2A_ Entries and schedules for unfinished jobs and completed jobs 
V¥ 3.Work in Process Sinatra Industries, Inc. uses a job order cost system. The following data summarize the 
balance, $30,698 operations related to production for June 2012, the first month of operations: 


a. Materials purchased on account, $32,760. 


eer, b. Materials requisitioned and factory labor used: 
Job Materials Factory Labor 
301 $3,290 $3,080 
302 4,025 4,160 
303 2,660 2,080 
304 9,030 7,640 
305 5,740 5,810 
306 4,170 3,710 
For general factory use 1,200 4,550 


c. Factory overhead costs incurred on account, $6,300. 
d. Depreciation of machinery and equipment, $2,200. 


e. The factory overhead rate is $58 per machine hour. Machine hours used: 


Job Machine Hours 
301 26 
302 38 
303 30 
304 80 
305 40 
306 26 
Total 240 


f. Jobs completed: 301, 302, 303, and 305. 


g. Jobs were shipped and customers were billed as follows: Job 301, $9,150; Job 302, 
$12,350; Job 303, $16,600. 


Instructions 
1. Journalize the entries to record the summarized operations. 
2. Post the appropriate entries to T accounts for Work in Process and Finished Goods, 


using the identifying letters as dates. Insert memo account balances as of the end of 
the month. 


3. Prepare a schedule of unfinished jobs to support the balance in the work in process 
account. 


4. Prepare a schedule of completed jobs on hand to support the balance in the finished 
goods account. 


PR 19-3A Job order cost sheet 
If the working papers correlating with the textbook are not used, omit Problem 19-3A. 


Carlin Furniture Company refinishes and reupholsters furniture. Carlin uses a job order cost 
system. When a prospective customer asks for a price quote on a job, the estimated cost 
data are inserted on an unnumbered job cost sheet. If the offer is accepted, a number is 
assigned to the job, and the costs incurred are recorded in the usual manner on the job 
cost sheet. After the job is completed, reasons for the variances between the estimated 
and actual costs are noted on the sheet. The data are then available to management in 
evaluating the efficiency of operations and in preparing quotes on future jobs. On July 6, 
2012, an estimate of $1,880.00 for reupholstering a sofa and loveseat was given to Justin 
Flannigan. The estimate was based on the following data: 


OBJ. 2 
V G. $350,500 
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Estimated direct materials: 


PONMereVstatis SOlpelipeterke satin teas, Lhe petaldre | $ 900.00 
Estimated direct labor: 

ZOOM AL S2ODEL MOU rns onsen c ee ee. AAR VE 560.00 
Estimated factory overhead (75% of direct labor cost) .............-. 420.00 
jorelestimated costsnthwmatnustents ec Ol. emer $1,880.00 
MaEkUi (30% Of PLOGUGHON COSTS)SE . c.ccces owes bose cod Sebel ex 564.00 
(OVaTeStiMate: sa enema EMO titel cen iaty Oh FF eae $2,444.00 


On July 10, the sofa and loveseat were picked up from the residence of Justin Flan- 
nigan, 310 Suzuki Drive, Lubbock, TX, with a commitment to return it on September 7. 
The job was completed on September 3. 

The related materials requisitions and time tickets are summarized as follows: 


Materials Requisition No. Description Amount 
310 15 meters at $30 $450 
312 19 meters at $30 570 
Time Ticket No. Description Amount 
H50 10 hours at $28 $280 
H55 14 hours at $28 392 


Instructions 


1. Complete that portion of the job order cost sheet that would be prepared when the 
estimate is given to the customer. 


2. <i Nssion number 12-211 to the job, record the costs incurred, and complete 
the job order cost sheet. Comment on the reasons for the variances between actual 
costs and estimated costs. For this purpose, assume that four meters of materials were 
spoiled, the factory overhead rate has been proved to be satisfactory, and an inexpe- 
rienced employee performed the work. 


PR19-4A Analyzing manufacturing cost accounts 

Long Board Company manufactures designer paddle boards in a wide variety of sizes 
and styles. The following incomplete ledger accounts refer to transactions that are sum- 
marized for May: 


Materials 
May 1. Balance 37500 | May 31 Requisitions (A) 
31 Purchases 150,000 


Work in Process 


May 31 Completed jobs 


May 1. Balance (B) 


31 Materials (C) 
31 Direct labor (D) 
31 Factory overhead applied (E) 
Finished Goods 
May 1. Balance 0 | May 31 Cost of goods sold (G) 
31 Completed jobs (F) 
Wages Payable 
May 31 Wages incurred 150,000 


Factory Overhead 


Balance May 31 Factory overhead applied (E) 
31 Indirect labor (H) 
31 Indirect materials 20,000 


31 Other overhead 120,000 
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OBJ. 2 


¥ 1. Income 
from operations, 
$2,030,000 


In addition, the following information is available: 


a. Materials and direct labor were applied to six jobs in May: 


Job No. Style Quantity Direct Materials Direct Labor 
16 A-100 250 $ 25,000 $ 18,750 
16 A-200 500 42,500 32,500 
17 A-500 250 17,500 10,000 
18 X-2 300 37,500 31,500 
19 A-400 220 27,500 22,000 
20 X-1 WS) 10,000 5,620 
Total 1,695 $160,000 $120,370 


b. Factory overhead is applied to each job at a rate of 150% of direct labor cost. 


c. The May 1 Work in Process balance consisted of two jobs, as follows: 


Work in Process, 


Job No. Style May 1 

Job 15 A-100 $ 7,500 
Job 16 A-200 20,000 
Total $27,500 


d. Customer jobs completed and units sold in May were as follows: 


Completed Units Sold 
Job No. Style in May in May 
15 A-100 X 200 
16 A-200 X 400 
/ A-500 0) 
18 X-2 X 260 
19 A-400 X 190 
20 X-1 0 


Instructions 


1. Determine the missing amounts associated with each letter. Provide supporting calcu- 
lations by completing a table with the following headings: 


May 1 Cost of 
Work in Direct Direct Factory Total Unit Units Goods 
Job No. Quantity Process Materials Labor Overhead Cost Cost Sold Sold 


2. Determine the May 31 balances for each of the inventory accounts and factory over- 
head. 


PR19-5A_ Flow of costs and income statement 


Kid Stuff Inc. is in the business of developing, promoting, and selling children’s videos. 
The company developed a new DVD video, called Jake the Sleepy Old Dog, on January 1, 
2012. For the first six months of 2012, the company spent $1,500,000 on a media campaign 
for Jake the Sleepy Old Dog and $650,000 in legal costs. The video production began on 
February 1, 2012. 

Kid Stuff uses a job order cost system to accumulate costs associated with a DVD 
video title. The unit direct materials cost for the video is: 


DVD video $1.00 
Case 1.50 
Story booklet and stuffed animal 3.50 


The production process is straightforward. First, the blank DVDs are brought to a 
production area where the video is copied onto a DVD. The copying machine requires 
one hour per 2,000 DVDs. 

After the DVDs are copied, they are brought to an assembly area where an employee 


packs the DVD in a case along with the story booklet and stuffed animal. The direct 
labor cost is $0.20 per unit. 
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The DVDs are sold to stores. Each store is given promotional materials, such as post- 
ers and aisle displays. Promotional materials cost $30 per store. In addition, shipping 
costs average $0.30 per DVD. 


Total completed production was 800,000 units during the year. Other information is 
as follows: 


Number of customers (stores) 50,000 
Number of DVDs sold 710,000 
Wholesale price (to store) per DVD $15 


Factory overhead cost is applied to jobs at the rate of $1,000 per copy machine 
hour after the vidoes are copied to the DVDs. There were an additional 15,000 copied 
DVDs, cases, story booklets, and stuffed animals waiting to be assembled on December 


31, 2012. 
Instructions 


1. Prepare an annual income statement for the Jake the Sleepy Old Dog video, including 
supporting calculations, from the information above. 


2. Determine the balances in the work in process and finished goods inventory for the 
Jake the Sleepy Old Dog video on December 31, 2012. 


Problems Series B 
ee a I ee ee 


“GENERAL 
2 LEDGER:* 


OBJ.2 


V 3. Work in Process 
balance, $90,722 


PR19-1B_ Entries for costs in a job order cost system 

Jester Company uses a job order cost system. The following data summarize the opera- 
tions related to production for September: 

a. Materials purchased on account, $550,000. 

b. Materials requisitioned, $485,000, of which $54,200 was for general factory use. 

c. Factory labor used, $540,000, of which $130,000 was indirect. 
d 


. Other costs incurred on account were for factory overhead, $175,000; selling expenses, 
$122,500; and administrative expenses, $79,000. 


e. Prepaid expenses expired for factory overhead were $17,500; for selling expenses, 
$20,300; and for administrative expenses, $11,900. 


f. Depreciation of factory equipment was $35,400; of office equipment, $44,200; and of 
store equipment, $10,650. 


g. Factory overhead costs applied to jobs, $385,000. 
h. Jobs completed, $1,350,000. 
i. Cost of goods sold, $1,325,000. 


Instruction 
Journalize the entries to record the summarized operations. 


PR19-2B_ Entries and schedules for unfinished jobs and completed jobs 


Krall Company uses a job order cost system. The following data summarize the operations 
related to production for June 2012, the first month of operations: 


a. Materials purchased on account, $105,000. 


b. Materials requisitioned and factory labor used: 


Job No. Materials Factory Labor 
101 $13,800 $13,875 
102 16,500 20,100 
103 9,600 10,000 
104 27,300 26,100 
105 12,900 11,100 
106 12,800 13,350 


For general factory use 6,150 14,400 
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c. Factory overhead costs incurred on account, $4,125. 
d. Depreciation of machinery and equipment, $2,800. 
e. The factory overhead rate is $38 per machine hour. Machine hours used: 


Job Machine Hours 
101 110 
102 114 
103 90 
104 170 
105 114 
106 124 
Total 722 


f. Jobs completed: 101, 102, 103, and 105. 


g. Jobs were shipped and customers were billed as follows: Job 101, $39,200; Job 102, 
$50,400; Job 105, $35,400. 


Instructions 

1. Journalize the entries to record the summarized operations. 

2. Post the appropriate entries to T accounts for Work in Process and Finished Goods, 
using the identifying letters as dates. Insert memo account balances as of the’ end of 
the month. 


3. Prepare a schedule of unfinished jobs to support the balance in the work in process 
account. 


4, Prepare a schedule of completed jobs on hand to support the balance in the finished 
goods account. 


OBJ. 2,3 PR 19-3B Job order cost sheet 
If the working papers correlating with the textbook are not used, omit Problem 19-3B. 


Tylee Furniture Company refinishes and reupholsters furniture. Tylee uses a job order cost 
system. When a prospective customer asks for a price quote on a job, the estimated cost 
data are inserted on an unnumbered job cost sheet. If the offer is accepted, a number is 
assigned to the job, and the costs incurred are recorded in the usual manner on the job 
cost sheet. After the job is completed, reasons for the variances between the estimated 
and actual costs are noted on the sheet. The data are then available to management in 
evaluating the efficiency of operations and in preparing quotes on future jobs. On April 
15, 2012, an estimate of $684.00 for reupholstering a sofa and a loveseat was given to 
Jeff Tomcszak. The estimate was based on the following data: 


Estimated direct materials: 


{isimetersatS TSiper Metetien ahaa. oo wats oo $ 324.00 
Estimated direct labor: 

IZINOUTSatS2.0: PERN OUI oy a1 naetnas. saree ee iar ee ee 240.00 
Estimated factory overhead (50% of direct labor cost)................ 120.00 
Totalestimatedreosts.s crit. «qrrarsaisiaeraraiets are alae ulieitisknr nea ean ee $ 684.00 
Marktpi(S0%sof prodUctiomcOsts) a... 7aremiieameriderrtrenirc eatery 342.00 
Total Estimatery tk coe sacs tase. wake eee areal oe Re Ieee eae $1,026.00 


On April 19, the sofa and loveseat were picked up from the residence of Jeff Tomeszak, 
202 Bimmer Road, Mooresville, NC, with a commitment to return them on May 22. The 
job was completed on May 20. 

The related materials requisitions and time tickets are summarized as follows: 


Materials Requisition No. Description Amount 
602 9 meters at $18 $162 
606 11 meters at $18 198 

Time Ticket No. Description Amount 
H9 8 hours at $19 $152 


H12 8 hours at $19 152 


OBJ. 2 
vV G. $329,400 
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Instructions 


ile Complete that portion of the job order cost sheet that would be prepared when the 
estimate is given to the customer. 


2. <iié?-—_z Nsion number 12-305 to the job, record the costs incurred, and complete 
the job order cost sheet. Comment on the reasons for the variances between actual 
costs and estimated costs. For this purpose, assume that two meters of materials were 
spoiled, the factory overhead rate has been proved to be satisfactory, and an inexpe- 
rienced employee performed the work. 


PR 19-4B Analyzing manufacturing cost accounts 


Jagger and Richards Company manufactures custom guitars in a wide variety of styles. 
The following incomplete ledger accounts refer to transactions that are summarized for 


October: 
Materials 
Oct. 1 Balance 48,000 | Oct. 31 Requisitions (A) 
31 Purchases 225,000 


Work in Process 


Oct. 1 Balance ) | Oct. 31. Completed jobs 
31 Materials (C) 
31 Direct labor (D) 
31 Factory overhead applied (E) 


Finished Goods 


Oct. 1 Balance 0 Octv3i 
31 Completed jobs (F) 


Cost of goods sold (G) 


Wages Payable 


Octest Wages incurred 


Factory Overhead 


Oct. 1 Balance NZACOO || Oce Si Factory overhead applied (E) 
31 Indirect labor (H) 
31. Indirect materials 7,000 
31 Other overhead 77,500 


In addition, the following information is available: 


a. Materials and direct labor were applied to six jobs in October: 


Job No. Style Quantity Direct Materials Direct Labor 
101 X-1 150 $ 37,500 $ 27,000 
102 X-3 WS 48,000 33,000 
103 X-2 225 60,000 50,000 
104 Sai 175 30,000 18,000 
105 S-2 300 54,000 30,000 
106 X-4 NS 30,000 14,000 
Total 1,175 $259,500 $172,000 


b. Factory overhead is applied to each job at a rate of 60% of direct labor cost. 


c. The October Work in Process balance consisted of two jobs, as follows: 


Work in Process, 


Job No. Style October 1 
Job 101 X-1 $12,000 
Job 102 X-3 21,000 


Total $33,000 
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OBJ. 2 


¥Y 1. Income 
from operations, 
$3,590,000 


d. Customer jobs completed and units sold in October were as follows: 


Completed Units Sold 


Job No. Style in October in October 
101 X-1 x 120 
102 X-3 X 165 
103 X-2 0 
104 S-1 X Zs 
105 5-2 X 240 
106 X-4 0 


Instructions 
1. Determine the missing amounts associated with each letter. Provide supporting calcu- 
lations by completing a table with the following headings: 


Oct. 1 Cost of 
Job Work in Direct Direct Factory Total Unit Units Goods 
No. Quantity Process Materials Labor Overhead Cost Cost Sold Sold 


2. Determine the October 31 balances for each of the inventory accounts and factory 
overhead. 


PR 19-5B_ Flow of costs and income statement 


Designer Software Inc. is a designer, manufacturer, and distributor of software for micro- 
computers. A new product, Design 2012, was released for production and distribution in 
early 2012. In January, $1,250,000 was spent on developing marketing and advertising 
materials. For the first six months of 2012, the company spent $1,200,000 promoting Design 
2012 in trade magazines. The product was ready for manufacture on January 21, 2012. 

Designer Software uses a job order cost system to accumulate costs associated with 
each software title. Direct materials unit costs are as follows: 


Blank CD $0.60 
Packaging 1.00 
Manual _6.40 
Total $8.00 


The actual production process for the software product is fairly straightforward. First, 
blank CDs are brought to a CD copying machine. The copying machine requires one hour 
per 2,500 CDs. 

After the program is copied onto the CD, the CD is brought to assembly, where as- 
sembly personnel pack the CD and manual for shipping. The direct labor cost for this 
work is $0.60 per unit. 

The completed packages are then sold to retail outlets through a sales force. The sales 
force is compensated by a 20% commission on the wholesale price for all sales. 

Total completed production was 250,000 units during the year. Other information is as follows: 


Number of software units sold in 2012 200,000 
Wholesale price per unit $50 


Factory overhead cost is applied to jobs at the rate of $3,000 per copy machine hour 
after the program is copied to the CDs. There were an additional 10,000 copied CDs, 
packaging, and manuals waiting to be assembled on December 31, 2012. 


Instructions 


1. Prepare an annual income statement for the Design 2012 product, including support- 
ing calculations, from the information above. 


2. Determine the balances in the finished goods and work in process inventory for the 
Design 2012 product on December 31, 2012. 


Cases & Projects 


EE ee 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 
a ese eSSsnadnnsnamnreese 


excel 
SUCCESS 


excel 


SUCCESS 


excel 


SUCCESS 
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SA 19-1 Calculation of predetermined overhead application rate 


California Custom Design, LLC, is a business that customizes motorcycles and automobiles 
according to the customers’ specifications. The company uses a job-order cost account- 
ing system. Factory overhead is applied to production on the basis of direct labor hours. 
Estimated overhead costs for the coming year amount to $860,000. The company expects 
to operate at 80% of capacity, utilizing 16,000 direct labor hours. 


a. Open the Excel file SA19-1_2e. 
b. Calculate the predetermined overhead application rate. 


c. When you have completed determining the overhead application rate, perform a “save 
as,” replacing the entire file name with the following: 


SA19-1_2e[your first name initial]_[your last name] 


SA 19-2 Calculation of predetermined overhead application rate 


Mendoza Home Builders, Inc., specializes in the construction of large family homes. The 
company applies overhead to each home it builds on the basis of the direct labor cost 
incurred on the job site. The budgeted total direct labor costs for the coming year amount 
to $5,000,000. A list of the budgeted overhead costs is presented below. 


Budgeted Overhead Costs 


Indirect labor—hourly workers $1,000,000 
Indirect labor—supervisor salaries 400,000 
Equipment repairs and maintenance 350,000 
Indirect materials 250,000 
Licenses, permits, and taxes 100,000 
Waste disposal 75,000 
Equipment depreciation 50,000 
Materials and equipment storage 20,000 
Small tools lost or broken 12,000 
Other miscellaneous overhead 43,000 


a. Open the Excel file SA19-2_2e. 
b. Calculate the predetermined overhead application rate for the coming year. 


c. When you have completed determining the overhead application rate, perform a “save 
as,” replacing the entire file name with the following: 


SA19-2_2ef[your first name initial]_[your last name] 


SA 19-3 Calculation of predetermined overhead application rate 

Sandstone Manufacturing Company operates three production facilities in the state of New 
Mexico. Because manufacturing operations are heavily automated, the company uses ma- 
chine hours as the factory overhead allocation base. The estimated annual overhead costs 
and the budgeted number of machine hours for each of these facilities are as follows: 


Manufacturing Facility 


Santa Fe Clovis Roswell 
Estimated annual factory overhead cost $1,670,000 $1,394,000 $1,200,000 
Estimated total machine hours 1,000,000 820,000 750,000 


Calculate the predetermined factory overhead application rates that would be used in 
each of these manufacturing plants during the coming year. 


a. Open the Excel file SA19-3_2e. 
b. Calculate the predetermined overhead rate for the coming year for each manufacturing plant. 


c. When you have completed determining the overhead application rate, perform a “save 
as,” replacing the entire file name with the following: 


SA19-3_2e/your first name initial]_[your last name] 
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-). ICE CREAM 


pS 


Dreyer's Grand Ice Cream, Inc. 


| n making ice cream, an electric ice cream maker is used to mix 
ingredients, which include milk, cream, sugar, and flavoring. 
After the ingredients are added, the mixer is packed with ice and 
salt to cool the ingredients, and it is then turned on. 

After mixing for half of the required time, would you have ice 
cream? Of course not, because the ice cream needs to mix longer 
to freeze. Now, assume that you ask the question: 


What costs have | incurred so far in making ice cream? 


The answer to this question requires knowing the cost of 
the ingredients and electricity. The ingredients are added at the 
beginning; thus, all the ingredient costs have been incurred. 
Since the mixing is only half complete, only 50% of the electricity 
costs has been incurred. Therefore, the answer to the preceding 


question is: 


All the materials costs and half the electricity costs have been 
incurred. 

These same cost oe ae to ae ice cream pro- 
cesses like those of Dreyer’s Gra alr , Manufac- 
turer of Haagen-Dazs°®, Edys® Dreyer's®, and Nestle® ice cream. 
Dreyer's mixes ingredients in 3,000-gallon vats in much the 
same way you would with an electric ice cream maker. Dreyer's 
also records the costs of the ingredients, labor, and factory 
overhead used in making ice cream. These costs are used by 
managers for decisions such as setting prices and improving 
operations. 

This chapter describes and illustrates process cost systems 
that are used by manufacturers such as Dreyer's. In addition, the 
use of cost of production reports in decision making is described. 
Finally, just-in-time cost systems are discussed. 


Learning Objectives 
. After studying this chapter, you should be able to: Example Exercises 
Describe process cost systems. 
Process Cost Systems 


Comparing Job Order and Process Cost Systems 
Cost Flows for a Process Manufacturer 


Prepare a cost of production report. 
Cost of Production Report 
Step 1: Determine the Units to Be Assigned Costs EE 20-2 921 
Step 2: Compute Equivalent Units of Production EE 20-3, 20-4 excel 922,925 
Step 3: Determine the Cost per Equivalent Unit EE 20-5 success 926 
Step 4: Allocate Costs to Units Transferred Out and Partially Completed Units EE 20-6 extel 929 
Preparing the Cost of Production Report SUCCESS 


Journalize entries for transactions using a process cost system. 
Journal Entries for a Process Cost System 


Describe and illustrate the use of cost of production reports for 
decision making. 
Using the Cost of Production Report for Decision Making 
Frozen Delight 
Holland Beverage Company 
Yield 


Compare just-in-time processing with traditional manufacturing 
processing. 
Just-in-Time Processing 
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process cost 


ps A process manufacturer produces products that are indistinguishable from each 


other using a continuous production process. For example, an oil refinery processes 
crude oil through a series of steps to produce a barrel of gasoline. One barrel of 
gasoline, the product, cannot be distinguished from another barrel. Other examples 
of process manufacturers include paper producers, chemical processors, aluminum 
smelters, and food processors. 

The cost accounting system used by process manufacturers is called the process 
cost system. A process cost system records product costs for each manufacturing 
department or process. 

In contrast, a job order manufacturer produces custom products for customers or 
batches of similar products. For example, a custom printer produces wedding invita- 
tions, graduation announcements, or other special print items that are tailored to the 
specifications of each customer. Each item manufactured is unique to itself. Other 
examples of job order manufacturers include furniture manufacturers, shipbuilders, 
and home builders. 

As described and illustrated in Chapter 19, the cost accounting system used by 
job order manufacturers is called the job order cost system. A job order cost system 
records product cost for each job using job cost sheets. 

Some examples of process and job order manufacturers are shown on the next 
page. 
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Process Manufacturers Job Order Manufacturers 
Company Product Company Product 
Pepsi soft drinks Walt Disney movies 
Alcoa aluminum Nike, Inc. athletic shoes 
Intel computer chip Nicklaus Design golf courses 
Apple iPhone Heritage Log Homes log homes 
Hershey Foods chocolate bars DDB Advertising Agency advertising 


Comparing Job Order and Process Cost Systems 


Process and job order cost systems are similar in that each system: 


1. Records and summarizes product costs. 

2. Classifies product costs as direct materials, direct labor, and factory overhead. 

3. Allocates factory overhead costs to products. 

4. Uses perpetual inventory system for materials, work in process, and finished goods. 
5. Provides useful product cost information for decision making. 


Process and job costing systems are different in several ways. As a basis for 
illustrating these differences, the cost systems for Frozen Delight and Legend Guitars 
are used. 


See See 


ON BEING GREEN 


Building a world with environmentally sustainable re- Double investment in R&D programs with direct and 
sources is one of the largest challenges of today’s corpo- quantifiable environmental benefits. 

rate community. E.I. du Pont de Nemours and Company Grow annual revenues by $2 billion from products that 
(DuPont) states: As a science company, (we have) the ex- reduce greenhouse emissions. 


perience and expertise to put our science to work in ways Double revenues from nondepletable resources to at least 
that can design in—at the early stages of product devel- $8 billion. 

opment—attributes that help protect or enhance human Reduce greenhouse gas emissions from its processing 
health, safety, and the environment. As a result, DuPont facilities by 15%. 

has developed a set of product and manufacturing related Reduce air carcinogens from its processing facilities 
goals for the year 2015. by 50%. 


Source: DuPont Web site. 


Exhibit 1 illustrates the process cost system for Frozen Delight, an ice cream 
manufacturer. As a basis for comparison, Exhibit 1 also illustrates the job order cost 
system for Legend Guitars, a custom guitar manufacturer. Legend Guitars was de- 
scribed and illustrated in Chapters 18 and 19. 

Exhibit 1 indicates that Frozen Delight manufactures ice cream using two departments: 


1. Mixing Department mixes the ingredients using large vats. 
2. Packaging Department puts the ice cream into cartons for shipping to customers. 


Since each gallon of ice cream is similar, product costs are recorded in each 
department’s work in process account. As shown in Exhibit 1, Frozen Delight ac- 
cumulates (records) the cost of making ice cream in work in process accounts for 
the Mixing and Packag.nag departments. The product costs of making a gallon of ice 
cream include: 

1. Direct materials cost, which include milk, cream, sugar, and packing cartons. All mate- 
rials costs are added at the beginning of the process for both the Mixing Department 
and the Packaging Department. 
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Direct 


materials 


Factory 
overhead 


Work in Process | 
Account | 
Direct materials [XXX] __| 
Directlabor __|XXX|_} 
! y overhead 


Work in Process 
Account 


Direct Direct 


) ackagin 
labor labor ae ple em 


Factory Factory Direct 
overhead overhead materials .; 


Maya series guitars 


3 Job Cost Sheet 72 

"| American series guitars 

|__| Direct labor [XXX] 
| Factoocoverhead 1XXXx! | 

Job Cost Sheet 71} 

| _Jazzseries guitars | 

_ Direct materials 

Direct labor 


Finished goods 


{LTT TT Be 
GRGREGRRE 


2. Direct labor cost, which is incurred by employees in each department who run the 
equipment and load and unload product. 


3. Factory overhead costs, which include the utility costs (power) and depreciation on 
the equipment. 


When the Mixing Department completes the mixing process, its product costs are 
transferred to the Packaging Department. When the Packaging Department completes 
its process, the product costs are transferred to Finished Goods. In this way, the 
cost of the product (a gallon of ice cream) accumulates across the entire production 
process. 

In contrast, Exhibit 1 shows that Legend Guitars accumulates (records) product 
costs by jobs using a job cost sheet for each type of guitar. Thus, Legend Guitars 
uses just one work in process account. As each job is completed, its product costs 
are transferred to Finished Goods. 

In a job order cost system, the work in process at the end of the period is the 
sum of the job cost sheets for partially completed jobs. In a process cost system, the 


work in process at the end of the period is the sum of the costs remaining in each 
department account at the end of the period. 
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Example Exercise 20-1 


Which of the following industries would normally use 


process costing systems? job order costing systems, and which would normally use 


: 

Home construction Computer chips | 

Beverages Cookies 

Military aircraft Video game design and production 

Follow My Example 20-1 | 
aes 
Home construction Job order 

Beverages Process 

Military aircraft Job order | 

Computer chips Process : 

Cookies Process 

Video game design and production — Job order | 


Practice Exercises: PE 20-1A, PE 20-1B 


Cost Flows for a Process Manufacturer 4 


Exhibit 2 illustrates the physical flow of materials for Frozen Delight. Ice cream is & 
made in a manufacturing plant in much the same way you would make it at home, aserhe Coticcan 
except on a larger scale. be as high as 70% 
In the Mixing Department, direct materials in the form of milk, cream, and sugar of the total product 
are placed into a vat. An employee (direct labor) fills each vat, sets the cooling ©°StS for many process 
temperature, and sets the mix speed. The vat is cooled (refrigerated) as the direct manufsctic 
materials are being mixed by agitators (paddles). Factory overhead is incurred in the 
form of power (electricity) to run the vat and vat (equipment) depreciation. 
In the Packaging Department, the ice cream is received from the Mixing Depart- 
ment in a form ready for packaging. The Packaging Department uses direct labor 
and factory overhead (conversion costs) to package the ice cream into one-gallon 
containers (direct materials). The ice cream is then transferred to finished goods 
where it is frozen and stored in refrigerators prior to shipment to customers (stores). 


hin Hes Reh 
aves eps a Gamers 


. Process Manufacturer - 


EXHIBIT 2_ 


Physical Flows for 


Material Mixing Packaging Finished Goods 
Department Department Inventory 


The cost flows in a process cost accounting system are similar to the physical 
flow of materials described above. The cost flows for Frozen Delight are illustrated 


in Exhibit 3 (on page 919) as follows: 


a. The cost of materials purchased is recorded in the materials account. 


b. The cost of direct materials used by the Mixing and Packaging departments is recorded 
in the work in process accounts for each department. 
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c. The cost of direct labor used by the Mixing and Packaging departments is recorded 
in work in process accounts for each department. 

d. The cost of factory overhead incurred for indirect materials and other factory overhead 
such as depreciation is recorded in the factory overhead accounts for each depart- 
ment. 

e. The factory overhead incurred in the Mixing and Packaging departments is applied 
to the work in process accounts for each department. 

f. The cost of units completed in the Mixing Department is transferred to the Packaging 
Department. 

g. The cost of units completed in the Packaging Department is transferred to Finished 
Goods. 

h. The cost of units sold is transferred to Cost of Goods Sold. 


As shown in Exhibit 3, the Mixing and Packaging departments have separate 
factory overhead accounts. The factory overhead costs incurred for indirect materials, 
depreciation, and other overhead are debited to each department’s factory overhead 
account. The overhead is applied to work in process by debiting each department’s 
work in process account and crediting the department’s factory overhead account. 

Exhibit 3 illustrates how the Mixing and Packaging departments have separate 
work in process accounts. Each work in process account is debited for the direct 
materials, direct labor, and applied factory overhead. In addition, the work in process 
account for the Packaging Department is debited for the cost of the units transferred 
in from the Mixing Department. Each work in process account is credited for the 
cost of the units transferred to the next department. 

Lastly, Exhibit 3 shows that the finished goods account is debited for the cost of the 
units transferred from the Packaging Department. The finished goods account is cred- 
ited for the cost of the units sold, which is debited to the cost of goods sold account. 


FRIDGE PACK could be stored in the refrigerator it would result in more 
cans being consumed, and hence more overall sales. 


Go to any food store and you will see beverage cans sold in The fridge pack was first adopted by Coca-Cola Australia, 


popular 12-can fridge packs. The fridge pack was introduced where they saw an instant increase in sales as Alcoa pre- 
to the soft drink industry in 1998 by Alcoa Inc. dicted. As a result, the remaining soft beverage industry 

The fridge pack story began when Alcoa was looking quickly adopted the package design. Miller Brewing in- 
for ways to sell more aluminum can sheet, one of its major troduced the fridge pack for beer in 2004. The fridge pack 
products. After extensive market research, Alcoa thought is an excellent example of a process manufacturer, like 
of a fiberboard package design that would make it easier Alcoa, creating innovations to benefit their customers (and 
for consumers to store canned beverages in a refrigerator themselves). 


by taking up the “dead space.” Alcoa believed if more cans 


Source: Alcoa Recycling Company, “Fridge Vendor: A Cool Idea that Is Paying Off,” Web site, 2010. 


ra Prepareacot COSt Of Production Report 


of production 


rt. : 
i In a process cost system, the cost of units transferred out of each processing department 


must be determined along with the cost of any partially completed units remaining in 
the department. The report that summarizes these costs is a cost of production report. 

The cost of production report summarizes the production and cost data for a 
department as follows: 


1. The units the department is accountable for and the disposition of those units. 


2. The product costs incurred by the department and the allocation of those costs be- 
tween completed (transferred out) and partially completed units. 
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A cost of production report is prepared using the following four steps: 


Step 1. Determine the units to be assigned costs. 

Step 2. Compute equivalent units of production. 

Step 3. Determine the cost per equivalent unit. 

Step 4. Allocate costs to units transferred out and partially completed units. 


Preparing a cost of production report requires making a cost flow assumption. 
Like merchandise inventory, costs can be assumed to flow through the manufactur- 
ing process using the first-in, first-out (FIFO), last in, first-out (LIFO), or average cost 
methods. Because the first-in, first-out (FIFO) method is often the same as the 
physical flow of units, the FIFO method is used in this chapter." 

To illustrate, a cost of production report for the Mixing Department of Frozen De- 
light for July 2012 is prepared. The July data for the Mixing Department are as follows: 


Inventory in process, July 1, 5,000 gallons: 


Directinatenialsicostsfior5;O00igalhonrsia srs merit i er ners $5,000 

Conversion costs, for 5,000 gallons, 70% completed......... 1,225 

Total inventory iniprocess, JULY) leew rapes cteetenel= ek tnteaae.) aretcleee Sh6225 
Direct materials cost for July, 60,000 gallons .................- 66,000 
Directlaboncost for JuUlys., eo s.ce =e eee tate eter nant on eon taney s oon 10,500 
Factory overheadsapplied for Julyice. tect. ae oes ots shinee T2735 

otal production costs to accounnitfOn <r. eee ee te ete $90,000 
Gallons transferred to Packaging in July (includes a 

units in process on July 1), 62,000 gallons .................. ? 
Inventory in process, July 31, 3,000 gallons, 

25% completed as to conversion COStS ............e eee eee ? 


By preparing a cost of production report, the cost of the gallons transferred to 
the Packaging Department in July and the ending work in process inventory in the 
Mixing Department is determined. These amounts are indicated by question marks (?). 


Step 1: Determine the Units to Be Assigned Costs 


The first step is to determine the units to be assigned costs. A unit can be any mea- 
sure of completed production, such as tons, gallons, pounds, barrels, or cases. For 
Frozen Delight, a unit is a gallon of ice cream. 

The Mixing Department is accountable for 65,000 gallons of direct materials dur- 
ing July, as shown below. 


Total units (gallons) charged to production: 


In process, July 1 5,000 gallons 
Received from materials storage 60,000 
Total units (gallons) accounted for 65,000 gallons 


For July, the following three groups of units (gallons) are assigned costs: 


Group 1. Units (gallons) in beginning work in process inventory on July 1. 
Group 2. Units (gallons) started and completed during July. 
Group 3. Units (gallons) in ending work in process inventory on July 31. 


Exhibit 4 illustrates these groups of units (gallons) in the Mixing Department for 
July. The 5,000 gallons of beginning inventory were completed and transferred to the 
Packaging Department. During July, 60,000 gallons of material were started (entered 
into mixing). Of the 60,000 gallons started in July, 3,000 gallons were incomplete on 
July 31. Thus, 57,000 gallons (60,000 — 3,000) were started and completed in July. 

The total units (gallons) to be assigned costs for July are summarized below. 


Group 1___ Inventory in process, July 1, completed in July 5,000 gallons 
Group 2 Started and completed in July 57,000 
Transferred out to the Packaging Department in July 62,000 gallons 
Group 3 Inventory in process, July 31 3,000 
Total units (gallons) to be assigned costs 65,000 gallons 


1 The average cost method is illustrated in an appendix to this chapter, 
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The total gallons to be assigned costs (65,000) equal the total gallons accounted 
for (65,000) by the Mixing Department. 


oEvATeTT ee 
July Units to Be 


Costed—Mixing 
Department 


57. 000 Gallons 

ee 
Started and 

MERRELE: SPOTS CEE MEIER SEER ee ES 


“5 000 « Galen Completed 


_ Beginning Inventory in July 


Group 2 
65,000 Gallons to Be Assigned Costs 


Example Exercise 20-2 


S| 


Rocky Springs Beverage Company has two departments, Blending and Bottling. The Bottling Department received 
57,000 liters from the Blending Department. During the period, the Bottling Department completed 58,000 liters, 
including 4,000 liters of work in process at the beginning of the period. The ending work in process was 3,000 liters. 
How many liters were started and completed during the period? 


Follow My Example 20-2 


54,000 liters started and completed (58,000 completed — 4,000 beginning WIP), or (57,000 started — 3,000 WIP) 


wes a duiviae'6 pelea ow w/elele cies ule eisle @ aie alu 60 oid) swiss lle om: 0\b\w cieiend\s aja\e el[s) a \eisi\a)'e) 0/8! viele sila a ¥i8)/€)9)'9ip\ elle 8is! ole ie ie) die bis) #0 ee jelieneid/e) 6.6 0! sells, Sie; Wiele\misie sie .e\9) slisiv\e-0)0)4 0 so hele |e 6.90 eieu/@. pie 9.40 0146-65) 4)¥ bin eis a-e18 


= : Practice Exercises: PE 20-2A, PE 20-2B ; 


Step 2: Compute Equivalent Units of Production 


Whole units are the number of units in production during a period, whether com- 
pleted or not. Equivalent units of production are the portion of whole units that 
are complete with respect to materials or conversion (direct labor and factory over- 
head) costs. 

To illustrate, assume that a 1,000-gallon batch (vat) of ice cream is only 40% com- 
plete in the mixing process on May 31. Thus, the batch is only 40% complete as to 
conversion costs such as power. In this case, the whole units and equivalent units 
of production are as follows: 


Whole Units Equivalent Units 
Materials costs 1,000 gallons 1,000 gallons 
Conversion costs 1,000 gallons 400 gallons (1,000 x 40%) 


Since the materials costs are all added at the beginning of the process, the materi- 
als costs are 100% complete for the 1,000-gallon batch of ice cream. Thus, the whole 
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units and equivalent units for materials costs are 1,000 gallons. However, since the 
batch is only 40% complete as to conversion costs, the equivalent units for conver- 
sion costs are 400 gallons. 

Equivalent units for materials and conversion costs are usually determined sepa- 
rately as shown earlier. This is because materials and conversion costs normally 
enter production at different times and rates. In contrast, direct labor and factory 
overhead normally enter production at the same time and rate. For this reason, 
direct labor and factory overhead are combined as conversion costs in computing 
equivalent units. 


Materials Equivalent Units To compute equivalent units for materials, it is neces- 
sary to know how materials are added during the manufacturing process. In the case of 
Frozen Delight, all the materials are added at the beginning of the mixing process. Thus, 
the equivalent units for materials in July are computed as follows: 


Percent Equivalent 
Total Materials Units for 


Whole Added Direct 
Units in July Materials 
Group 1 —“Invehtoryin process, JUIY 1) yee eae tees = -cicletele eter elas 5,000 0% 0 
Group 2~ Started and completed in July 
(62;000.=-5,000) cemreesrnneanes rare as «acount 57,000 100% 57,000 
Transferred out to Packaging 
Department in Julie waeaetone.s em. eats 62,000 — 57,000 
Groupi3 “Inventoryiniprocess; July 311) pase crysecrae tl entire res 3,000 100% 3,000 
Total gallons to be assigned cost ...............08. 65,000 60,000 


As shown above, the whole units for the three groups of units determined in 
Step 1 are listed in the first column. The percent of materials added in July is then 
listed. The equivalent units are determined by multiplying the whole units by the 
percent of materials added. 

To illustrate, the July 1 inventory (Group 1) has 5,000 gallons of whole units, 
which are complete as to materials. That is, all the direct materials for the 5,000 gal- 
lons in process on July 1 were added in June. Thus, the percent of materials added 
in July is zero, and the equivalent units added in July are zero. 

The 57,000 gallons started and completed in July (Group 2) are 100% complete as 
to materials. Thus, the equivalent units for the gallons started and completed in July 
are 57,000 (57,000 x 100%) gallons. Therefore, the equivalent units for the inventory 
in process on July 31 are 3,000 (3,000 X 100%) gallons. The 3,000 gallons in process 
on July 31 (Group 3) are also 100% complete as to materials since all materials are 
added at the beginning of the process. 


Example Exercise 20-3 


The Bottling Department of Rocky Springs Beverage Company had 4,000 liters in beginning work in process 
inventory (30% complete). During the period, 58,000 liters were completed. The ending work in process inventory 
m was 3,000 liters (60% complete). What are the total equivalent units for direct materials if materials are added at 
_ the beginning of the process? 


STEREOS Ne RET oH TTR yee ee eeepc cee fee ete eet et oe FEET 


crime age eer trea PETE Re eet een p 


(continued) 
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| Follow My Example 20-3 - 
Total equivalent units for direct materials is 57,000, computed as follows: 
a es Percent Equivalent 
/ Total Materials Units for ' 
1 _ Whole Added Direct os | 
aoe Units in Period Materials | 
| Inventory in process, beginning of period . 4,000 10% 0 pe i 
Started and completed during the period 54,000* 100% 54,000 
| Transferred out of Bottling (completed) = = 58,000 = 54,000 | 
Inventory in process, end of period 3,000 100% | 3,000 
_ Total units to be assigned costs ee Ol OOO. a 57,000 
--*(58,000-4,000) : : 
SO ee tp ee cee Os Ve : 


- Practice Exercises: PE 20-3A, PE 20-3B 


The equivalent units for direct materials are summarized in Exhibit 5. 


EXHIBIT 5 Direct Materials Equivalent Units | 


Group 1 Group 2 Group 3 
5,000 gallons beginning 57,000 gallons started 3,000 gallons 
inventory and completed ending inventory 


No materials 


Equivalent equivalent 
MONEE NE EEE ABODE ILE AEE units added 
Units of . to beginning 
MES. C RE CORR inventory 
Materials 4 Equivalent for August 


Units of 
100% materials Materials 
added in June; thus, ME Nes NC tee Does ene: 
no materials equivalent Equivalent Units 
units added to beginning a 1 us vance seman Wana tia 


inventory for July of Materials 


100% materials 100% materials 
added in July added in July 


60,000 Total Equivalent Units of Materials Cost in July 


Conversion Equivalent Units To compute equivalent units for conversion costs, it is 
necessary to know how direct labor and factory overhead enter the manufacturing process. 
Direct labor, utilities, and equipment depreciation are often incurred uniformly during pro- 
cessing. For this reason, it is assumed that Frozen Delight incurs conversion costs evenly 
throughout its manufacturing process. Thus, the equivalent units for conversion costs in 


July are computed as follows: 
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Percent 
Total Conversion Equivalent 
Whole Completed Units for 
Units in July Conversion 
Group 1 Inventory in process, July 1 
Ao melolnn\ ello) anes pbebonnboconosodbeanrouse 5,000 30% 1,500 
Group 2 Started and completed in July 
(6200035000) Raaceerec couse aersieriret 57,000 100% 57,000 
Transferred out to Packaging 
Department UlV eee cere etre elles 62,000 — 58,500 
Group 3 __ Inventory in process, July 31 
(259o,completed) eee. cen scruetei cts siesta sacle 3,000 25% 750 
Total gallons to be assigned cost ............... 65,000 59,250 


As shown above, the whole units for the three groups of units determined in 
Step 1 are listed in the first column. The percent of conversion costs added in July 
is then listed. The equivalent units are determined by multiplying the whole units 
by the percent of conversion costs added. 

To illustrate, the July 1 inventory has 5,000 gallons of whole units (Group 1), 
which are 70% complete as to conversion costs. During July, the remaining 30% 
(100% -— 70%) of conversion costs was added. Therefore, the equivalent units of 
conversion costs added in July are 1,500 (5,000 x 30%) gallons. 

The 57,000 gallons started and completed in July (Group 2) are 100% complete 
as to conversion costs. Thus, the equivalent units of conversion costs for the gallons 
started and completed in July are 57,000 (57,000 < 100%) gallons. 

The 3,000 gallons in process on July 31 (Group 3) are 25% complete as to conver- 
sion costs. Hence, the equivalent units for the inventory in process on July 31 are 
750 (3,000 X 25%) gallons. 

The equivalent units for conversion costs are summarized in Exhibit 6. 


pati icegonY Canteen 


EXHIBIT 6 — Conversion Equivalent Units _ 


Group 1 Group 2 Group 3 


5,000 gallons beginning inventory 57,000 gallons started =~—- 3,000 gallons ending inventory 
and completed 


LOS oe oe 
Ke > 


Equivalent 
RRO: MeN sec 


3,500 
CORBBUES: eRe meee Tieameness eat 
Equivalent Units 
SURO RE SES ONT i 


70% completed 30% completed 4 
for conversion for conversion 


in June in July 100% com iii isla 
pleted 0 
| Pasi tna 25% completed 75% to be 
‘nuty for conversion completed 
in July for conversion 
in August 


59,250 Total Equivalent Units of Conversion Costs in July 
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Example Exercise 20-4 _ 


had 4 ae liters in beginning work in process inventory 
The endin J We rk j in process inventory was 3,000 liters 


Follow My Example 20-4 


Step 3: Determine the Cost per Equivalent Unit 


The next step in preparing the cost of production report is to compute the cost per 
equivalent unit for direct materials and conversion costs. The cost per equivalent 
unit for direct materials and conversion costs is computed as follows: 


Total Direct Materials Cost for the Period 


Direct Materials Cost per Equivalent Unit = ; : 
Total Equivalent Units of Direct Materials 


Total Conversion Costs for the Period 


GonversionGost perequivalente U inition ee cc 
Total Equivalent Units of Conversion Costs 


The July direct materials and conversion cost equivalent units for Frozen Delight’s 
Mixing Department from Step 2 are shown below. 
Equivalent Units 


Direct Materials Conversion 
ee eee ee ee ea eae 


Group1_—_ Inventory in process, JUly 1 ......- sees essen eee e eee e teen ees 0 1,500 
Group 2 Started and completed in July (62,000 — 5,000) .......... sags 57,000 57,000 
Transferred out to Packaging Department in July ....... 57,000 58,500 
Group 3 Inventory in process, al ecsilleee terry vets ronsts xs orolelent gatavttee. are, 3,000 750 
Total gallons to be assigned Cost ..........seene eee aee ig 60,000 59,250 


The direct materials and conversion costs incurred by Frozen Delight in July are 
as follows: 


DIFEGhnatenldlSsantid vaca cre ere vrelerere aa bpd wpe te nets COR SORA ERNG devas : $66,000 
Conversion costs: 

Direct labor........ _. Sane nae Pisin eae sation ile $10,500 

Factory overhead ...... ieee pong eceee PR edith Fart ot WU WLS 


Total product costs incurred in July...... STEIN RN: $83,775 
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The direct materials and conversion costs per equivalent unit are $1.10 and $0.30 per 
gallon, computed as follows: 


Total Direct Materials Cost for the Period 


Direct Materials Cost per Equivalent Unit = : ; = 
rane Total Equivalent Units of Direct Materials 


$66,000 
Direct Materials Cost per Equivalent Unit = ———————— = $1.10 per gallon 
60,000 gallons 


Total Conversion Costs for the Period 


Conversion Cost per Equivalent Unit = : : 
Po Total Equivalent Units of Conversion Costs 


SIS 
Conversion Cost per Equivalent Unit = ———————— = $0.30 per gallon 


59,250 gallons 
The preceding costs per equivalent unit are used in Step 4 to allocate the 
direct materials and conversion costs to the completed and partially completed 
units. 


! The cost per equivalent unit can be determined using a spreadsheet 
eace as follows: 


SUCCESS fae 


Inventory in process, July 1 

Started and completed in July 
Transferred out to Packaging 

Inventory in process, July 31 

Total gallons to be assigned cost 


=B5+B6 '=C5+C6.—id« 


Direct Materials | Conversion 
$ 66,000 | $ 17,775) 


Direct Materials 


Conversion 
} | Cost per Equivalent Unit ©: =B10/B7 =C10/C7 <—"d: 
per gallon per gallon 
a. Arrange the equivalent units and cost information in two columns, one for direct 


materials and one for conversion. Doing so will facilitate copying the cost per 
equivalent unit formula in step d. 


b. Insert the appropriate sum formulas to compute the totals and subtotals of the 
equivalent units. 

c: Insert in cell B13 a formula that divides the direct materials costs by the total 
gallons to be assigned. 

d. Copy this formula to C13 to determine the cost per equivalent unit of conversion. 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 20-5 


The cost of direct materials transferred into the Bottling Department of Rocky Springs Beverage Company is $22,800. 
The conversion cost for the period in the Bottling Department is $8,790. The total equivalent units for direct materials 
and conversion are 57,000 liters and 58,600 liters, respectively. Determine the direct materials and conversion costs per 
equivalent unit. 
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; Geen $22,800 
Direct Materials Cost per Equivalent Unit = —————— = $0.40 per liter 
57,000 liters 


$8,790 
58,600 liters 


Conversion Cost per Equivalent Unit = = $0.15 per liter 


2 [sd ie)i8oie ein\s!4)e\s ee eiw-bo 0.) 0.6 a/'0.0:010 6/0 Scie) p e's e.e 6 0.0 a sia ojs.eve (ore 8 
a ea a octane reat ates ea eee aed acces Sane) Pons SSS) Bc bra Sl aya \ exe ieiel(e/sas saya, ey Aie|,si a9 wea) aie) tbreUnl(ay ajo eiin/ 4 (alia) 6s,1/¥),otiei's\(e vp) aical'aia'ie a iaive) arin lelle lm bila'|s\/si\alim|io(e) al/altal entel-end lett reek ede a taive naire ra lve laseite ea tal aia e atta omens atallemeiisraiice tieeoavl de 


Step 4: Allocate Costs to Units Transferred 
Out and Partially Completed Units 


Product costs must be allocated to the units transferred out and the partially completed 
units on hand at the end of the period. The product costs are allocated using the costs 
per equivalent unit for materials and conversion costs that were computed in Step 3. 

The total production costs to be assigned for Frozen Delight in July are $90,000 


as shown below and on page 920. 


Inventory in process, July 1, 5,000 gallons: 


Direchimarentalsicoseron 5 O00lGallOMnSm. carcass 25 coiscrecceines Rel oeniee $ 5,000 
Conversion costs, for 5,000 gallons, 70% completed..................0-08- 1,225 
MOtaliinventonyin- process! July 1». 2. ..naeeeeiinne oats kates telat. Wo aegde os $ 6,225 
Direct materials cost for July, 60,000 gallons.......... cece cece eee ence eee ees 66,000 
Direchia PON COStION JUV matings peices sissies se aes eeiaeies ee clases A hoes 10,500 
FACtOnY OVENMeaG a PUEGTONIUIV crreaie sect vieieote cetera sia ereteste silo ee « aisrelebotals UPS 
TotaliorodUction GOSts tO/;aCCOUME LON mage a jetpack ceexerays tere ts wrerarerayel eke ate 5 suaresorore's $90,000 


The units to be assigned these costs are shown below. The costs to be assigned 
these units are indicated by question marks (?). 


Units Total Cost 
Group 1 Inventory in process, July 1, completed in July........ 5,000 gallons ? 
Group 2 Started and completed in July .............. cee ceca 57,000 ? 
Transferred out to the Packaging 
Sa tIMREM CHM UY cctricnctsievesslois oiale'e ei stele sielsiclele cies 62,000 gallons ? 
Group 3 MAVENCORVAMNPOGESS, JUIV ST oo. oiesccsvesiecienscine sss 3,000 ? 
WOK lhc Me cee ne ninraecen nik at ea ERIS iri ia ea cari 65,000 gallons $90,000 


Group 1: Inventory in Process on July 1 The 5,000 gallons of inventory in process 
on July 1 (Group 1) were completed and transferred out to the Packaging Department in 
July. The cost of these units of $6,675 is determined as follows: 


Direct Materials Conversion Total 
Costs Costs Costs 
= hie Tae ane ee i ee eee ee ee ETT Str anerara 
Inventory in process, July 1 balance ...........+++++++- $6,225 
Equivalent units for completing the 
July 1 in-process iNVeNntOry .....-.. esse eee ener ees 0 1,500 
Cost per equivalent UNit ...... 6... eee e eee e renee eee x $1.10 x $0.30 
Cost of completed July 1 in-process inventory........ 0 $450 450 


Cost of July 1 in-process inven’ ory 
transferred to Packaging Department ..........-. $6,675 
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As shown above, $6,225 of the cost of the July 1 in-process inventory of 5,000 
gallons was carried over from June. This cost plus the cost of completing the 5,000 
gallons in July was transferred to the Packaging Department during July. The cost of 
completing the 5,000 gallons during July is $450. The $450 represents the conver- 
sion costs necessary to complete the remaining 30% of the processing. There were 
no direct materials costs added in July because all the materials costs had been 
added in June. Thus, the cost of the 5,000 gallons in process on July 1 (Group 1) 
transferred to the Packaging Department is $6,675. 


Group 2: Started and Completed The 57,000 units started and completed in July 
(Group 2) incurred all (100%) of their direct materials and conversion costs in July. Thus, 
the cost of the 57,000 gallons started and completed is $79,800 computed by multiplying 
57,000 gallons by the costs per equivalent unit for materials and conversion costs as shown 
below. 


Direct Materials Conversion Total 
Costs Costs Costs 
Units started and completed in July................4. 57,000 gallons 57,000 gallons 
Gestiper equivalent UNiticesis. sem. nonere- ces eiee ete asia KG) X $0.30 
Cost of the units started : 
and: completed im Julys 4esaaetecemeweres ay en $62,700 $17,100 $79,800 


The total cost transferred to the Packaging Department in July of $86,475 is the 
sum of the beginning inventory cost and the costs of the units started and completed 
in July as shown below. 


Group 1 Cost of July 1 in-process inventory $ 6,675 
Group 2 Cost of the units started and completed in July 79,800 
Total costs transferred to Packaging Department in July $86,475 


Group 3: Inventory in Process on July 31 The 3,000 gallons in process on July 31 
(Group 3) incurred all their direct materials costs and 25% of their conversion costs in July. 
The cost of these partially completed units of $3,525 is computed below. 


Direct Materials Conversion Total 
Costs Costs Costs 
Equivalent units in ending inventory................. 3,000 gallons 750 gallons 
Gostiperequivalentunite..-s -eetee ote. oat eee X< $1.10 x $0.30 
Cost of July 31 in-process inventory.................. $3,300 $225 $3,525 


The 3,000 gallons in process on July 31 received all (100%) of their materials in 
July. Therefore, the direct materials cost incurred in July is $3,300 (3,000 X $1.10). 
The conversion costs of $225 represent the cost of the 750 (3,000 X 25%) equivalent 
gallons times the cost per equivalent unit for conversion costs of $0.30. The sum of 
the direct materials cost ($3,300) and the conversion costs ($225) equals the total 
cost of the July 31 work in process inventory of $3,525 ($3,300 + $225). 

To summarize, the total manufacturing costs for Frozen Delight in July were as- 


signed as shown below. In doing so, the question marks(?) on page 927 have been 
answered. 


Units Total Cost 
a a 
Group 1 Inventory in process, July 1, completed in July ...... 5,000 gallons $ 6,675 
Group 2 Started and completed in July ...................00e 57,000 79,800 

Transferred out to the Packaging 
Departiment i Ulyireecrtcscae ete aoe 62,000 gallons $86,475 
Group 3 NoNeineo) AYN oI ROLeASS, JWI SM GE ccewesoacoccoonsouede 3,000 3,525 


MOtall.. << sca s coer une eee tender 65,000 gallons $90,000 
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Example Exercise 20-6 


The costs per equivalent unit of direct materials and conversion in the Bottling Department of Rocky Springs Beverage 
Company are $0.40 and $0.15, respectively. The equivalent units to be assigned costs are as follows: 


Equivalent Units 


Direct Materials Conversion 
Inventory in process, beginning of period 0 2,800 : 
Started and completed during the period 54,000 54,000 
Transferred out of Bottling (completed) 54,000 56,800 | 
Inventory in process, end of period 3,000 1,800 
Total units to be assigned costs 57,000 58,600 


The beginning work in process inventory had a cost of $1,860. Determine the cost of units transferred out and the 
ending work in process inventory. 


Follow My Example 20-6 


Direct Materials Conversion Total | 

Costs Costs Costs : 

Inventory in process, beginning of petoOd 4s. . $ 1,860 | 
Inventory in process, beginning of period .......... Ze ee 2,800 X $0.15 420 
Started and completed during the period .......... 54,000 x $0.40 a0 54,000 X $0.15 29,700 : 
Transferred out of Bottling (completed)....... ae $31,980 : 

1 Inventory in process, end of period.......... Hue ees 3,000 X $0.40 ae 1,800 X $0.15 1,470 | 
_ Total costs assigned by the Bottling Department ... : $33,450 : 
Completed and transferred out of production ...... $31,980 ' 
Inventory in process, ending. ............... cece ees S 1,470 | 
Practice Exercises: PE 20-6A, PE 20-6B ; 


Preparing the Cost of Production Report 


A cost of production report is prepared for each processing department at periodic 
intervals. The report summarizes the following production quantity and cost data: 


1. The units for which the department is accountable and the disposition of those units. 


2. The production costs incurred by the department and the allocation of those costs 
between completed (transferred out) and partially completed units. 


Using Steps 1-4, the July cost of production report for Frozen Delight’s Mixing 
Department is shown in Exhibit 7. 

As shown in Exhibit 7, the Mixing Department was accountable for 65,000 units 
(gallons). Of these units, 62,000 units were completed and transferred to the Packag- 
ing Department. The remaining 3,000 units are partially completed and are part of 
in-process inventory as of July 31. 

The Mixing Department was responsible for $90,000 of production costs during 
July. The cost of goods transferred to the Packaging Department in July was $86,475. 
The remaining cost of $3,525 is part of in-process inventory as of July 31. 


e The cost of production report ona spreadsheet is illustrated at the end of the chapter ina 
comprehensive spreadsheet illustration. 
SUCCESS 
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~~ For the Month Ended July a Step 4 
Se eee eS SS = =~ Step 2 

EB a ie ( Whole Units | ‘ Equivalent Units 2 = ~~ 

ee 6 UNITS 1 en | Direct Materials | Conversion = i 

__7 Units charged to production: ; | pay 

_8) Inventory in process, Julyt a a SS + 

Eg Received from materials storeroom _ E2 ial wate A: if > 

140] _ Total units accounted for by the Mixing Deparment Fs Oh G00) et eT ae > sien Soe 

12. Units to be assigned costs: mmgss | 


13| _ Inventory in process, July 1(70% completed) 
14 Started and completed in July 


fo Se Se el ehh 


Transferred to peso Peper in July. 


22 Costs per equivalent unit: ts, see a ie = bite Sa 

[23 Total costs for July in Mixing Department = Sa eng te Se [2 866, 000, $17,775. 

on Total equivalent units (from step 2 above) | ar + 60,000 | +59, 250) one 

38. ‘Costperequivalentunt == Pere $s 4:10) $0. 20 ial 
26 | ep 
(27 Costs assignedto production. Ss SC Q a 

| 28] ivemnyinocsss JU Te 1 ae ae eee 

29 Costs incurred i in July a a ee te ee PS ‘a ~ 

30 Total costs accounted for by the Mixing Department he | 

| 31 i 

32, : a ere ee ee | ‘ 

133 Cost allocated to completed and partly =) pe = |) 

34 completed units: ee ae ie — | - 

(35) Inventory in process, July {balance See eal $6,225 

36| __Tocompleteinventoryinprocess, Juy1 = | CGC C4 = 450 

[a7] Cost of ‘completed July 1 work in process. = gh  Seewie a | “one? [ $ 6,675 |} Step 4 
38 _ Started and completed in ie dette: wok PE Pea pps |< ae 62,700" | + __ 17,1009] = 79,800 | 

39, Transferred to Packaging Department i in July ’ Js ieee To | 2G $86,475 

40 Inventory i in process, July 31 $19,300"): + © 095) he 3,025 

coe Total costs assigned by the Mixing Department nade ws i 2 | peer 4 $90,000 
Nee tees ee gee 


$66,000 + $10,500 + $7,275 = a 775 °1,500 units x a 30 = $450 ‘57,000 units X $1.10 = we 700 °57,000 units x a 30 = $17,100 
3,000 units * $1.10 = $3,300 '750 units x $0.30 = $225 


= oumaize Journal Entries for a Process Cost System 


entries for 
transactions using a 


The journal entries to record the cost flows = 
se j and transactions for a process cost sys 


tem are illustrated in this section. As a basis for illustration, the July transactions for 
Frozen Delight are used. To simplify, the entries are shown in summary form, even 
though many of the transactions would be recorded daily. 


a. Purchased materials, including milk, cream, sugar, packaging, and indirect materials 
on account, $88,000. 


caeiaiataiennal cain 


i aa 


Materials | 88,000 | 
Accounts Payable 


SSE semen a ee Cc errata ame encanta 
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b. The Mixing Department requisitioned milk, cream, and sugar, $66,000. This is the 
amount indicated on page 920. Packaging materials of $8,000 were requisitioned by 
the Packaging Department. Indirect materials for the Mixing and Packaging depart- 
ments were $4,125 and $3,000, respectively. 


Work in Process—Mixing 66,000 | 
Work in Process—Packaging 8,000 | 
Factory Overhead—Mixing 4,125 | 

-| Factory Overhead—Packaging 3,000 | 
Materials 81,125 | 

| 


SSNS GR I SN GN ngomarers SG a a 


c. Incurred direct labor in the Mixing and Packaging departments of $10,500 and $12,000, 


respectively. 
i 
: Work in Process—Mixing 10,500 
Work in Process—Packaging 12,000 
Wages Payable 22,500 


EES 


d. Recognized equipment depreciation for the Mixing and Packaging departments of 
$3,350 and $1,000, respectively. 


Factory Overhead—Mixing 3,350 | 
Factory Overhead—Packaging 1,000 
Accumulated Depreciation—Equipment 4,350 ; 

i 


<eprngpmpaeseesnesomrrcecstenreeencentenence caren 


e. Applied factory overhead to Mixing and Packaging departments of $7,275 and $3,500, 
respectively. 


Ee Oe 


Work in Process—Mixing L295 

Work in Process—Packaging 3,500 
Factory Overhead—Mixing 7,275 
Factory Overhead—Packaging 3,500 


f. Transferred costs of $86,475 from the Mixing Department to the Packaging Department 
per the cost of production report in Exhibit 7. 


BL NERS 


Work in Process—Packaging 86,475 
Work in Process—Mixing 86,475 


NP ET ETE A EEO IESE ELL LL 


g. Transferred goods of $106,000 out of the Packaging Department to Finished Goods 
according to the Packaging Department cost of production report (not illustrated). 


| 


Finished Goods—lIce Cream 106,000 
Work in Process—Packaging 106,000 
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h. Recorded cost of goods sold out of the finished goods inventory of $107,000. 


Cost of Goods Sold 107,000 
Finished Goods—Ice Cream 107,000 


Exhibit 8 shows the flow of costs for each transaction. The highlighted amounts 
in Exhibit 8 were determined from assigning the costs in the Mixing Department. 
These amounts were computed and are shown at the bottom of the cost of pro- 
duction report for the Mixing Department in Exhibit 7 on page 930. Likewise, the 
amount transferred out of the Packaging Department to Finished Goods would 
have also been determined from a cost of production report for the Packaging 
Department. 


EMR OTE. Gs 5 
eu MERS ey Be 


EXHIBIT 8 


Frozen Delight’s Cost Flows 
Materials : 
July 1 Bal. 0 


a. Purchases 88,000) b. 81,125 
requistioned 


Factory Overhead—Mixing Work in Process—Mixing Work in Process—Packaging 
T 
b. Indirect July 1 July 1 g. Transferred 
materials 4,125 inventory 6,225 inventory 3,750 out 106,000 
d. Depreciation 3,350| e. Applied 7,275 b. Materials 66,000) f. Transferred b. Materials 8,000 


c. Labor 10,500 out 86,475 c. Labor 12,000 
e. Overhead | f. Transferred 
applied 7,275 in 86,475 


Factory Overhead—Packaging 


b. Indirect e. Applied 3,500 
materials 3,000 
d. Depreciation 1,000 


e. Overhead 
applied 3,500 


Finished Goods 
T 


July 1 
inventory 5,000 
g. Transferred 
in 106,000 | h. Cost of goods 
sold 107,000 
re 


The ending inventories for Frozen Delight are reported on the July 31 balance 
sheet as follows: 


Materials $ 6,875 
Work in Process—Mixing Department 3,925 
Work in Process—Packaging Department 7,725 
Finished Goods 4,000 
Total inventories $22,125 


The $3,525 of Work in Process—Mixing Department is the amount determined from 
the bottom of the cost of production report in Exhibit 7. 
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Example Exercise 20-7 | = 


The cost of materials transferred into the Bottlin i i i i 

| g Department of Rocky Springs Beverage Company is $22,800, includin 
$20,000 from the Blending Department and $2,800 from the materials storeroom. The conversion cost for the period i 
the Bottling Department is 98,790 ($3,790 factory overhead applied and $5,000 direct labor). The total cost transferred 
to Finished Goods for the period was $31,980. The Bottling Department had a beginning inventory of $1,860. 


a. 3 ia (1) the cost of transferred-in materials, (2) conversion costs, and (3) the costs transferred out to Finished 
oods. 


b. Determine the balance of Work in Process—Bottling at the end of the period. 


Follow My Example 20-7 


b. $1,470 ($1,860 + $22,800 + $8,790 — $31,980) 


ar te WOrk ie rocess—-DOtuing.. 66 nO A ts 22,800 i 
Work in Process—Blending............ LGR OR MNES Gn SE einen Ee oo 20.000, / 

Matetials=. sc sen cae ere oe ee PR OR ie ere) 2,800 : 

2. Workin PrOoGess-—BOtuling <n c.0.c Gee cscs bees e Duk heaton ee 8,790 : | 
Factory Overhead—-Bottling: e254 2 ares ene as, ee ee 3,790 

Wages Payable =e oe eee ~ 5,000 

Sree EIMISMEOM GOOG Ss arenas ers Gass Ge eC oes ; 31,980 | 
Workin Process_Dottind...<. 66... sa, fesse 31,980 : 


Practice Exercises: PE 20-7A, PE 20-7B 


Using the Cost of Production Alea 


Report for Decision Maki ng use of ert us 
production reports for 
decision making. 


The cost of production report is often used by managers for decisions involving the 
control and improvement of operations. To illustrate, cost of production reports for 
Frozen Delight and Holland Beverage Company are used. Finally, the computation 
and use of yield is discussed. 


Frozen Delight 


The cost of production report for the Mixing Department is shown in Exhibit 7 on 
page 930. The cost per equivalent unit for June can be determined from the beginning 
inventory. The Frozen Delight data on page 920 indicate that the July 1 inventory in 
process of $6,225 consists of the following costs: 


Direct materials cost, 5,000 gallons $5,000 
Conversion costs, 5,000 gallons, 70% completed 1,225 
Total inventory in process, July 1 $6,225 


Using the preceding data, the June costs per equivalent unit of materials and 
conversion costs can be determined as follows: 


Total Direct Materials Cost for the Period 


irect Materials Cost per Equivalent Unit = ; 
bit oi Total Equivalent Units of Direct Materials 


$5,000 


i terials Cest per Equivalent Unit = = $1.00 per gallon 
Poe tecauce ¢ eric 5,000 gallons : 


Total Conversion Costs for the Period 


ersion Cost per Equivalent Unit = —— : ; ; 
Conv a! Total Equivalent Units of Conversion Costs 
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S225 
Conversion Cost per Equivalent Unit = ————————— = $0.35 per gallon 
(5,000 X 70%) gallons 


In July, the cost per equivalent unit of materials increased by $0.10 per gallon, 
while the cost per equivalent unit for conversion costs decreased by $0.05 per gal- 
lon, as shown below. 


Increase 
July* June (Decrease) 
Cost per equivalent unit for direct materials $1.10 $1.00 $0.10 
Cost per equivalent unit for conversion costs 0.30 0.35 (0.05) 


*From Exhibit 7, p. 930 


Frozen Delight’s management could use the preceding analysis as a basis for 
investigating the increase in the direct materials cost per equivalent unit and the 
decrease in the conversion cost per equivalent unit. 


Holland Beverage Company 


A cost of production report may be prepared showing more cost categories beyond 
just direct materials and conversion costs. This greater detail can help managers iso- 
late problems and seek opportunities for improvement. 

To illustrate, the Blending Department of Holland Beverage Company prepared cost 
of production reports for April and May. To simplify, assume that the Blending Depart- 
ment had no beginning or ending work in process inventory in either month. That is, 
all units started were completed in each month. The cost of production reports showing 
multiple cost categories for April and May in the Blending Department are as follows: 


41| Units completed = 100,000 = 200,000 
Ie Costperunit $ 0.50 | $ 0.53 | 
113 


The May results indicate that total unit costs have increased from $0.50 to $0.53, 
or 6% from April. To determine the possible causes for this increase, the cost of 
production report is restated in per-unit terms by dividing the costs by the number 
of units completed, as shown below. 


Blending Department __ 
Per-Unit Expense Comparisons 


irect materials ad Yo | 
irectlabor Gault _0.150| 0.147} —2.00% 
nergy alleen, + 0.080} 0.100} 25.00% 
Repairs 0.040 0.040) 0.00% 
8) Tank cleaning 0.030 0.040} 33.33% 
9/ Total ___|_$0.500} _ $0.530} 6.00% 
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Both energy and tank cleaning per-unit costs have increased significantly in 
May. These increases should be further investigated. For example, the increase in 
energy may be due to the machines losing fuel efficiency. This could lead man- 


agement to repair the machines. The tank cleaning costs could be investigated in 
a similar fashion. 


Yield 


In addition to unit costs, managers of process manufacturers are also concerned about 
yield. The yield is computed as follows: 


Yield = Quantity of Material Output 
Quantity of Material Input 
To illustrate, assume that 1,000 pounds of sugar enter the Packaging Department, 


and 980 pounds of sugar were packed. The yield is 98% as computed below. 


Quantity of Material Output 980 pounds 
Mieldi= fp 335 SER aS TTL 
Quantity of Material Input 1,000 pounds 
Thus, two percent (100% — 98%) or 20 pounds of sugar was lost or spilled during 
the packing process. Managers can investigate significant changes in yield over time 
or significant differences in yield from industry standards. 


Example Exercise 20-8 


The cost of energy consumed in producing good units in the Bottling Department of Rocky Springs Beverage Company 
_ was $4,200 and $3,700 for March and April, respectively. The number of equivalent units produced in March and April 
was 70,000 liters and 74,000 liters, respectively. Evaluate the change in the cost of energy between the two months. 


Follow My Example 20-8 


' $4,200 
70,000 liters 
$3,700 


‘nergy cost per liter, April = —————__ = 
Buel aueese ret . 74,000 liters 


Energy cost per liter, March = 


The cost of energy has improved by 1 cent per liter between March and April. 


Practice Exercises: PE 20-8A, PE 20-8B | 


Just-in-Time Processing = compare 


just-in- 


5 Rich ie 1 time processing 
The objective of most manufacturers is to produce products with high quality, low Ubinas 


cost, and instant availability. In attempting to achieve this objective, many manufac- Wenufactoring 
turers have implemented just-in-time processing. Just-in-time (IT) processing is a Broeeesing: 
management approach that focuses on reducing time and cost and eliminating poor 
quality. A JIT system obtains efficiencies and flexibility by reorganizing the traditional 
production process. . 
A traditional manufacturing process for a furniture manufacturer is shown in Ex- 
hibit 9. The product (chair) moves through seven processes. In each process, workers 
are assigned a specific job, which is performed repeatedly as unfinished products are 
received from the preceding department. The product moves from process to process 


as each function or step is completed. 


936 Chapter 20 Process Cost Systems 


SET ea ree ee eee 


Wenn orice 


EXHIBIT 9 Traditional Production Line 


Furniture Manufacturer 


Direct Work in Progress 
Materials 


Finished 
Goods 


Cutting Drilling Staining Varnishing Upholstery Assembly 
Department Department Department Department Department Department Department 


For the furniture maker in Exhibit 9, the product (chair) moves through the fol- 
lowing processes: 


In the Cutting Department, the wood is cut to design specifications. 

In the Drilling Department, the wood is drilled to design specifications. 

In the Sanding Department, the wood is sanded. 

the Staining Department, the wood is stained. 

In the Varnishing Department, varnish and other protective coatings are applied. 
In the Upholstery Department, fabric and other materials are added. 


NQY AWN HE 
— 
=) 


. In the Assembly Department, the product (chair) is assembed. 


In the traditional production process, supervisors enter materials into manufac- 
turing so as to keep all the manufacturing departments (processes) operating. Some 
departments, however, may process materials more rapidly than others. In addition, 
if one department stops because of machine breakdowns, for example, the preceding 
departments usually continue production in order to avoid idle time. In such cases, 
a buildup of work in process inventories results in some departments. 

In a just-in-time system, processing functions are combined into work centers, 
sometimes called manufacturing cells. For example, the seven departments illustrated 
in Exhibit 9 might be reorganized into the following three work centers: 


1. Work Center 1 performs the cutting, drilling, and sanding functions. 
2. Work Center 2 performs the staining and varnishing functions. 
3. Work Center 3 performs the upholstery and assembly functions. 


The preceding JIT manufacturing process is illustrated in Exhibit 10. 


EXHIBIT 10 
Just-in-Time Furniture Manufacturer 
Production Line Direct Work in Progress Finished 


Materials ? ‘ — Goods 


Work Center 1 Work Center 2 Work Center 3 


Cutting, drilling, and sanding Staining and varnishing Upholstery and assembly 


In traditional manufacturing, a worker typically performs only one function. How- 
ever, in JIT manufacturing, work centers complete several functions. Thus, workers 
are often cross-trained to perform more than one function. Research has indicated 
that workers who perform several functions identify better with the end product. This 
creates pride in the product and improves quality and productivity. 
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The activities supporting the manufacturing process are called service activities. 
For example, repair and maintenance of manufacturing equipment are service activi- 
ties. In a JIT manufacturing process, service activities may be assigned to individual 
work centers, rather than to centralized service departments. For example, each work 
center may be assigned responsibility for the repair and maintenance of its machinery 
and equipment. This creates an environment in which workers gain a better under- 
standing of the production process and their machinery. In turn, workers tend to 
take better care of the machinery, which decreases repairs and maintenance costs, 
reduces machine downtime, and improves product quality. 

In a JIT system, the product is often placed on a movable carrier that is centrally 
located in the work center. After the workers in a work center have completed their 
activities with the product, the entire carrier and any additional materials are moved 
just in time to satisfy the demand or need of the next work center. In this sense, the 
product is said to be “pulled through.” Each work center is connected to other work 
centers through information contained on a Kanban, which is a Japanese term for cards. 

In summary, the primary objective of JIT systems is to increase the efficiency of 
operations. This is achieved by eliminating waste and simplifying the production 
process. At the same time, JIT systems emphasize continually improving the manu- 
facturing process and product quality. 
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Before Caterpillar 
implemented JIT, a 
transmission traveled 

10 miles through the 
factory and required 
1,000 pieces of 

paper to support the 
manufacturing process. 
After implementing JIT, a 
transmission travels only 
200 feet and requires 
only 10 pieces of paper. 


RADICAL IMPROVEMENT: JUST IN TIME 
FOR PULASKI’S CUSTOMERS 
Pulaski Furniture Corporation embraced just-in-time 
manufacturing principles and revolutionized its busi- 
ness. The company wanted to “be easier to do business 
with” by offering its customers smaller shipments more 


frequently. It was able to accomplish this by taking the 
following steps: 


¢ Mapping processes to properly align labor, machines, 
and materials. 
e Eliminating 100 feet of conveyor line. 


e Moving machines into manufacturing cells. 

e Reducing manufacturing run sizes by simplifying the 
product design. 

e Making every product more frequently in order to re- 
duce the customer's waiting time for a product. 


As a result of these just-in-time changes, the company 
significantly improved its inventory position while simulta- 
neously improving its shipping times to the customer. Its 
lumber inventory was reduced by 25%, finished goods in- 
ventory was reduced by 40%, and work in process inventory 
was reduced by 50%. At the same time, customers’ ship- 
ment waiting times were shortened from months to weeks. 


Source: Jeff Linville, “Pulaski’s Passion for Lean Plumps up Dealer Service," Furniture Today, June 2006. 


el Comprehensive Spreadsheet Illustration 


SUCCESS 


Southern Aggregate Company manufactures concrete through a series of processes. All materials 
are introduced in Crushing. From Crushing, the materials pass through Sifting, Baking, and Mixing, 


emerging as finished concrete. All inventories are costed by the first-in, first-out method. 


Work in Process—Mixing Department 
| Work in Process, May 1, 2012 
Direct materials transferred from Baking 
| Direct lavor 

| Factory overhead _ 


pone 


Sy 


Work in Process, May 31, 2012 


The following information has been prepared on a spreadsheet as follows: 


Units Amount Percent Complete 
$ 13,700 25% | 
98,800 
17,200 
11,780 
1,200 | 50% 
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Instructions 


Using the input information, prepare a cost of production report for the Mixing Department in a 


spreadsheet. 
Solution 
Southern Aggregate Company | 
Cost of Production Report-Mixing Department 
For the Month Ended May 31, 2012 | | 
Equivalent Units 
y Whole Units | Direct Materials | Conversion 
| 19 | Units charged to production: 
20 | Inventory in process, May 1 2,000 
21. Received from Baking 15,200 
22 Total units accounted for by the Mixing Department 17,200 | 
24 | Units to be assigned costs: 
2 Inventory in process, May 1 (25% completed) 2,000 | - 1,500 
26 Started and completed in May 14,000 | 14,000 14,000 
27 Transferred to finished goods in May 16,000 | 14,000 15,500 : 
28 Inventory in process, May 31 (50% completed) 1,200 | 1,200 | 600 
| 29 Total units to be assigned costs 17,200 | 15,200 | 16,100 | 
Costs | 
"82 | COSTS Direct Materials | Conversion _ | Total 
| 33 | Unit costs: | | | ) | 
| 34 Total costs for May in Mixing Department | 9 98,800 | $ 28,980 
_ Total equivalent units (from row 29) | 15,200 16,100 | 
Cost per equivalent unit | $ 6.50 | $ 1.80 
| Costs assigned to production: | 
Inventory in process, May 1 | $ 13,700 
Costs incurred in May | | 127,780 
Total costs accounted for by the Mixing Department $ 141,480 
| Cost allocated to completed and partially completed | | 
| units: 
| Inventory in process, May 1—balance | $ 13,700 
To complete inventory in process, May 1 $ - |$ 2,700 2,700 
Cost of completed May 1 work in process $ 16,400 
Started and completed in May 91,000 25,200 116,200 
Transferred to finished goods in May $ 132,600 
50 Inventory in process, May 31 7,800 1,080 | 8,880 
| 51} Total costs assigned by the Mixing Department | $ 141,480 


The formulas used to create the cost of production report are as follows: 


Southern Aggregate Company 
Cost of Production Report-Mixing Department 
For the Month Ended May 31, 2012 
Equivalent Units 


16 Whole Units Direct Materials Conversion 
19 | Units charged to production: 


Inventory in process, May 1 =B5 
Received from Baking =B6 
Total units accounted for by the Mixing Department =SUM(B20:B21) 


24 | Units to be assigned costs: 
Inventory in process, May 1 (25% completed) =B20 = =B25*(1-D5) 
Started and completed in May =B6-B28 =B26 =B26 
Transferred to finished goods in May =SUM(B25:B26) | =SUM(C25:C26) | =SUM(D25:D26) 


Inventory in process, May 31 (50% completed) =B10 =B28 =B28*D10 
Total units to be assigned costs =B27+B28 =C27+C28 =D27+D28 
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Costs 
Direct Materials Conversion 


COSTS _ 


‘Unit Costs: 


_ Total costs for May in Mixing 2h =C6 =C7+C8 
Total equivalent units (row 29) iy =029 | =D29 
Cost per equivalent unit | =C34/C35 =D34/D35 | 


Costs assigned to production: 


||__ Inventory in process, May 1 =C5 
Costs incurred in May ; om | =SUM(C6:C8) 
- Total costs accounted for by the Mixing Department | ; =SUM(E39:E40) | 
| Cost allocated to completed and partially completed | 
4 units: 
i Inventory i in ‘process, May 1- -balance et A A lape ~ | =E39 
__To complete inventory in process, May 1 al |.=C25°C36. | =D25"D36. =C46+D46 
Cost of completed May 1 work in process ; ” ___| =SUM(E45:E46) | 


_ Started and completed in May . | #026036 | =26'D36 | =C48+D48 


__ Transferred to finished goods in May 31 te __| =E47+E48 
Inventory in proccess, May 31 | =C28*C36 =D28‘D36 =, =C50+D50 
51 Total costs assigned by the Mixing Department | SEAQ¥E50 


The cell formulas follow the steps outlined within the chapter for developing the cost of production report. 
Note that the complete cost of production report uses cell references. There are no number inputs into the report. 
Rather, the report will work for any and all input combinations. 
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Average Cost Method 


A cost flow assumption must be used as product costs flow through manufacturing 
processes. In this chapter, the first-in, first-out cost flow method was used for the 
Mixing Department of Frozen Delight. In this appendix, the average cost flow method 
is illustrated for S&W Ice Cream Company (S&W). 


Determining Costs Using the Average Cost Method 


S&W’s operations are similar to those of Frozen Delight. Like Frozen Delight, S&W 
mixes direct materials (milk, cream, sugar) in refrigerated vats and has two manu- 
facturing departments, Mixing and Packaging. 

The manufacturing data for the Mixing Department for July 2012 are as follows: 


Inventory in process, July 1, 5,000 gallons (70% completed).............645 $ 6,200 
Direct materials cost incurred in July, 60,000 gallons............6.sseeee ees 66,000 
DOCU lA OIMEOS HIMGU MECN UN Vomit cis creole frlerese 34 otebelt oyeraresaiectis ela\ocersin toa ee) si 4c0ie 10,500 
Factory overhead applied in July............ceceeeee nese eee e cence esse eeees 6,405 

Total production costs to ACCOUNT FOF ...... 6. ccc eee cent eee e eee e eee n eens $89,105 


Cost of goods transferred to Packaging in July (includes units 

in process on July 1), 62,000 gallons ........ 2. see eeesee ee eee eee eee e eee ee nees 
Cost of work in process inventory, July 31, 3,000 gallons, 

25% completed as to CONVEFSION COSTS... 66. cee creer ee eee eee eee eee eee een e neers 


Using the average cost method, the objective is to allocate the total costs of pro- 
duction of $89,105 to the following: 
1. The 62,000 gallons completed and transferred to the Packaging Department 
2. The 3,000 gallons in the July 31 (ending) work in process inventory 
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The preceding costs show two question marks. These amounts are determined by 
preparing a cost of production report using the following four steps: 


Step 1. Determine the units to be assigned costs. 

Step 2. Compute equivalent units of production. 

Step 3. Determine the cost per equivalent unit. 

Step 4. Allocate costs to transferred out and partially completed units. 


Under the average cost method, all production costs (materials and conversion costs) 
are combined together for determining equivalent units and cost per equivalent unit. 


Step 1: Determine the Units to Be Assigned Costs The first step is to determine 
the units to be assigned costs. A unit can be any measure of completed production, such as 
tons, gallons, pounds, barrels, or cases. For S&W, a unit is a gallon of ice cream. 

S&W’s Mixing Department had 65,000 gallons of direct materials to account for 


during July, as shown here. 


Total gallons to account for: 


IAVENTORYHIA PKOCESS, JUVE rcterteret fetes eroreneloverarevcbelebeterer ols oxereuarete/21eye) eYaneYotmta te aterans txColot aed 5,000 gallons 
Received from Materials StOrerOOMmnnnrsevercycray sete atelereeete oy creletee te aie le tater teiaterstars els yetertars 60,000 
Total units to account for by the Packaging Department ................+.-000- 65,000 gallons 


There are two groups of units to be assigned costs for the period. 


Group 1 Units completed and transferred out 
Group 2 Units in the July 31 (ending) work in process inventory 


During July, the Mixing Department completed and transferred 62,000 gallons to 
the Packaging Department. Of the 60,000 gallons started in July, 57,000 (60,000 — 
3,000) gallons were completed and transferred to the Packaging Department. Thus, 
the ending work in process inventory consists of 3,000 gallons. 

The total units (gallons) to be assigned costs for S&W can be summarized as follows: 


Group 1 —_ Units transferred out to the Packaging Department in July 62,000 gallons 
Group = INVeEntony IniOnoGess, JUN Sill sas: nocac sae ceneere eria eeeeee ae eee tee 3,000 
Total gallonsito! berassighedieOStSa.n jan-rrterarte Tee recede teeters 65,000 gallons 


The total units (gallons) to be assigned costs (65,000 gallons) equal the total units 
to account for (65,000 gallons). 


Step 2: Compute Equivalent Units of Production s&w has 3,000 gallons of 
whole units in the work in process inventory for the Mixing Department on July 31. Since 
these units are 25% complete, the number of equivalent units in process in the Mixing De- 
partment on July 31 is 750 gallons (3,000 gallons < 25%). Since the units transferred to the 
Packaging Department have been completed, the whole units (62,000 gallons) transferred 
are the same as the equivalent units transferred. 

The total equivalent units of production for the Mixing Department are determined 
by adding the equivalent units in the ending work in process inventory to the units 
transferred and completed during the period as shown below. 


Equivalent units completed and transferred to the 


Packaging Department during July ..............00cceeeeeaee 62,000 gallons 
Equivalent units in ending work in process, July 31 ............0. 750 
Totaliequivalent:Uinitts :..ccmna ccs atenae tiem eerie aera 62,750 gallons 


Step 3: Determine the Cost per Equivalent Unit Since materials and conversion costs 
are combined under the average cost method, the cost per equivalent unit is determined by 
dividing the total production costs by the total equivalent units of production as follows: 


Total Production Costs 
Cost per Equivalent Unit = ———_—__—__ 


Total Equivalent Units 
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Total Production Costs $89,105 


Cost per Equivalent Unit = = = 
Total Equivalent Units 62,750 gallons 


The cost per equivalent unit shown above is used in Step 4 to allocate the pro- 
duction costs to the completed and partially completed units. 


Step 4: Allocate Costs to Transferred Out and Partially Completed Units 
The cost of transferred and partially completed units is determined by multiplying the cost 


per equivalent unit times the equivalent units of production. For the Mixing Department, 
these costs are determined as follows: 


Group 1 Transferred out to the Packaging Department (62,000 gallons X $1.42) ...... $88,040 
Group 2 Inventory in process, July 31 (3,000 gallons X 25% X $1.42)........cccceeeeee 1,065 
ata Procduretion costs assigned 4.c.avae. sess snes oak aasviecsuenniese wien $89,105 


The Cost of Production Report 


The July cost of production report for S&W’s Mixing Department is shown in Exhibit 11. 
This cost of production report summarizes the following: 


1. The units for which the department is accountable and the disposition of those units 


2. The production costs incurred by the department and the allocation of those costs 
between completed and partially completed units 


ret j | of Production | 
[7 Units to account for during production: La, aime gleva ara ta 2 
8 __ Inventory in process, July 1 iebas | 5,000 | 


Step 3 | Z 


rT b) rtmer $89,105 | 
seep aa Copan oe a ne niga nana neces Damen anriireaneeiealiinmiiintinsamimnnninientiiaintent ant —————— 


3 $1.42) | 988,040 : 
Step4 — a5 1,065 | 
2 | __ $89,105 | 


j 
23 
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 AtaGlance 


an Describe process cost systems. 


Key Points The process cost system is best suited for industries that mass produce identical units of a 
product. Costs are charged to processing departments, rather than to jobs as with the job order cost system. 
These costs are transferred from one department to the next until production is completed. 


Learning Outcomes 


* Identify the characteristics of a process manufacturer. 


¢ Compare and contrast the job order cost system with the process cost 
system. 


* Describe the physical and cost flows of a process manufacturer. 


Example Practice 
Exercises Exercises 


EE20-1 PE20-1A, 20-1B 


2 Prepare a cost of production report. 


Key Points Manufacturing costs must be allocated between the units that have been completed and those 
that remain within the department. This allocation is accomplished by allocating costs using equivalent units 


of production. 


Learning Outcomes 


Determine the whole units charged to production and to be assigned 
costs. 


Compute the equivalent units with respect to materials. 
Compute the equivalent units with respect to conversion. 
Compute the costs per equivalent unit. 


Allocate the costs to beginning inventory, units started and 
completed, and ending inventory. 


Prepare a cost of production report. 


Journalize entries for transactions using a process cost system. 


Example Practice 
Exercises Exercises 
EE20-2 PE20-2A, 20-2B 


EE20-3 _‘|PE20-3A, 20-3B 
EE20-4 |PE20-4A, 20-4B 


EE20-5 PE20-5A, 20-5B 
EE20-6 PE20-6A, 20-6B 


Key Points Prepare the summary journal entries for materials, labor, applied factory overhead, and trans- 


ferred costs incurred in production. 


Learning Outcomes 


* Prepare journal entries for process costing transactions. 
* Summarize cost flows in T account form. 


* Compute the ending inventory balances. 


Example Practice 
Exercises Exercises 
EE20-7 PE20-7A, 20-7B 
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ry 


Key Points The cost of production report provides information for controlling and improving operations. 
The report(s) can provide details of a department for a single period, or over a period of time. 
Yield measures the quantity of output of production relative to the inputs. 


Describe and illustrate the use of cost of production reports for decision making. 


Learning Outcomes Example Practice ; 
Exercises Exercises i 
* Prepare and evaluate a report showing the change in costs per unit EE20-8 PE20-8A, 20-8B 


by cost category for comparative periods. 


* Compute and interpret yield. 


= Compare just-in-time processing with traditional manufacturing processing. 


Key Points The just-in-time processing philosophy focuses on reducing time, cost, and poor quality within 
the process. 


Learning Outcome 


* Identify the characteristics of a just-in-time process. 


Key Terms 

cost of production report (918) just-in-time (JIT) processing (935) whole units (921) 
cost per equivalent unit (925) manufacturing cells (936) yield (935) 
equivalent units of production (921) process cost system (914) 


first-in, first-out (FIFO) method (920) process manufacturer (914) 


Illustrative Problem 


Southern Aggregate Company manufactures concrete by a series of four processes. All 
materials are introduced in Crushing. From Crushing, the materials pass through Sifting, 
Baking, and Mixing, emerging as finished concrete. All inventories are costed by the first- 


in, first-out method. a a! 
The balances in the accounts Work in Process—Mixing and Finished Goods were as 


follows on May 1, 2012: 


Inventory in Process—Mixing (2,000 units, 1/4 completed) $13,700 
Finished Goo.'s (1,800 units at $8.00 a unit) 14,400 
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The following costs were charged to Work in Process—Mixing during May: 


Direct materials transferred from Baking: 15,200 units at 

$6.50 a unit $98,800 
Direct labor 17,200 
Factory overhead 11,780 


During May, 16,000 units of concrete were completed, and 15,800 units were sold. 
Inventories on May 31 were as follows: 


Inventory in Process—Mixing: 1,200 units, 1/2 completed 
Finished Goods: 2,000 units 


Instructions 
1. Prepare a cost of production report for the Mixing Department. 
2. Determine the cost-of goods sold (indicate number of units and unit costs). 


3. Determine the finished goods inventory, May 31, 2012. 


Solution 
1. See page 941 for the cost of production report. 


2. Cost of goods sold: 


1,800 units at $8.00 $ 14,400 (from finished goods beginning inventory) 

2,000 units at $8.20* 16,400 (from inventory in process beginning inventory) 
12,000 units at $8.30** 99,600 (from May production started and completed) 
15,800 units $130,400 


*($13,700 + $2,700)/2,000 
**$116,200/14,000 


3. Finished goods inventory, May 31: 
2,000 units at $8.30 $16,600 


__Forthe Month Ended May 31,2012, 
| peas Equivalent Units 


eee a SS = ee ee nee ee ee ee 
| Whole Units | Direct Materials | Conversion | | 


~_ Inventory i in process, ae 
___ Received from Baking _ e ‘ 
__ Total unit accounted for by the Mixing Department 4 


Started and | completed in May 


1 
= Transferred to finished goods i in May 


Inventory in process, May 31 (50% completed) — : 


_ Total units tobe assignedcosts 
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Conversion | 


_ Direct Materials | 


Costs assigned to production: 


Inventory in process, May te 


Oe 
H 


_Inventory in | process, May 4—balance 


To complete inventory in Goes Mer 


_Cost of completed May 1 work in ‘process _ 


‘Total costs assigned by the Mixi 


~~ 416,200 
$132,600) i 
8,880 


a 


°1,500 X $1.80 = $2,700 °14,000 x $6.50 = $91,000 “14,000 x $1.80 = $25,200 41,200 X $6.50 = $7,800 °600 X $1.80 = $1,080 


Discussion Questions 


1. Which type of cost system, process or job order, 
would be best suited for each of the following: 
(a) TV assembler, (b) building contractor, (c) au- 
tomobile repair shop, (d) paper manufacturer, (e) 
custom jewelry manufacturer? Give reasons for 
your answers. 


2. In job order cost accounting, the three elements of 
manufacturing cost are charged directly to job orders. 
Why is it not necessary to charge manufacturing costs 
in process cost accounting to job orders? 


3. Ina job order cost system, direct labor and factory 
overhead applied are debited to individual jobs. 
How are these items treated in a process cost 
system and why? 


4, Why is the cost per equivalent unit often determined 
separately for direct materials and conversion costs? 


10. 


What is the purpose for determining the cost per 
equivalent unit? 


Rameriz Company is a process manufacturer with 
two production departments, Blending and Filling. 
All direct materials are introduced in Blending 
from the materials store area. What is included 
in the cost transferred to Filling? 


What is the most important purpose of the cost 
of production report? 


How are cost of production reports used for con- 
trolling and improving operations? 

How is “yield” determined for a process manufac- 
turer? 


How does just-in-time processing differ from the 
conventional manufacturing process? 
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Practice Exercises 


Learning Example 
Objectives __ Exercises 


OBJ.1 EE20-1 p97. PE20-1A Job order vs. process costing 
Which of the following industries would typically use job order costing, and which would 
typically use process costing? 


Flour mill Plastic manufacturing 

Gasoline refining Print shop 

Movie studio Home construction 
OBJ.1 EE20-1 p97 PE20-1B Job order vs. process costing 


Which of the following industries would typically use job order costing, and which would 
typically use process costing? 


Designer clothes manufacturing Web designer 
Business consulting Paper manufacturing 
Computer chip manufacturing Steel manufacturing 


OBJ.2. EE20-2 p92) PE20-2A Units to be assigned costs 


Rose Petal Lotion Company consists of two departments, Blending and Filling. The Filling 
Department received 46,000 ounces from the Blending Department. During the period, the 
Filling Department completed 46,500 ounces, including 2,300 ounces of work in process 
at the beginning of the period. The ending work in process inventory was 1,800 ounces. 
How many ounces were started and completed during the period? 


OBJ.2 EE20-2 p°2| PE20-2B_ Units to be assigned costs 


Matco Steel Company has two departments, Casting and Rolling. In the Rolling Department, 
ingots from the Casting Department are rolled into steel sheet. The Rolling Department 
received 9,200 tons from the Casting Department. During the period, the Rolling Depart- 
ment completed 9,050 tons, including 380 tons of work in process at the beginning of 
the period. The ending work in process inventory was 530 tons. How many tons were 
started and completed during the period? 


OBJ.2 EE20-3 p922 PE20-3A_ Equivalent units of materials cost 


The Filling Department of Rose Petal Lotion Company had 2,300 ounces in beginning 
work in process inventory (70% complete). During the period, 46,500 ounces were com- 
pleted. The ending work in process inventory was 1,800 ounces (25% complete). What 
are the total equivalent units for direct materials if materials are added at the beginning 
of the process? 


OBJ.2 EE20-3 p.922 PE20-3B Equivalent units of materials cost 


The Rolling Department of Matco Steel Company had 380 tons in beginning work in pro- 
cess inventory (40% complete). During the period, 9,050 tons were completed. The ending 
work in process inventory was 530 tons (30% complete). What are the total equivalent 
units for direct materials if materials are added at the beginning of the process? 


Learning 
Objectives 


OBJ.2 


OBJ. 2 


OBJ.2 


OBJ.2 


OBJ. 2 


OBJ. 2 


Example 
Exercises 


EE 20-4 p.925 


EE 20-4 925 


EE 20-5 p. 926 


EE 20-5 p.926 


EE 20-6 p. 929 


EE 20-6 p.929 
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PE 20-4A Equivalent units of conversion costs 


The Filling Department of Rose Petal Lotion Company had 2,300 ounces in beginning work 
in process inventory (70% complete). During the period, 46,500 ounces were completed. 


The ending work in process inventory was 1,800 ounces (25% complete). What are the 
total equivalent units for conversion costs? 


PE 20-4B Equivalent units of conversion costs 


The Rolling Department of Matco Steel Company had 380 tons in beginning work in pro- 
cess inventory (40% complete). During the period, 9,050 tons were completed. The ending 


work in process inventory was 530 tons (30% complete). What are the total equivalent 
units for conversion costs? 


PE 20-5A_ Cost per equivalent unit 


The cost of direct materials transferred into the Filling Department of Rose Petal Lotion 
Company is $18,400. The conversion cost for the period in the Filling Department is $4,534. 
The total equivalent units for direct materials and conversion are 46,000 ounces and 45,340 
ounces, respectively. Determine the direct materials and conversion costs per equivalent unit. 


PE 20-5B_ Cost per equivalent unit 


The cost of direct materials transferred into the Rolling Department of Matco Steel Com- 
pany is $506,000. The conversion cost for the period in the Rolling Department is $108,684. 
The total equivalent units for direct materials and conversion are 9,200 tons and 9,057 
tons, respectively. Determine the direct materials and conversion costs per equivalent unit. 


PE 20-6A Cost of units transferred out and ending work in process 


The costs per equivalent unit of direct materials and conversion in the Filling Department 
of Rose Petal Lotion Company are $0.40 and $0.10, respectively. The equivalent units to 
be assigned costs are as follows: 


Equivalent Units 


Direct Materials Conversion 


Inventory in process, beginning of period 0 690 
Started and completed during the period 44,200 44,200 
Transferred out of Filling (completed) 44,200 44,890 
Inventory in process, end of period _ 1,800 450 
Total units to be assigned costs 46,000 45,340 


The beginning work in process inventory had a cost of $1,100. Determine the cost of 
completed and transferred-out production and the ending work in process inventory. 


PE 20-6B Cost of units transferred out and ending work in process 


The costs per equivalent unit of direct materials and conversion in the Rolling Depart- 
ment of Matco Steel Company are $55 and $12, respectively. The equivalent units to be 
assigned costs are as follows: 


Equivalent Units 


Direct Materials Conversion 


Inventory in process, beginning of period 0 228 
Started and completed during the period 8,670 8,670 
Transferred out of Rolling (completed) 8,670 8,898 
Inventory in process, end of period _ 530 a l38 
Total units to be assigned costs 9,200 9,057 


The beginning work in process inventory had a cost of $23,000. Determine the cost of 
completed and transferred-out production and the ending work in process inventory. 
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Learning Example 
Objectives Exercises 


OBJ.3 EE20-7 p.933 


OBJ.3 EE 20-7 1.933 


OBJ.4 EE20-8 p.935 


OBJ.4 EE20-8 p. 935 


PE 20-7A Process cost journal entries 

The cost of materials transferred into the Filling Department of Rose Petal Lotion Com- 
pany is $18,400, including $6,900 from the Blending Department and $11,500 from the 
materials storeroom. The conversion cost for the period in the Filling Department is $4,534 
($2,160 factory overhead applied and $2,374 direct labor). The total cost transferred to 
Finished Goods for the period was $23,269. The Filling Department had a beginning 
inventory of $1,100. 

a. Journalize (1) the cost of transferred-in materials, (2) conversion costs, and (3) the 

costs transferred out to Finished Goods. 


b. Determine the balance of Work in Process—Filling at the end of the period. 


PE 20-7B Process cost journal entries 

The cost of materials transferred into the Rolling Department of Matco Steel Company is 
$506,000 from the Casting Department. The conversion cost for the period in the Roll- 
ing Department is $108,684 ($63,250 factory overhead applied and $45,434 direct labor). 
The total cost transferred to Finished Goods for the period was $606,626. The Rolling 
Department had a beginning inventory of $23,000. 

a. Journalize (1) the cost of transferred-in materials, (2) conversion costs, and @) the 

costs transferred out to Finished Goods. 


b. Determine the balance of Work in Process—Rolling at the end of the period. 


PE 20-8A_ Using process costs for decision making 

The costs of energy consumed in producing good units in the Baking Department were 
$15,680 and $15,400 for August and September, respectively. The number of equivalent 
units produced in August and September was 49,000 pounds and 44,000 pounds, respec- 
tively. Evaluate the change in the cost of energy between the two months. 


PE 20-8B_ Using process costs for decision making 


The costs of materials consumed in producing good units in the Forming Department 
were $84,000 and $85,500 for May and June, respectively. The number of equivalent units 
produced in May and June was 700 tons and 750 tons, respectively. Evaluate the change 
in the cost of materials between the two months. 


OBJ. 1,3 


4 


EX 20-1 Entries for materials cost flows in a process cost system 


The Hershey Foods Company manufactures chocolate confectionery products. The three larg- 
est raw materials are cocoa, sugar, and dehydrated milk. These raw materials first go into 
the Blending Department. The blended product is then sent to the Molding Department, 
where the bars of candy are formed. The candy is then sent to the Packing Department, 
where the bars are wrapped and boxed. The boxed candy is then sent to the distribution 
center, where it is eventually sold to food brokers and retailers. 

Show the accounts debited and credited for each of the following business events: 


Materials used by the Blending Department. 
Transfer of blended product to the Molding Department. 
Transfer of chocolate to the Packing Department. 


Transfer of boxed chocolate to the distribution center, 


oaore 


Sale of boxed chocolate. 


OBJ. 1 


OBJ. 1,3 


OBJ. 1,3 
Y a. 120% 


OBJ. 2 


v Direct materials, 
16,240 units 


OBJ.2 


v a. Conversion, 
82,270 units 


Chapter 20 Process Cost Systems 949 


EX 20-2 Flowchart of accounts related to service and processing departments 


Alcoa Inc. is the world’s largest producer of aluminum products. One product that Alcoa 
manufactures is aluminum sheet products for the aerospace industry. The entire output of 
the Smelting Department is transferred to the Rolling Department. Part of the fully processed 
goods from the Rolling Department are sold as rolled sheet, and the remainder of the goods 
are transferred to the Converting Department for further processing into sheared sheet. 
Prepare a chart of the flow of costs from the processing department accounts into 


the finished goods accounts and then into the cost of goods sold account. The relevant 
accounts are as follows: 


Cost of Goods Sold 

Materials 

Factory Overhead—Smelting Department 
Factory Overhead—Rolling Department 
Factory Overhead—Converting Department 


Finished Goods—Rolled Sheet 

Finished Goods—Sheared Sheet 

Work in Process—Smelting Department 
Work in Process—Rolling Department 
Work in Process—Converting Department 


EX 20-3 Entries for flow of factory costs for process cost system 


Domino Foods, Inc., manufactures a sugar product by a continuous process, involving three 
production departments—Refining, Sifting, and Packing. Assume that records indicate 
that direct materials, direct labor, and applied factory overhead for the first department, 
Refining, were $310,000, $118,000, and $81,400, respectively. Also, work in process in 
the Refining Department at the beginning of the period totaled $23,700, and work in 
process at the end of the period totaled $29,100. 

Journalize the entries to record (a) the flow of costs into the Refining Department 
during the period for (1) direct materials, (2) direct labor, and (3) factory overhead, and 
(b) the transfer of production costs to the second department, Sifting. 


EX 20-4 Factory overhead rate, entry for applying factory overhead, and factory over- 
head account balance 


The chief cost accountant for Dr. Cinnamon Beverage Co. estimated that total factory 
overhead cost for the Blending Department for the coming fiscal year beginning April 
1 would be $106,800, and total direct labor costs would be $89,000. During April, the 
actual direct labor cost totaled $7,500, and factory overhead cost incurred totaled $9,150. 


a. What is the predetermined factory overhead rate based on direct labor cost? 
b. Journalize the entry to apply factory overhead to production for April. 
c. What is the April 30 balance of the account Factory Overhead—Blending Department? 


d. Does the balance in part (c) represent overapplied or underapplied factory overhead? 


EX 20-5 Equivalent units of production 


The Converting Department of Soft N’ Dry Towel and Tissue Company had 920 units in 
work in process at the beginning of the period, which were 75% complete. During the 
period, 16,200 units were completed and transferred to the Packing Department. There 
were 960 units in process at the end of the period, which were 25% complete. Direct ma- 
terials are placed into the process at the beginning of production. Determine the number 
of equivalent units of production with respect to direct materials and conversion costs. 


EX 20-6 Equivalent units of production 
Units of production data for the two departments of Atlantic Cable and Wire Company 
for June of the current fiscal year are as follows: 


Winding Department 
2,600 units, 70% completed 


Drawing Department 
6,200 units, 40% completed 


Work in process, June 1 

Completed and transferred to next 
processing department during June 

Work in process, June 30 


81,600 units 
3,000 units, 15% completed 


82,000 units 
5,000 units, 55% completed 
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OBJ.2 


v b. Conversion, 
137,180 


OBJ.2,4 


a. 2. Conversion 
cost per equivalent 
unit, $0.60 


OBJ. 2 
V c. $3.60 


If all direct materials are placed in process at the beginning of production, determine 
the direct materials and conversion equivalent units of production for June for (a) the 
Drawing Department and (b) the Winding Department. 


EX 20-7 Equivalent units of production 


The following information concerns production in the Baking Department for May. All 
direct materials are placed in process at the beginning of production. 


ACCOUNT Work in Process—Baking Department ACCOUNT NO. 
walk 


Balance 


Item Debit Credit Credit 


May| 1} Bal., 6,500 units, % completed 12,480 


31| Direct materials, 135,000 units 229,500 241,980 
31! Direct labor 62,300 304,280 
31| Factory overhead 20,008 324,288 
31| Goods finished, 137,200 units 315,430 8,858 


31| Bal. 2? units, % completed 8,858 


a. Determine the number of units in work in process inventory at the end of the month. 


b. Determine the equivalent units of production for direct materials and conversion costs 
in May. 


EX 20-8 Costs per equivalent unit 

a. Based upon the data in Exercise 20-7, determine the following: 
Direct materials cost per equivalent unit. 

Conversion cost per equivalent unit. 

Cost of the beginning work in process completed during May. 


Cost of units started and completed during May. 


Sie Net 


Cost of the ending work in process. 


b. Assuming that the direct materials cost is the same for April and May, did the conver- 
sion cost per equivalent unit increase, decrease, or remain the same in May? 


EX 20-9 Equivalent units of production 


Kellogg Company manufactures cold cereal products, such as Frosted Flakes. Assume that 
the inventory in process on January 1 for the Packing Department included 750 pounds 
of cereal in the packing machine hopper, enough for 500 24-oz. boxes. In addition, there 
were 500 empty 24-0z. boxes held in the package carousel of the packing machine. Dur- 
ing January, 41,500 boxes of 24-oz. cereal were packaged. Conversion costs are incurred 
when a box is filled with cereal. On January 31, the packing machine hopper held 960 
pounds of cereal, and the package carousel held 640 empty 24-0z. (1%-pound) boxes. 
Assume that once a box is filled with cereal, it is immediately transferred to the finished 
goods warehouse. 

Determine the equivalent units of production for cereal, boxes, and conversion costs 


for January. An equivalent unit is defined as “pounds” for cereal and “24-0z. boxes” for 
boxes and conversion costs. 


EX 20-10 Costs per equivalent unit 


Pacific Products Inc. completed and transferred 55,000 particle board units of produc- 
tion from the Pressing Department. There was no beginning inventory in process in the 
department. The ending in-process inventory was 1,400 units, which were % complete 
as to conversion cost. All materials are added at the beginning of the process. Direct 


materials cost incurred was $203,040, direct labor cost incurred was $38,900, and factory 
overhead applied was $28,108. 
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Determine the following for the Pressing Department: 
a. Total conversion cost 


b. Conversion cost per equivalent unit 


c. Direct materials cost per equivalent unit 


OBJ. 2 EX 20-11 Equivalent units of production and related costs 

V a. 7,500 units The charges to Work in Process—Assembly Department for a period, together with infor- 
mation concerning production, are as follows. All direct materials are placed in process 

ei at the beginning of production. 


Work in Process— Assembly Department 
Bal., 5,000 units, 35% completed 10,475 | To Finished Goods, 105,500 units ? 


Direct materials, 108,000 units @ $1.50 162,000 
Direct labor 145,300 
Factory overhead 47,525 
Bal. ? units, 45% completed ? 


Determine the following: 

a. The number of units in work in process inventory at the end of the period. 
b. Equivalent units of production for direct materials and conversion. 

c. Costs per equivalent unit for direct materials and conversion. 
d 


. Cost of the units started and completed during the period. 


OBJ. 2,4 EX 20-12 Cost of units completed and in process 
Y a.1.$16,325 a. Based on the data in Exercise 20-11, determine the following: 
1. Cost of beginning work in process inventory completed this period. 
2. Cost of units transferred to finished goods during the period. 
3. Cost of ending work in process inventory. 
4 


. Cost per unit of the completed beginning work in process inventory, rounded to 
the nearest cent. 


b. Did the production costs change from the preceding period? Explain. 


Assuming that the direct materials cost per unit did not change from the preceding 
period, did the conversion costs per equivalent unit increase, decrease, or remain the 
same for the current period? 


OBJ. 2 EX 20-13 Errors in equivalent unit computation 
Golden Bear Refining Company processes gasoline. On April 1 of the current year, 5,000 
units were % completed in the Blending Department. During April, 45,000 units entered 
the Blending Department from the Refining Department. During April, the units in process 
at the beginning of the month were completed. Of the 45,000 units entering the depart- 
ment, all were completed except 6,100 units that were % completed. The equivalent units 
for conversion costs for April for the Blending Department were computed as follows: 


Equivalent units of production in April: 


To process units in inventory on April 1: 5,000 x % 3,000 
To process units started and completed in April: 45,000- 5,000 40,000 
To process units in inventory on April 30: 6,100 x 1,220 
Equivalent units of production 44,220 


List the errors in the computation of equivalent units for conversion costs for the Blend- 
ing Department for April. 


OBJ. 2 EX 20-14 Cost per equivalent unit 
The following information concerns production in the Forging Department for Septem- 


. 7,450 units 4 Diet ‘ 
a ber. All direct materials are placed into the process at the beginning of production, and 
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conversion costs are incurred evenly throughout the process. The beginning inventory 
consists of $11,250 of direct materials. 


ACCOUNT Work in Process—Forging Department ACCOUNT NO. 


Balance 


Date Item Debit Credit Credit 


Sept.| 1| Bal., 750 units, 60% completed eps 


30| Direct materials, 7,200 units 100,800 113,985 
30| Direct labor 17,300 131,285 
30) Factory overhead 17,980 ? 149,265 


Z 
? 


30| Goods transferred, ? units 
30) Bal., 500 units, 70% completed 


a. Determine the number of units transferred to the next department. 
b. Determine the costs per equivalent unit of direct materials and conversion. 


c. Determine the cost of units started and completed in September. 


OBJ.2,4 EX 20-15 Costs per equivalent unit and production costs 
V a. $14,625 Based on the data in Exercise 20-14, determine the following: 
a. Cost of beginning work in process inventory completed in September. 
b. Cost of units transferred to the next department during September. 
c. Cost of ending work in process inventory on September 30. 
d 


. Costs per equivalent unit of direct materials and conversion included in the September 1 
beginning work in process. 


e. The September increase or decrease in costs per equivalent unit for direct materials 
and conversion from the previous month. 


OBJ.2,4 EX 20-16 Cost of production report 


Vv d. $4,104 The debits to Work in Process—Roasting Department for St. Arbucks Coffee Company for 
July 2012, together with information concerning production, are as follows: 


Work in process, July 1,600 pounds, 20% completed $ 2,418* 
*Direct materials (600 x $3.80) $2,280 
Conversion (600 x 20% x $1.15) 138 
$2,418 
Coffee beans added during July, 23,000 pounds 82,800 
Conversion costs during July 27,480 
Work in process, July 31, 1,000 pounds, 42% completed ? 
Goods finished during July, 22,600 pounds ? 


All direct materials are placed in process at the beginning of production. Prepare a cost 
of production report, presenting the following computations: 


a. Direct materials and conversion equivalent units of production for July. 
Direct materials and conversion costs per equivalent unit for July. 

Cost of goods finished during July. 

Cost of work in process at July 31, 2012. 


ono fF 


Compute and evaluate the change in cost per equivalent unit for direct materials and 
conversion from the previous month (June). 


OBJ. 2,4 EX 20-17 Cost of production report 


V Conversion cost per The Cutting Department of Tangu Carpet Company provides the following data for 
equivalent unit, $4.00 December 2012. Assume that all materials are added at the beginning of the process. 


OBJ. 1,2,3,4 
V b. $6,800 


OBJ. 1, 2,3 
V b. $22,806 
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Work in process, December 1, 9,000 units, 75% completed S0375* 
*Direct materials (9,000 x $8.55) S$ 76,950 
Conversion (9,000 x 75% x $3.90) 26,325 
$103,275 

Materials added during December from Weaving Department, 139,000 units $1,209,300 

Direct labor for December 289,300 

Factory overhead for December 260,300 


Goods finished during December (includes goods in process, December 1), 
142,500 units 


Work in process, December 31, 5,500 units, 30% completed == 


a. Prepare a cost of production report for the Cutting Department. 


b. Compute and evaluate the change in the cost per equivalent unit for direct materials 
and conversion from the previous month (November). 


EX 20-18 Cost of production and journal entries 


Airfoil Castings Inc. casts blades for turbine engines. Within the Casting Department, alloy 
is first melted in a crucible, then poured into molds to produce the castings. On March 1, 
there were 190 pounds of alloy in process, which were 60% complete as to conversion. 
The Work in Process balance for these 190 pounds was $25,536, determined as follows: 


Direct materials (190 x $120) $22,800 
Conversion (190 x 60% x $24) 2,736 
$25,536 


During March, the Casting Department was charged $237,500 for 1,900 pounds of alloy 
and $19,480 for direct labor. Factory overhead is applied to the department at a rate of 150% 
of direct labor. The department transferred out 2,040 pounds of finished castings to the Ma- 
chining Department. The March 31 inventory in process was 44% complete as to conversion. 


a. Prepare the following March journal entries for the Casting Department: 
1. The materials charged to production. 
2. The conversion costs charged to production. 
3. The completed production transferred to the Machining Department. 
b. Determine the Work in Process—Casting Department March 31 balance. 


Compute and evaluate the change in cost per equivalent unit for direct materials and 
conversion from the previous month (February). 


EX 20-19 Cost of production and journal entries 


Beacon Paper Company manufactures newsprint. The product is manufactured in two 
departments, Papermaking and Converting. Pulp is first placed into a vessel at the begin- 
ning of papermaking production. The following information concerns production in the 
Papermaking Department for January. 


ACCOUNT Work in Process—Papermaking Department ACCOUNT NO. 


Balance 


Credit 


Debit Credit 


15,300 


Bal., 3,400 units, 35% completed 


Direct materials, 82,000 units 307,500 322,800 
Direct labor 93,477 416,277 
Factory overhead 81,600 497,877 


Goods transferred, 81,200 units 
Bal., 4,200 units, 80% completed 


a. Prepare the following January journal entries for the Papermaking Department: 
1. The materials charged to production. 
2. The conversion costs charged to production. 
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3. The completed production transferred to the Converting Department. 
b. Determine the Work in Process—Papermaking Department January 31 balance. 


OBJ.4 


EX 20-20 Decision making 

Cool Springs Bottling Company bottles popular beverages in the Bottling Department. The 
beverages are produced by blending concentrate with water and sugar. The concentrate 
is purchased from_a concentrate producer. The concentrate producer sets higher prices 
for the more popular concentrate flavors. Below is a simplified Bottling Department cost 
of production report separating the cost of bottling the four flavors. 


| Cola 


rans $107, 500 a ¥ “Ba ‘00, 
; - ~1,000/ 25,000, -20,000' 1,500. 
a = ip i2,000) ~50,000/ 40,000 ll 3,000. 
ens aie 410,000 88,000 6,600, 
Figfeds ~~ 4,600'  4,000/ —-3,200/ ~—=—«~6 000 
m : ~ 1,400| 20 ,000 | ~16,000| 2,100] 
by cost arcane finished goods | $14,100) $316,500 500/ $251,200) $24,900) 
I ay TER o00F 50; 000 ___40,000' 3,000, 


Beginning and ending work in process inventories are negligible, so are omitted from 
the cost of production report. The flavor changeover cost represents the cost of cleaning 
the bottling machines between production runs of different flavors. 
amZZ, Prepare a memo to the production manager analyzing this comparative cost 
information. In your memo, provide recommendations for further action, along with 
supporting schedules showing the total cost per case and cost per case by cost element. 


OBJ.4 EX 20-21 Decision making 


Instant Pix Inc. produces photographic paper for printing digital images. One of the 
processes for this operation is a coating (solvent spreading) operation, where chemicals 
are coated on to paper stock. There has been some concern about the cost performance 
of this operation. As a result, you have begun an investigation. You first discover that all 
materials and conversion prices have been stable for the last six months. Thus, increases 
in prices for inputs are not an explanation for increasing costs. However, you have discov- 
ered three possible problems from some of the operating personnel whose quotes follow: 


Operator 1: “I’ve been keeping an eye on my operating room instruments. I feel as though 
our energy consumption is becoming less efficient.” 


Operator 2: “Every time the coating machine goes down, we produce waste on shutdown and 
subsequent startup. It seems like during the last half year we have had more unscheduled 
machine shutdowns than in the past. Thus, I feel as though our yields must be dropping.” 


Operator 3: “My sense is that our coating costs are going up. It seems to me like we are 
spreading a thicker coating than we should. Perhaps the coating machine needs to 
be recalibrated.” 


The Coating Department had no beginning or ending inventories for any month during the 
study period. The following data from the cost of production report are made available: 


i ‘January 


$67, 00 963,840) 960,480 $6 $57,120 0} $53,760, 

Coating $14, a $16,416} $1) $23,040 
Conversion ¢ cost (incl. energy) 3,200; $46, ~ $38,400 
80,000, 

76,800 


a. Prepare a table showing the paper cost per output pound, coating cost per Output pound, 
conversion cost per output pound, and yield (pounds out/pounds input) for each month. 


b. Interpret your table results. 


OBJ. 5 


VW a. 17,200 


Y a. 13,300 units to 
be accounted for 


v a. 8,500 
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EX 20-22 Just-in-time manufacturing 


The following are some quotes provided by a number of managers at Ken-Tex Machining 


Company regarding the company’s planned move toward a just-in-time manufacturing 
system: 


Director of Sales: \'m afraid we'll miss some sales if we don't keep a large stock of items on hand just in case demand 
increases. It only makes sense to me to keep large inventories in order to assure product availability for our customers. 


Director of Purchasing: \'m very concerned about moving to a just-in-time system for materials. What would happen 
if one of our suppliers were unable to make a shipment? A supplier could fal! behind in production or have a quality 
problem. Without some safety stock in our materials, our whole plant would shut down. 


Director of Manufacturing: lf we go to just-in-time, | think our factory output will drop. We need in-process inventory in 
order to “smooth out” the inevitable problems that occur during manufacturing. For example, if a machine that is used 
to process a product breaks down, it would starve the next machine if | don’t have in-process inventory between the 
two machines. If | have in-process inventory, then | can keep the next operation busy while | fix the broken machine. 
Thus, the in-process inventories give me a safety valve that | can use to keep things running when things go wrong. 


a Tow would you respond to these managers? 


Appendix 

EX 20-23 Equivalent units of production: average cost method 

The Converting Department of Sydney Napkin Company uses the average cost method and 
had 1,600 units in work in process that were 60% complete at the beginning of the period. 
During the period, 16,200 units were compieted and transferred to the Packing Department. 
There were 1,000 units in process that were 30% complete at the end of the period. 


a. Determine the number of whole units to be accounted for and to be assigned costs 
for the period. 


b. Determine the number of equivalent units of production for the period. 


Appendix 
EX 20-24 Equivalent units of production: average cost method 


Units of production data for the two departments of Continental Cable and Wire Company 
for May of the current fiscal year are as follows: 

Winding Department 
250 units, 30% completed 


Drawing Department 


Work in process, May 1 800 units, 50% completed 


Completed and transferred to next 
processing department during May 


Work in process, May 31 


12,700 units 
600 units, 55% completed 


12,550 units 
400 units, 25% completed 


Each department uses the average cost method. 
a. Determine the number of whole units to be accounted for and to be assigned costs 
and the equivalent units of production for the Drawing Department. 


b. Determine the number of whole units to be accounted for and to be assigned costs 
and the equivalent units of production for the Winding Department. 


Appendix 
EX 20-25 Equivalent units of production: average cost method 


The following information concerns production in the Finishing Department for March. 
The Finishing Department uses the average cost method. 


ACCOUNT NO. 


ACCOUNT Work in Process—Finishing Department 


Balance 


Credit Debit Credit 
Bal., 12,500 units, 70% completed 44,000 
Direct materials, 61,200 units 130,650 174,650 
Direct labor 81,500 256,150 
Factory overhead 82,600 338,750 
Goods transferred, 65,200 units 326,000 12,750 
12,750 


Bal., 2 units, 30% completed 
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a. Determine the number of units in work in process inventory at the end of the month. 


b. Determine the number of whole units to be accounted for and to be assigned costs 
and the equivalent units of production for March. 


V b. 14,200 units Appendix 
EX 20-26 Equivalent units of production and related costs 


The charges to Work in Process—Baking Department for a period as well as informa- 
tion concerning production are as follows. The Baking Department uses the average cost 
method, and all direct materials are placed in process during production. 


Work in Process—Baking Department 
2,952 | To Finished Goods, 13,000 units ? 


Bal., 1,800 units, 40% completed 


Direct materials, 13,200 units 32,100 
Direct labor 16,160 
Factory overhead 8,428 
Bal., 2,000 units, 60% completed i 


Determine the following: 

a. The number of whole units to be accounted for and to be assigned costs. 
The number of equivalent units of production. 

The cost per equivalent unit. 


The cost of units transferred to Finished Goods. 


eonao fF 


The cost of units in ending Work in Process. 


V a. $22.50 Appendix 
EX 20-27 Cost per equivalent unit: average cost method 


The following information concerns production in the Forging Department for April. The 
Forging Department uses the average cost method. 


ACCOUNT Work in Process—Forging Department ACCOUNT NO. 


Balance 
Credit Credit 


Apr. Bal., 500 units, 40% completed 4,400 
Direct materials, 4,900 units 60,475 
Direct labor 92,075 
Factory overhead 116,775 


Goods transferred, 4,700 units 
Bal., 700 units, 70% completed 


uy 
iz 


a. Determine the cost per equivalent unit. 
b. Determine cost of units transferred to Finished Goods. 


c. Determine the cost of units in ending Work in Process. 


VY Cost per Appendix 
equivalent unit, EX 20-28 Cost of production report: average cost method 
$4.00 The increases to Work in Process—Roasting Department for Boston Coffee Company for 


March 2012 as well as information concerning production are as follows: 


Work in process, March 1, 650 pounds, 40% completed $ 1,050 
Coffee beans added during March, 12,300 pounds 32,170 
Conversion costs during March 17,860 


Work in process, March 31, 900 pounds, 80% completed — 
Goods finished during March, 12,050 pounds —_ 


Prepare a cost of production report, using the average cost method. 
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V Cost per Appendix 
easyer unit, EX 20-29 Cost of production report: average cost method 
; Prepare a cost of production report for the Cutting Department of Tanner Carpet Company 

ye for December 2012. Use the average cost method with the following data: 

: Work in process, December 1, 4,500 units, 75% completed $ 40,000 
Materials added during December from Weaving Department, 85,000 units 699,300 
Direct labor for December 169,410 
Factory overhead for December 98,330 


Goods finished during December (includes goods in process, December 1), 83,300 units _ 
Work in process, December 31, 6,200 units, 10% completed = 


Problems Series A 
ed a es eT OE ne en ee ee ee 


OBJ. 1,3 PR 20-1A_ Entries for process cost system 


V 2. Materials July 31 Design Flooring Carpet Company manufactures carpets. Fiber is placed in process in the 
balance, $5,600 Spinning Department, where it is spun into yarn. The output of the Spinning Department 
is transferred to the Tufting Department, where carpet backing is added at the beginning 
of the process and the process is completed. On July 1, Design Flooring Carpet Company 
had the following inventories: 


Finished Goods $5,600 
Work in Process—Spinning Department 900 
Work in Process—Tufting Department 1,400 
Materials 4,200 


Departmental accounts are maintained for factory overhead, and both have zero balances 
on July 1. 
Manufacturing operations for July are summarized as follows: 


OreMatentalstpurehasediomaccOUltse citer ore caer emote cored ae sani ae aes sine ate ats $ 84,600 
b. Materials requisitioned for use: 

FiOS he S DINNING DED arene Mt rsa rem.ccecerars ns torerere seta tors niareiaten cite <roiere sien) oensteronmteyeicteneteraine $ 42,800 

@arpet backing -—=uiting|Depantinentizaeey ter decse.s.. score sites ctlekles cates emcee 34,400 

Indireetmaterials—Spinning: Departments Pees .oe ose. 6... once. wc ean e eee 3,200 

indiractimaterials—TUtting WepantiMenticeisiveicna 060.025 arenas wees acme an oer 2,800 
c. Labor used: 

Dircct-labor—SpinningiDepartinmeimiteer sales ante totelarc att viclevilets « acre yalele ele ele liners) $ 24,200 

Direct abol=——lUftingG IDE partMeNt reacts ccc sllome + sssrerecute »fefocl+ qaeryt avem « hyearbotidc = ei 18,700 

Indirectlabor—Spinning Depaktment tics. tscuijar. es. oe Mo cer ouctnele lene eect 12,300 

Indirect labor—lurting | DepantiMeNntsc ox ... cite ae «cvloe Min ob le delerelele wlelv elsieleleeahit = (elee 11,900 
d. Depreciation charged on fixed assets: 

SOIC DEDATUIMANE ooo nis cigs os pisces a ot wee siglo ons wns diols ele vein a so RaranaS agate § 5,300 

IDUGaidigve MRE Cee. C1 Renee dag OMe CRG tert aniinnr ariinenonn om cer inisciar tern re ccr 3,100 
e. Expired prepaid factory insurance: 

Spinning Department... tpi. eKits ollie lb ale Glee oo aie eile ale ORE Leena eens Se 200 

TLUPANGIDE DAMEN ba ce nna 4 beware aw cong er ay erere nnd RMN a sie piers Cee a AWA sere gy 900 
f. Applied factory overhead: 

Spinning DepartMent 0... 660i r cee cece e eee cee cette eee eect ee eee neem nent ees $ 21,600 

TUPEIAG Depantiienty. Pe. PEIN A aS en, OE eh IK nee eta eile s 98 19,500 
g. Production costs transferred from Spinning Department to Tufting Department ........ $ 87,200 
h. Production costs transferred from Tufting Department to Finished Goods ...........+:. $159,200 
i. Cost of goods sold during the period ....... we. RARER RET SEs Si oh ees Beenie $160,300 
Instructions 


1. Journalize the entries to record the operations, identifying each entry by letter. 
2. Compute the July 31 balances of the inventory accounts. 
3. Compute the July 31 balances of the factory overhead accounts. 
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OBJ. 2,4 PR 20-2A Cost of production report 

V 1.Conversion cost Robusta Coffee Company roasts and packs coffee beans. The process begins by placing 
per equivalent unit, coffee beans into the Roasting Department. From the Roasting Department, coffee beans 
$1.20 are then transferred to the Packing Department. The following is a partial work in process 


account of the Roasting Department at March 31, 2012: 


ACCOUNT Work in Process—Roasting Department ACCOUNT NO. 


Balance 


Credit Credit 


Mar. Bal., 1,050 units, 30% completed 4,997 
Direct materials, 16,200 units 77,897 
Direct labor 88,697 


Factory overhead 97,607 
Goods transferred, 16,400 units 


Bal., 2? units, 40% completed 


Instructions . 
1. Prepare a cost of production report, and identify the missing amounts for Work in 
Process—Roasting Department. 


2. Assuming that the March 1 work in process inventory includes $4,578 of direct ma- 
terials, determine the increase or decrease in the cost per equivalent unit for direct 
materials and conversion between February and March. 


OBJ. 2,3,4 PR 20-3A Equivalent units and related costs; cost of production report; entries 
V 2. Transferred to White Star Flour Company manufactures flour by a series of three processes, beginning 
Packaging Dept., with wheat grain being introduced in the Milling Department. From the Milling Depart- 
$42,569 ment, the materials pass through the Sifting and Packaging departments, emerging as 
packaged refined flour. 
b< The balance in the account Work in Process—Sifting Department was as follows on 
May 1, 2012: 
Work in Process—Sifting Department (800 units, % completed): 
Direct materials (800 x $2.25) $1,800 
Conversion (800 x % x $0.65) 312 
S212 


The following costs were charged to Work in Process—Sifting Department during May: 


Direct materials transferred from Milling Department: 


14,200 units at $2.35 a unit $33,370 
Direct labor 6,100 
Factory overhead 3,924 


During May, 14,000 units of flour were completed. Work in Process—Sifting Department 
on May 31 was 1,000 units, “% completed. 

Instructions 

1. Prepare a cost of production report for the Sifting Department for May. 


2. Journalize the entries for costs transferred from Milling to Sifting and the costs trans- 
ferred from Sifting to Packaging. 


3. Determine the increase or decrease in the cost per equivalent unit from April to May 
for direct materials and conversion costs. 


4, <i Discuss the uses of the cost of production report and the results of part (3). 


OBJ. 1, 2,3 


Y 1. c. Transferred 
to finished goods in 
February, $46,664 


V Cost per equivalent 
unit, $2.60 
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PR 20-4A Work in process account data for two months; cost of production reports 
HomeStyle Soup Co. uses a process cost system to record the costs of processing soup, 
which requires the cooking and filling processes. Materials are entered from the cooking 
process at the beginning of the filling process. The inventory of Work in Process—filling 
on February 1 and debits to the account during February 2012 were as follows: 


Bal., 400 units, 30% completed: 


Direct materials (400 x $3.70) S$ 1,480 
Conversion (400 x 30% x $1.55) 186 

$ 1,666 

From Cooking Department, 8,900 units $33,820 
Direct labor 9,450 
Factory overhead 5,134 


During February, 400 units in process on February 1 were completed, and of the 8,900 units 
entering the department, all were completed except 650 units that were 90% completed. 
Charges to Work in Process—Filling for March were as follows: 


From Cooking Department, 9,600 units $38,400 
Direct labor 10,890 
Factory overhead 5,922 


During March, the units in process at the beginning of the month were completed, and 
of the 9,600 units entering the department, all were completed except 500 units that 
were 35% completed. 


Instructions 

1. Enter the balance as of February 1, 2012, in a four-column account for Work in Pro- 
cess—Filling. Record the debits and the credits in the account for February. Construct 
a cost of production report, and present computations for determining (a) equivalent 
units of production for materials and conversion, (b) costs per equivalent unit, (c) cost 
of goods finished, differentiating between units started in the prior period and units 
started and finished in February, and (d) work in process inventory. 


2. Provide the same information for March by recording the March transactions in the 
four-column work in process account. Construct a cost of production report, and pres- 
ent the March computations (a through d) listed in part (1). 


2, siz Comment on the change in costs per equivalent unit for January through 
March for direct materials and conversion costs. 


Appendix 

PR 20-5A_ Cost of production report: average cost method 

AM Coffee Company roasts and packs coffee beans. The process begins in the Roast- 
ing Department. From the Roasting Department, the coffee beans are transferred to the 
Packing Department. The following is a partial work in process account of the Roasting 
Department at October 31, 2012: 


ACCOUNT Work in Process—Roasting Department ACCOUNT NO. 


Balance 


Credit 


24,000 
259,700 
386,900 
568,750 


Bal., 12,400 units, 75% completed 
Direct materials, 214,600 units 
Direct labor 

Factory overhead 

Goods transferred, 216,000 units 
Bal., 2 units, 25% completed 


235,700 
127,200 
181,850 


Instructions 


Prepare a cost of production report, using the average cost method, and identify the 
missing amounts for Work in Process—Roasting Department. 
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OBJ. 1,3 


V 2. Materials 
May 31 balance, 
$7,480 


+ LEDGER.* 


OBJ. 2,4 


¥ 1. Conversion cost 
per equivalent unit, 
$1.00 


PR 20-1B_ Entries for process cost system 


G&P Soap Company manufactures powdered detergent. Phosphate is placed in process 
in the Making Department, where it is turned into granulars. The output of Making is 
transferred to the Packing Department, where packaging is added at the beginning of the 
process. On May 1, G&P Soap Company had the following inventories: 


Finished Goods $11,200 
Work in Process—Making 5,240 
Work in Process—Packing 6,710 
Materials 3,100 


Departmental accounts are maintained for factory overhead, which both have zero bal- 
ances on May 1. 
Manufacturing operations for May are summarized as follows: 


aaMiaterials purchased Oniaccountm.erh aoc onc ieiericicts oc teiei ae ace oie eee $145,800 


b. Materials requisitioned for use: 

Phosphate —MakingaDepantinent sos seme tem tects saci. metametea iettete eeennter tera $103,250 

Packaging— Packing Department: .ecscccc see setae tenet aera ea 32,600 

Indirect materfals—Making Departinent sa... crue: » 0/6 -rayreene eines relate sie 4,320 

Indirect materials—Packing Department............... cence eee eceewecseeeeeees 1,250 
c. Labor used: 

Direct labor—Making Department scasos. cee ees ee ee ete eee $ 28,200 

Directilabor—=PackingiDepantnienteeean ee ace eee tee ete ea eee 37,200 

Inditeclabor—MakingiDepantmentaecea: he eet eee ne aan cee parce ae ae 15,100 

Indirect labor-=Packing/Depantmentiss. 2. otaeeetael tee eae ot eee 16,700 
d. Depreciation charged on fixed assets: 

Making (Depaltinegntcs . sacteare ccersontss sat. eee eee ee EE eee $ 9500 

Packing De partiméntricacct2tt. ap)..o.ceea preter eRe. ae oc one 6,300 
e. Expired prepaid factory insurance: 

Making Department jccpswevenvcda tise wake teil dieu hart pbeeh ARIES as. eee $ 2,400 

Packing Oe parting tis as. acon Gren Vem amideebe's Seale Mena aan ree 1,200 
f. Applied factory overhead: 

Making Depa btng Obi iia siaruts cia cic alcatel eect otters fen eee $ 32,420 

Packing: Departine Wis... b w.tas thls on Kenn oe, Sek A le eh a 24,150 
g. Production costs transferred from Making Department to Packing Department ..... $164,320 
h. Production costs transferred from Packing Department to Finished Goods.......... $257,900 
i. Cost.of goods sold dubing tive penlogicnes veo" cc ccwaac his ann cae anti Lee ee ee $260,200 

Instructions 


1. Journalize the entries to record the operations, identifying each entry by letter. 
2. Compute the May 31 balances of the inventory accounts. 


3. Compute the May 31 balances of the factory overhead accounts. 


PR 20-2B_ Cost of production report 


Swiss Velvet Chocolate Company processes chocolate into candy bars. The process begins 
by placing direct materials (raw chocolate, milk, and sugar) into the Blending Depart- 
ment. All materials are placed into production at the beginning of the blending process. 
After blending, the milk chocolate is then transferred to the Molding Department, where 
the milk chocolate is formed into candy bars. The following is a partial work in process 
account of the Blending Department at August 31, 2012: 


OBJ. 2,3,4 


VU 2. Transferred 
to finished goods, 
$757,125 


~! — 
aa , 


£ 


OBJ. 1, 2, 3,4 


Y 1.c. Transferred 
to finished goods in 
June, $647,925 
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ACCOUNT Work in Process—Blending Department ACCOUNT NO. 


Balance 


Item Credit Credit 


Aug. Bal., 1,900 units, ¥s completed 7,657 
31| Direct materials, 22,000 units 77,000 84,657 
31| Direct labor 14,200 98,857 
31| Factory overhead 6,880 105,737 
31| Goods transferred, 21,800 units 2. 
31| Bal., 2? units, % completed ? 
Instructions 


1. Prepare a cost of production report, and identify the missing amounts for Work in 
Process—Blending Department. 


2. Assuming that the August 1 work in process inventory includes direct materials of 
$6,460, determine the increase or decrease in the cost per equivalent unit for direct 
materials and conversion between July and August. 


PR 20-3B_ Equivalent units and related costs; cost of production report; entries 


Meadowland Chemical Company manufactures specialty chemicals by a series of three 
processes, all materials being introduced in the Distilling Department. From the Distilling 
Department, the materials pass through the Reaction and Filling departments, emerging 
as finished chemicals. 

The balance in the account Work in Process—Filling was as follows on December 1, 
2012: 


Work in Process—Filling Department 
(2,500 units, 60% completed): 


Direct materials (2,500 x $13.10) $32,750 
Conversion (2,500 x 60% x $5.65) 8,475 
$41,225 


The following costs were charged to Work in Process—Filling during December: 


Direct materials transferred from Reaction 

Department: 42,100 units at $13.00 a unit $547,300 
Direct labor 143,200 
Factory overhead 79,605 


During December, 40,900 units of specialty chemicals were completed. Work in Process— 
Filling Department on December 31 was 3,700 units, 30% completed. 


Instructions 
1. Prepare a cost of production report for the Filling Department for December. 


2. Journalize the entries for costs transferred from Reaction to Filling and the cost trans- 
ferred from Filling to Finished Goods. 


3. Determine the increase or decrease in the cost per equivalent unit from November to 
December for direct materials and conversion costs. 


4. él Discuss the uses of the cost of production report and the results of part (3). 


PR 20-4B_ Work in process account data for two months; cost of production reports 


Nacco Aluminum Company uses a process cost system to record the costs of manufactur- 
ing rolled aluminum, which consists of the smelting and rolling processes. Materials are 
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V Transferred to 
Packaging Dept., 
$58,100 


ey a 
2 \/ 


entered from smelting at the beginning of the rolling process. The inventory of Work in 
Process—Rolling on June 1, 2012, and debits to the account during June were as follows: 


Bal., 3,300 units, “% completed: 


Direct materials (3,300 x $12.50) $41,250 
Conversion (3,300 x %4 x $7.40) 6,105 
$47,355 


From Smelting Department, 32,500 units $409,500 
Direct labor 142,400 
Factory overhead 117,786 


During June, 3,300 units in process on June 1 were completed, and of the 32,500 units 
entering the department, all were completed except 3,700 units that were % completed. 
Charges to Work in Process—Rolling for July were as follows: 


From Smelting Department, 33,000 units $422,400 
Direct labor 136,400 
Factory overhead 111,600 


During July, the units in process at the beginning of the month were completed, and 
of the 33,000 units entering the department, all were completed except 2,900 units that 
were % completed. 


Instructions 

1. Enter the balance as of June 1, 2012, in a four-column account for Work in Process— 
Rolling. Record the debits and the credits in the account for June. Construct a cost 
of production report and present computations for determining (a) equivalent units 
of production for materials and conversion, (b) costs per equivalent unit, (c) cost of 
goods finished, differentiating between units started in the prior period and units 
started and finished in June, and (d) work in process inventory. 


2. Provide the same information for July by recording the July transactions in the four- 
column work in process account. Construct a cost of production report, and present 
the July computations (a through d) listed in part (4). 


3. cco Comment on the change in costs per equivalent unit for May through July 
for direct materials and conversion cost. 


Appendix 

PR 20-5B Equivalent units and related costs; cost of production report: average cost 
method 

State Fair Flour Company manufactures flour by a series of three processes, beginning 
in the Milling Department. From the Milling Department, the materials pass through the 
Sifting and Packaging departments, emerging as packaged refined flour. 


The balance in the account Work in Process—Sifting Department was as follows on 
March 1, 2012: 


Work in Process—Sifting Department (1,000 units, 75% completed) $2,600 


The following costs were charged to Work in Process—Sifting Department during March: 


Direct materials transferred from Milling Department: 16,800 units $31,000 
Direct labor 13,250 
Factory overhead 14,400 


During March, 16,600 units of flour were completed and transferred to finished goods. 
Work in Process—Sifting Department on March 31 was 1,200 units, 75% completed. 


Instructions 


Prepare a cost of production report for the Sifting Department for March, using the aver- 
age cost method. 
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Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


excel 


SUCCESS 


SA 20-1 Cost per equivalent unit 


Brazil Aluminum, Inc., processes aluminum. The Smelting Department had the following 
equivalent units with respect to direct materials and conversion: 


Equivalent Units 


Direct Materials Conversion 


Inventory in process, October 1 2400 
Started and completed in October 95,000 95,000 
Transferred out to Rolling 95,000 97,400 
Inventory in process, October 31 6,000 1,200 
Total equivalent units to be assigned costs (tons) 101,000 98,600 


Direct Materials Conversion 
Costs $1,727,100 $423,980 


a. Open the Excel file SA20-1_2e. 


b. Develop a spreadsheet to determine the cost per equivalent unit for direct materials 
and for conversion. 


c. When you have completed the spreadsheet, perform a “save as,” replacing the entire 
file name with the following: 


SA20-1_2e[your first name initial]_[your last name] 


SA 20-2 Cost per equivalent unit 


The Crumble Cookie Company makes cookies using two departments, Mixing and Baking. The 
Baking Department started and completed 56,000 units during August. The Baking Department 
had the following units of inventory on August 1 and August 31 of the current year. 


Aug. 1 Work in Process—Baking 3,200 units (?/, complete as to conversion costs) 


Aug. 31 Work in Process—Baking 1,600 units (‘4 complete as to conversion costs) 

Total costs incurred during the month in the Baking Department were as follows: 
Direct materials $1,238,400 
Conversion 280,220 


a. Open the Excel file SA20-2_2e. 


b. Develop a spreadsheet to determine the cost per equivalent unit for direct materials 
and for conversion. 


c. When you have completed the spreadsheet, perform a “save as,” replacing the entire 
file name with the following: 


$A20-2_2e[your first name initial]_[your last name] 
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excel 


SUCCESS 


excel 


SUCCESS 


SA 20-3 Cost of production report using a spreadsheet 


Atlantic Beverages, Inc., produces soft drinks. The Mixing Department had the follow-ing infor- 
mation with respect to the Work in Process—Mixing Department for June of the current year: 


Units Amount Percent Complete 
Work in Process, June 1 5,000 $ 41,000 60% 
Direct materials received from Materials 36,000 198,000 
Direct labor 101,890 
Factory overhead 61,640 
Work in Process, June 30 3,500 30% 


a. Open the Excel file SA20-3_2e. 


b. Prepare a cost of production report using spreadsheet software for the Mixing Depart- 
ment for June. 


? 


c. When you have completed the spreadsheet, perform a “save as,” replacing the entire 


file name with the following: 


SA20-3_2e[your first name initial]_[your last name] 


= 


SA 20-4 Cost of production report using a spreadsheet 


Alberta Paper Company produces paper. The Converting Department had the following 
information with respect to the Work in Process—Converting for April 1 of the current year: 


Work in Process—Converting (1,200 units, 24 completed) $35,800 


The following costs were charged to Work in Process—Converting during April: 


Direct materials transferred from Rolling, 21,400 units $175,480 
Direct labor 53,600 
Factory overhead 71,920 


During April, 21, 100 units of paper were completed in the Converting Department and 
transferred to finished goods. Inventories for April 30, were 1,500 whole units that were 
’, completed as to conversion costs. 


Prepare a cost of production report using spreadsheet software for the Converting De- 
partment for April. 


a. Open the Excel file SA20-4_2e. 


b. Prepare a cost of production report using spreadsheet software for the Converting 
Department for April. 


c. When you have completed the spreadsheet, perform a “save as,” replacing the entire 
file name with the following: 


SA20-4_2e [your first name initial]_[your last name] 


to/Paul Sakuma 


CHAPTER 


Cost Behavior and 
Cost-Volume-Profit Analysis 


H ow do you decide whether you are going to buy or rent a 
video game? It probably depends on how much you think 
you are going to use the game. If you are going to play the game 
a lot, you are probably better off buying the game than renting. The 
one-time cost of buying the game would be much less expensive 
than the cost of multiple rentals. If, on the other hand, you are 
uncertain about how frequently you are going to play the game, 


it may be less expensive to rent. The cost of an individual rental is 

much less than the cost of purchase. Understanding how the costs 

of rental and purchase behave affects your decision. 
Understanding how costs behave is also important to compa- 


nies like _an online movie rental service. For a fixed monthly 
fee, Netflix customers can watch movies and TV episodes online, or 
they can have DVDs delivered to their home along with a prepaid 
return envelope. Customers can keep the DVDs as long as they want, 
but must return the DVDs before they rent additional movies. The 


number of DVDs that members can check out at one time varies, 
depending on their subscription plan. 

In order to entice customers to subscribe, Netflix had 
to invest in a well-stocked library of DVD titles and build a 
warehouse to hold and distribute these titles. These costs do 
not change with the number of subscriptions. But how many 
subscriptions does Netflix need in order to make a profit? That 
depends on the price of each subscription, the costs incurred 
with each DVD rental, and the costs associated with maintaining 
the DVD library. 

As with Netflix, understanding how costs behave, and the 
relationship between costs, profits, and volume is important for 
all businesses. This chapter discusses commonly used methods for 
classifying costs according to how they change. Techniques that 
management can use to evaluate costs in order to make sound 
business decisions are also discussed. 


Learning Objectives 
After studying this chapter, you should be able to: an Example Exercises 


Classify costs as variable costs, fixed costs, or mixed costs. 
Cost Behavior 

Variable Costs 

Fixed Costs 

Mixed Costs 

Summary of Cost Behavior Concepts 


Compute the contribution margin, the contribution margin ratio, 
and the unit contribution margin. 
Cost-Volume-Profit Relationships 

Contribution Margin 

Contribution Margin Ratio 

Unit Contribution Margin 


Mathematical Approach to Cost-Volume-Profit Analysis 
Break-Even Point 
Target Profit 


Using a cost-volume-profit chart and a profit-volume chart, determine the 
break-even point and sales necessary to achieve a target profit. 
Graphic Approach to Cost-Volume-Profit Analysis 

Cost-Volume-Profit (Break-Even) Chart 

Profit-Volume Chart 

Use of Computers in Cost-Volume-Profit Analysis 

Assumptions of Cost-Volume-Profit Analysis 


= Determine the break-even point and sales necessary to achieve a target profit. 


Compute the break-even point for a company selling more than one product, 

the operating leverage, and the margin of safety. 

Special Cost-Volume-Profit Relationships 
Sales Mix Considerations EE 21-5 
Operating Leverage EE 21-6 
Margin of Safety EE 21-7 
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= Classify costs as Cost Behavior 


variable costs, 
fixed costs, or mixed 
costs. 


Cost behavior is the manner in which a cost changes as a related activity changes. 

The behavior of costs is useful to managers for a variety of reasons. For example, 

knowing how costs behave allows managers to predict profits as sales and produc- 

tion volumes change. Knowing how costs behave is also useful for estimating costs, 

which affects a variety of decisions such as whether to replace a machine. 
Understanding the behavior of a cost depends on: 


1. Identifying the activities that cause the cost to change. These activities are called 
activity bases (or activity drivers). 


2. Specifying the range of activity over which the changes in the cost are of interest. 
This range of activity is called the relevant range. 


To illustrate, assume that a hospital is concerned about planning and controlling 
patient food costs. A good activity base is the number of patients who stay overnight 
in the hospital. The number of patients who are treated is not as good an activity 
base since some patients are outpatients and, thus, do not consume food. Once an 
activity base is identified, food costs can then be analyzed over the range of the 
number of patients who normally stay in the hospital (the relevant range). 

Costs are normally classified as variable costs, fixed costs, or mixed costs. 


Variable Costs 


Variable costs are costs that vary in proportion to changes in the activity base. 


When the activity base is units produced, direct materials and direct labor costs are 
normally classified as variable costs. 
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To illustrate, assume that Jason Sound Inc. produces stereo systems. The parts for 
the stereo systems are purchased from suppliers for $10 per unit and are assembled 
by Jason Sound Inc. For Model JS-12, the direct materials costs for the relevant range 
of 5,000 to 30,000 units of production are shown below. 


Number of Units of Direct Materials Total Direct 
Model JS-12 Produced Cost per Unit Materials Cost 

5,000 units $10 $ 50,000 
10,000 10 100,000 
15,000 10 150,000 
20,000 10 200,000 
25,000 10 250,000 
30,000 10 300,000 


As shown above, variable costs have the following characteristics: 


1. Cost per unit remains the same regardless of changes in the activity base. For Model 
JS-12, the cost per unit is $10. 

2. Total cost changes in proportion to changes in the activity base. For Model JS-12, the 
direct materials cost for 10,000 units ($100,000) is twice the direct materials cost for 
5,000 units ($50,000). 


Exhibit 1 illustrates how the variable costs for direct materials for Model JS-12 
behave in total and on a per-unit basis as production changes. 


Total Variable Cost Graph 
$300,000 ; z 


$250,000 


Unit Variable Cost Graph 


$200,000 $20 


$150,000 $15 


$100,000 


Total Direct Materials Cost 


$50,000 | $5 


Direct Materials Cost per Unit 
= 
oO 


0 10,000 20,000 30,000 0 10,000 20,000 


Total Units (Model JS-12) Produced Total Units (Model JS-12) Produced 


30,000 


Some examples of variable costs and their related activity bases for various types 
of businesses are shown below. 


Type of Business Cost Activity Base 


University - Instructor salaries Number of classes 
Passenger airline Fuel Number of miles flown 
Manufacturing Direct materials Number of units produced | 
Hospital Nurse wages Number of patients 

Hotel Maid wages Number of guests 


Bank Teller wages — Number of banking transactions 
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Fixed Costs 


Fixed costs are costs that remain the same in total dollar amount as the activity base 
changes. When the activity base is units produced, many factory overhead costs such 
as straight-line depreciation are classified as fixed costs. 

To illustrate, assume that Minton Inc. manufactures, bottles, and distributes per- 
fume. The production supervisor is Jane Sovissi, who is paid a salary of $75,000 per 
year. For the relevant range of 50,000 to 300,000 bottles of perfume, the total fixed 
cost of $75,000 does not vary as production increases. However, the fixed cost per 
bottle decreases as the units produced increase; thus, the fixed cost is spread over 
a larger number of bottles, as shown below. 


Number of Bottles Total Salary for Salary per Bottle 
ofPerfumeProduced Jane Sovissi__of Perfume Produced 

50,000 bottles $75,000 $1.500 
100,000 75,000 0.750 
150,000 75,000 0.500 
200,000 75,000 0.375 
250,000 75,000 0.300 
300,000 75,000 0.250 


As shown above, fixed costs have the following characteristics: 


1. Cost per unit changes inversely to changes in the activity base. For Jane Sovissi’s 
salary, the cost per unit decreased from $1.50 for 50,000 bottles produced to $0.25 
for 300,000 bottles produced. 


2. Total cost remains the same regardless of changes in the activity base. Jane Sovissi’s 
salary of $75,000 remained the same regardless of whether 50,000 bottles or 300,000 
bottles were produced. 


Exhibit 2 illustrates how Jane Sovissi’s salary (fixed cost) behaves in total and on 
a per-unit basis as production changes. ; 


Total Fixed Cost Graph Unit Fixed Cost Graph 
$150,000 ————EE : 


$125,000 $1.25 
P= 
5 | 5 
“ $100,000 ® $1.00 
> | = 
8 e 
S : : wo 
© $75,000 -———— A $0.75 
= ra 
a 8 
€ $50,000 }-— F $0.50 
Ee ae a 
i=) 
Ww 


$25,000 = $0.25 


eaNED Be: SieCEr eae be ene Ges See ee : a J $0 s st ] 
0 100,000 200,000 300,000 0 100,000 200,000 300,000 


Total Units Produced Total Units Produced 
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Some examples of fixed costs and their related activity bases for various types of 
businesses are shown below. 


Type of Business Fixed Cost Activity Base 


University Building (straight-line) depreciation Number of students 
Passenger airline Airplane (straight-line) depreciation Number of miles flown 
Manufacturing Plant manager salary Number of units produced 
Hospital Property insurance Number of patients 

Hotel Property taxes Number of guests 

Bank a Branch manager salary Number of customer accounts 


Mixed Costs 4 


Mixed costs are costs that have characteristics of both a variable and a fixed cost. & 
- Mixed costs are sometimes called semivariable or semifixed costs. A salesperson’s 
To illustrate, assume that Simpson Inc. manufactures sails, using rented machinery. compensation can be a 


The rental charges are as follows: mixed cost comprised of 
a salary (fixed portion) 
Rental Charge = $15,000 per year + $1 times each machine hour over 10,000 hours plus a commission as a 

percent of sales (variable 


The rental charges for various hours used within the relevant range of 8,000 hours 


portion). 
to 40,000 hours are as follows: 


Hours Used Rental Charge 

8,000 hours $15,000 
12,000 $17,000 {$15,000 + [(12,000 hrs. — 10,000 hrs.) x $1]} 
20,000 $25,000 {$15,000 + [(20,000 hrs. — 10,000 hrs.) x $1]} 
40,000 $45,000 {$15,000 + [(40,000 hrs. — 10,000 hrs.) x $1]} 


Exhibit 3 illustrates the preceding mixed cost behavior. 


Mixed Costs 


$40,000 } 
$35,000 | 
$30,000 } 
$25,000 } 
$20,000 | 


$15,000 |e 


Total Rental Costs 


$10,000 | 
$5,000 
$0 | : : Bie CE Mees CA oe ones ks 
0 10,000 20,000 30,000 40,000 
Total Machine Hours 


For purposes of analysis, mixed costs are usually separated into their fixed and 
variable components. The high-low method is a cost estiination method that may 
be used for this purpose.’ The high-low method uses the highest and lowest activity 
levels and their related costs to estimate the variable cost per unit and the fixed cost. 


1 Other methods of estimating costs, such as the scattergraph method and the least squares method, are discussed in cost account- 


ing textbooks. 


— 
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To illustrate, assume that the Equipment Maintenance Department of Kason Inc. 
incurred the following costs during the past five months: 


Production Total Cost 
June 1,000 units $45,550 
July 1,500 52,000 
August 2,100 61,500 
September 1,800 57,500 
October 750 41,250 


The number of units produced is the activity base, and the relevant range is the 
units produced between June and October. For Kason Inc., the difference between 
the units produced and total costs at the highest and lowest levels of production 
are as follows: 


Production Total Cost 
Highest level 2,100 units $61,500 
Lowest level 750 41,250 
Difference 1,350 units $20,250 


The total fixed cost does not change with changes in production. Thus, the $20,250 
difference in the total cost is the change in the total variable cost. Dividing this dif- 
ference of $20,250 by the difference in production is an estimate of the variable cost 
per unit. For Kason Inc., this estimate is $15, as computed below. 


Difference in Total Cost 
Variableisost per Unit = = =a 
Difference in Production 


$20,250 
Variable Cost per Unit = ————— = $15 per unit 
1,350 units 


The fixed cost is estimated by subtracting the total variable costs from the total 
costs for the units produced as shown below. 


Fixed Cost = Total Costs — (Variable Cost per Unit x Units Produced) 


The fixed cost is the same at the highest and the lowest levels of production as 
shown below for Kason Inc. 


Highest level (2,100 units) 


Fixed Cost =Total Costs — (Variable Cost per Unit x Units Produced) 
Fixed Cost = $61,500 — ($15 x 2,100 units) 

Fixed Cost = $61,500 — $31,500 

Fixed Cost = $30,000 


Lowest level (750 units) 


Fixed Cost = Total Costs — (Variable Cost per Unit x Units Produced) 
Fixed Cost = $41,250 — ($15 x 750 units) 

Fixed Cost = $41,250 - $11,250 

Fixed Cost = $30,000 


Using the variable cost per unit and the fixed cost, the total equipment main- 
tenance cost for Kason Inc. can be computed for various levels of production as 
follows: 


Total Cost = (Variable Cost per Unit x Units Produced) + Fixed Costs 
Total Cost = ($15 x Units Produced) + $30,000 


To illustrate, the estimated total cost of 2,000 units of production is $60,000, as 
computed below. 


Total Cost = ($15 x Units Produced) + $30,000 
Total Cost = ($15 x 2,000 units) + $30,000 = $30,000 + $30,000 
Total Cost = $60,000 
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excel A spreadsheet can be used to determine the variable cost per unit and total fixed cost 
under the high-low method as follows: 


SUCCESS 
Production / Total Cost 
1,000 | $ 45,550 | 
1,500 | 52,000 | 
2 | 2,100 | 61,500 | 
6 | September | 1,800 | 67,500 | 
He October | 750 41,250 | 
| Production | ‘Total Cost _| | 
a. ——* =MAX(B3:B7) | =VLOOKUP(B10,B$3:C$7,2 FALSE) <— d. 
b. —+ =MIN(B3:B7) | =VLOOKUP(B11,B$3:C$7,2,FALSE) <——— e. 
© —+ =B1OBIT | C10-Ci] +1 + 
aan i 
| =C12/B12 to. | | | 
| | | 
| | | | : 
| =C5-(B14*B10) + h. 2 | 
| | | 

a. Enter in cell B10 the maximum production by using the =MAX function, =MAX(B3:B7). 
This function will return the maximum value in the stated range. 

b. Enter in cell B11 the minimum production by using the =MIN function, =MIN(B3:B7). 

This function will return the minimum value in the stated range. 

c. Enter in cell B12 the formula for the difference between the maximum and minimum, =B10-B11. 

d. The total cost that is associated with the maximum value from the table must be 
inserted in C10. While you could do this by eye, there is a useful Excel function that 
can be used to find the matching cost. The VLOOKUP function finds a value in the 
first column and returns the value in the same row from the second column. For example, 
enter in C10 the following formula: 
=VLOOKUP(B10,B$3:C$7,2,FALSE), where 

B10 is the value that is to be found in the first column of the production and total 
cost table. In this case, the maximum value is 2,100. 

B$3:C$7 is the table that contains the production and cost information. The dollar 
sign makes the rows absolute so that we can copy this formula when it is completed. 
“2” indicates the column number of the table from which the matching value is to be 
returned. We enter 2 for the second column, or Total Cost column. Thus, 

we want the function to return the number 61,500, which is the number in 

the second column that matches the maximum number from the first 

column, or 2,100. 

“False” tells Excel to find an exact match. 

e. Copy the VLOOKUP function from cell C10 to C11. 

f. Enter in cell C12 the difference, or copy from B12. 

g. Enter in B14 the formula for the variable cost per unit, =C12/B12. 

h. Enter in B16 the formula for the total fixed cost, =C5-(B14*B10) using the maximum level total 
cost and matching production level. The formula could also use the minimum cost and 
matching production level to yield the same result. 

Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 21-1 


The manufacturing costs of Alex Industries for the first three months of the year are provided below. 


Total Cost Production 
January $ 80,000 1,000 units 
February 125,000 2,500 
March 100,000 1,800 


"SRE Ree eM OE TRESTLE SSR RE CO 


Using the high-low method, determine (a) the variable cost perl unit and (b) the total fixed cost. 


seqtopenpoinses cease iene mens teegnnnon deed Rp tae meets seis abiaaasenianioni eee 


cece gsm smenentenntenaie inne eee rete 


rere ee pesresnrcernenenernsememeremoe 07 


(continued) 
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Follow My Example 21-1 


) a. $30 per unit = ($125,000 — $80,000)/(2,500 — 1,000) 
- b. $50,000 = $125,000 — ($30 x 2,500), or $80,000 - ($30 x 1,000) 


os atalieeataie steele sa elinua ala ipes etaioreleia onpratwunye! alin le Wiayavela\ ee wiwienp)\e),6l@misuallal Siesasaie vex enm iene. ele//6)\6)e)S1eiai ie) main iene ees ie 


Practice Exercises: PE 21-1A,PE21-1B 


Summary of Cost Behavior Concepts 


The cost behavior of variable costs and fixed costs is summarized below. 


Effect of Changing Activity Level 


Cost Total Amount Per-Unit Amount 

Variable Increases and decreases Remains the same regardless of 
proportionately with activity level. activity level. 

Fixed Remains the same regardless of Increases and decreases inversely 
activity level. with activity level. 


Mixed costs contain a fixed cost component that is incurred even if nothing is 
produced. For analysis, the fixed and variable cost components of mixed costs are 
separated using the high-low method. 

Some examples of variable, fixed, and mixed costs for the activity base units 
produced are as follows: 


Variable Cost : Fixed Cost Mixed Cost 

Direct materials Straight-line depreciation Quality Control Department salaries 
Direct labor : Property taxes Purchasing Department salaries 
Electricity expense E Production supervisor salaries Maintenance expenses 

Supplies s Insurance expense : Warehouse expenses 


One method of reporting variable and fixed costs is called variable costing or 
direct costing. Under variable costing, only the variable manufacturing costs (direct 
materials, direct labor, and variable factory overhead) are included in the product 
cost. The fixed factory overhead is treated as an expense of the period in which it is 
incurred. Variable costing is described and illustrated in the appendix to this chapter. 


FRANCHISING normally make royalty payments to the franchisor based on 


a percentage of sales revenues, which is a variable cost. Prior 
Many restaurant chains such as McDonalds, Wendy’s, to signing a franchise agreement, most franchisees conduct 
Dunkin’ Donuts, and Fatburger operate as franchises. Ina a break-even analysis to determine how much sales volume 
franchise, the restaurant chain (called the franchisor) sells the their franchise must generate to earn a profit. For example, 
right to sell products using its trademark or brand name toa McDonald's franchises require an initial investment of over 
franchisee. The franchisee typically pays an initial franchise $500,000 and typically take several years to break even. 


fee, which is a fixed cost. In addition, the franchisee must 


Source: B. Beshel, An Introduction to Franchising, IFA Educational Foundation, 2000. 


= comutette  Cost-Volume-Profit Relationships 


contribution 


margin, the contribution 
margin ratio, and Cost-volume-profit analysis is the examination of the relationships among selling 


the unit contribution prices, sales and production volume, costs, expenses, and profits. Cost-volume-profit 
margin. 
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analysis is useful for managerial decision making. Some of the ways cost-volume- 
profit analysis may be used include: 


1. Analyzing the effects of changes in selling prices on profits 
. Analyzing the effects of changes in costs on profits 

. Analyzing the effects of changes in volume on profits 

. Setting selling prices 

. Selecting the mix of products to sell 

. Choosing among marketing strategies 


NN BR ON 


Contribution Margin 


Contribution margin is especially useful because it provides insight into the profit 
potential of a company. Contribution margin is the excess of sales over variable 
costs, as shown below. 


Contribution Margin = Sales — Variable Costs 


To illustrate, assume the following data for Lambert Inc.: 


Sales 50,000 units 
Sales price per unit $20 per unit 
Variable cost per unit $12 per unit 
Fixed costs $300,000 


Exhibit 4 illustrates an income statement for Lambert Inc. prepared in a contribu- 
tion margin format. 


Sees OOONTS e520) reyes nian el tom toy Sans GAOT kaise, Hata avis pi Ol wih ge Cae Rtne SS $1,000,000 
Valid GiGOSES (SOOO MINTS GSD) set! ects sentir bani soa bent an abe ies Gaaieadl sh oawe 600,000 
GoOmininctiomimarcd (50,000 UNS. S8) ce coacs eek ve aac Solas inh ome nero Cabme wine $ 400,000 


BIKOCUCOGT Sere eee eae hE een in a SR Sea acer a ey 300,000 
S$ 100,000 


Ce eC cc CC ce Cc 


Lambert’s contribution margin of $400,000 is available to cover the fixed costs 
of $300,000. Once the fixed costs are covered, any additional contribution margin 
increases income from operations. 


Contribution Margin Ratio 


The contribution margin can also be expressed as a percentage. The contribution 
margin ratio, sometimes called the profit-volume ratio, indicates the percentage of 
each sales dollar available to cover fixed costs and to provide income from opera- 
tions. The contribution margin ratio is computed as follows: 


Contribution Margin 


Contribution Margin Ratio = 
Sales 


The contribution margin ratio is 40% for Lambert Inc., computed as follows: 


Contribution Margin 


Contribution Margin Ratio = 
Sales 


$400,000 


ibution Margin Ratio = —————— = 40% 
Contribution g $1,000,000 


Contribution 
Margin Income 
Statement 
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The contribution margin ratio is most useful when the increase or decrease in 
sales volume is measured in sales dollars. In this case, the change in sales dollars 
multiplied by the contribution margin ratio equals the change in income from opera- 
tions, as shown below. 


Change in Income from Operations = Change in Sales Dollars x Contribution Margin Ratio 


To illustrate, if Lambert Inc. adds $80,000 in sales from the sale of an additional 
4,000 units, its income from operations will increase by $32,000, as computed below. 


Change in Income from Operations = Change in Sales Dollars x Contribution Margin Ratio 
Change in Income from Operations = $80,000 x 40% = $32,000 


The preceding analysis is confirmed by the following contribution margin income 
statement of Lambert Inc.: 


FN [ot ae eae En Fea pre pee a FINGE rH wed ea Tp Salen PEM Bre Mn wath ota Sh $1,080,000 
Variable costs (S:1,080,000< 6096) = sisi ore cts ca ocr wrnreiu ee aiete o/erenaincnsal clerevisnimrci 648,000* 
Contribution margin ($1,080,000 %.40%) ... nec... ccew esas mei ceeme cc mine soe ole $ 432,000 
FIX@GCOSES 5s ois eee une ere ceca tes eyed aes to Rtarevapennist cata emcensc an peice 300,000 
Income from operations... Sse ey teaser a sa ale sane ete meer et & eiateseeminy lente $ 132,000 


*54,000 x $12 per unit. 


Income from operations increased from $100,000 to $132,000 when sales increased 
from $1,000,000 to $1,080,000. Variable costs as a percentage of sales are equal to 
100% minus the contribution margin ratio. Thus, in the above income statement, the 
variable costs are 60% (100% — 40%) of sales, or $648,000 ($1,080,000 x 60%). The 
total contribution margin, $432,000, can also be computed directly by multiplying 
the total sales by the contribution margin ratio ($1,080,000 x 40%). 

In the preceding analysis, factors other than sales volume, such as variable cost 
per unit and sales price, are assumed to remain constant. If such factors change, 
their effect must also be considered. 

The contribution margin ratio is also useful in developing business strategies. 
For example, assume that a company has a high contribution margin ratio and is 
producing below 100% of capacity. In this case, a large increase in income from op- 
erations can be expected from an increase in sales volume. Therefore, the company 
might consider implementing a special sales campaign to increase sales. In contrast, 
a company with a small contribution margin ratio will probably want to give more 
attention to reducing costs before attempting to promote sales. 


Unit Contribution Margin 


The unit contribution margin is also useful for analyzing the profit potential of pro- 
posed decisions. The unit contribution margin is computed as follows: 


Unit Contribution Margin = Sales Price per Unit — Variable Cost per Unit 


To illustrate, if Lambert Inc.’s unit selling price is $20 and its variable cost per 
unit is $12, the unit contribution margin is $8 as shown below. 


Unit Contribution Margin = Sales Price per Unit - Variable Cost per Unit 
Unit Contribution Margin = $20 - $12 =$8 


The unit contribution margin is most useful when the increase or decrease in sales 
volume is measured in sales units (quantities). In this case, the change in sales vol- 
ume (units) multiplied by the unit contribution margin equals the change in income 
from operations, as shown below. 


Change in Income from Operations = Change in Sales Units x Unit Contribution Margin 


Chapter 21 Cost Behavior and Cost-Volume-Profit Analysis 975 


To illustrate, assume that Lambert Inc.’s sales could be increased by 15,000 units, 


from 50,000 units to 65,000 units. Lambert’s income from operations would increase 
by $120,000 (15,000 units x $8), as shown below. 


Change in Income from Operations = Change in Sales Units x Unit Contribution Margin 
Change in Income from Operations = 15,000 units x $8 = $120,000 


The preceding analysis is confirmed by the following contribution margin income 
statement of Lambert Inc., which shows that income increased to $220,000 when 
65,000 units are sold. The prior income statement on page 973 indicates income of 
$100,000 when 50,000 units are sold. Thus, selling an additional 15,000 units increases 


income by $120,000 ($220,000 — $100,000). f& 
A room night at Hilton 
$1,300,000 Hotels has a high 
__780,000 : contribution margin. 
$ 520,000 | The high contribution 
300,000 | margin per room night 
§ 220,000 | is necessary to cover the 
Ee, high fixed costs for the 
hotel. 


Unit contribution margin analysis is useful information for managers. For example, 
in the preceding illustration, Lambert Inc. could spend up to $120,000 for special 
advertising or other product promotions to increase sales by 15,000 units and still 
increase income by $100,000 ($220,000 — $120,000). 


Example Exercise 21-2 


Molly Company sells 20,000 units at $12 per unit. Variable costs are $9 per unit, and fixed costs are $25,000. Determine 
the (a) contribution margin ratio, (b) unit contribution margin, and (c) income from operations. 


Follow My Example 21-2 


a. 25% = ($12 — $9)/$12, or ($240,000 — $180,000)/$240,000 
b. $3 per unit = $12 - $9 


c. Sales $240,000 (20,000 units x $12 per unit) 
Variable costs 180,000 (20,000 units x $9 per unit) 
Contribution margin $ 60,000 [20,000 units x ($12 - $9)] 
Fixed costs 25,000 
Income from operations §— $_: 35,000 


See cece cere seem rear ree ee eee ee eee eH EH Ee eee es eee eene tere rereneeneseeseneseseerseseeeneEseseseerereesses 


Practice Exercises: PE 21-2A, PE 21-2B 


Determine the 
break-even 
point and sales 


necessary to achieve 
The mathematical approach to cost-volume-profit analysis uses equations to determine 4g target profit. 


the following: 


Mathematical Approach to em 
Cost-Volume-Profit Analysis 


1. Sales necessary to break even 
2. Sales necessary to make a target or desired profit 


Break-Even Point fe — Costs > 
The break-even point is the level of operations at which a 

company’s revenues and expenses are equal. At break-even, a —___.—_—’ 
company reports neither an income nor a loss from operations. 


The break-even point in sales units is computed as follows: Break-Even Point 
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Fixed Costs 


Break-Even Sales (units) = ae 3 
Unit Contribution Margin 


To illustrate, assume the following data for Baker Corporation: 


Fixed costs $90,000 
Unit selling price $25 
Unit variable cost 15 
Unit contribution margin $10 


The break-even point is 9,000 units, as shown below. 


Fixed Costs $90,000 
Unit Contribution Margin $10 


Break-Even Sales (units) = = 9,000 units 


The following income statement verifies the break-even point of 9,000 units: 


aaa hia ea i Ai CO CSET ROO ERNE AEE iin 
& 


| Salest(O/OOO UIs <, S25) sere. Ves c eet ass tier care tice veils rebels =i aces acca Oheas teem eale foi eteeretin are $225,000 
1 Varia blereostsi( SOOO UNIS Se SiS)e cece cre sleryeimeresierarerceararate o teclte eaten ate etaeteat terete eseer a 135,000 
f  COntIBUNION Margin. 25 220s Caen deehlve cae ons wena ian sae ye neen ree $ 90,000 
d= FING CORESIANS.G OPER Se ner naa homie elles ysealelg ee ieee ee 90,000 
) HINGOMEHKONY OPE AtlON Sia. <crarers scx ce stecete cpore erepiniete -isverels ie 4icraatelelatayelatae caine ois\oraietel ait $ 0 


- greeter eee rere eee eee REET 7 EOE TELS TET SOPOT SE LODE REIT RSS 


As shown in the preceding income statement, the break-even point is $225,000 
(9,000 units x $25) of sales. The break-even point in sales dollars can be determined 
directly as follows: 

Fixed Costs 


Break-Even Sales (dollars) = ——————________— 
Contribution Margin Ratio 


The contribution margin ratio can be computed using the unit contribution margin 
and unit selling price as follows: 
Unit Contribution Margin 


Contribution Margin Ratio = 
Unit Selling Price 


The contribution margin ratio for Baker Corporation is 40%, as shown below. 


Thus, the break-even sales dollars for Baker Corporation of $225,000 can be 
computed directly as follows: 


Fixed Costs $90,000 
Break-Even Sales (dollars) = a: = $225,000 
Contribution Margin Ratio 40% 


The break-even point is affected by changes in the fixed costs, unit variable costs, 
and the unit selling price. 


Effect of Changes in Fixed Costs Fixed costs do not change 


in total with changes in the level of activity. However, fixed costs 
may change because of other factors such as changes in property 
if Then Break- tax rates or factory supervisors’ salaries. 
Even Changes in fixed costs affect the break-even point as follows: 
1. Increases in fixed costs increase the break-even point. 
te ale Break- 2. Decreases in fixed costs decrease the break-even point. 
Even To illustrate, assume that Bishop Co. is evaluating a proposal 
to budget an additional $100,000 for advertising. The data for 


Bishop Co. are as follows: 
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Current Proposed 
Unit selling price $90 $90 
Unit variable cost 70 70 
Unit contribution margin $20 $20 
Fixed costs $600,000 $700,000 


Bishop Co.’s break-even point before the additional advertising expense of $100,000 
is 30,000 units, as shown below. 


Fixed Costs $600,000 


Unit Contribution Margin $20 


Break-Even Sales (units) = = 30,000 units 


Bishop Co.’s break-even point after the additional advertising expense of $100,000 
is 35,000 units, as shown below. 


Fixed Costs $700,000 
Break-Even Sales (units) = ——— ~~ ———— _ 35,000 units 
Unit Contribution Margin $20 


As shown above, the $100,000 increase in advertising (fixed costs) requires an 
additional 5,000 units (35,000 — 30,000) of sales to break even2 In other words, an 
increase in sales of 5,000 units is required in order to generate an additional $100,000 
of total contribution margin (5,000 units x $20) to cover the increased fixed costs. 


Effect of Changes in Unit Variable Costs Unit variable 
costs do not change with changes in the level of activity. However, 


unit variable costs may be affected by other factors such as changes 
in the cost per unit of direct materials. 


Changes in unit variable costs affect the break-even point 


Unit 


Variable 


If Then 


Cost | 
as follows: . 


1. Increases in unit variable costs increase the break-even point. 
2. Decreases in unit variable costs decrease the break-even point. 


To illustrate, assume that Park Co. is evaluating a proposal 
to pay an additional 2% commission on sales to its salespeople 
as an incentive to increase sales. The data for Park Co. are as 
follows: 


Current Proposed 
Unit selling price $250 $250 
Unit variable cost 145 150 
Unit contribution margin $105 $100 
Fixed costs $840,000 $840,000 


Park Co.’s break-even point before the additional 2% commission is 8,000 units, 
as shown below. 


Fixed Costs $840,000 


If the 2% sales commission proposal is adopted, unit variable costs will increase 
by $5 ($250 x 2%) from $145 to $150 per unit. This increase in unit variable costs 
will decrease the unit contribution margin from $105 to $100 ($250 — $150). Thus, 
Park Co.’s break-even point after the additional 2% commission is 8,400 units, as 


shown on the next page. 


2 The increase of 5,000 units can also be computed by dividing the increase in fixed costs of $100,000 by the unit contribution 
margin; $20, as follows: 5,000 units = $100,000/$20. 
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Fixed Costs $840,000 


[Se eS = 8,400 units 
Unit Contribution Margin $100 


Break-Even Sales (units) = 


As shown above, an additional 400 units of sales will be required in order to 
break even. This is because if 8,000 units are sold, the new unit contribution margin 
of $100 provides only $800,000 (8,000 units x $100) of contribution margin. Thus, 
$40,000 more contribution margin is necessary to cover the total fixed costs of 
$840,000. This additional $40,000 of contribution margin is provided by selling 400 
more units (400 units x $100). 


Effect of Changes in Unit Selling Price Changes in the 
Break- unit selling price affect the unit contribution margin and, thus, the 


Then Even break-even point. Specifically, changes in the unit selling price af- 


fect the break-even point as follows: 


1. Increases in the unit selling price decrease the break-even 
point. 

2. Decreases in the unit selling price increase the break-even 
point. 


To illustrate, assume that Graham Co. is evaluating a pro- 
posal to increase the unit selling price of its product from $50 
to $60. The data for Graham Co. are as follows: 


Current Proposed 
Unit selling price $50 $60 
Unit variable cost _30 230 
Unit contribution margin $20 $30 
Fixed costs $600,000 $600,000 


Graham Co.’s break-even point before the price increase is 30,000 units, as shown below. 


Fixed Costs $600,000 


The increase of $10 per unit in the selling price increases the unit contribution 
margin by $10. Thus, Graham Co.’s break-even point after the price increase is 20,000 
units, as shown below. 


Fixed Costs $600,000 
Break-EveniSales (units) =$<——————— > = re = 0,000 Units 
Unit Contribution Margin $30 


As shown above, the price increase of $10 increased the unit contribution margin by 
$10, which decreased the break-even point by 10,000 units (30,000 units — 20,000 units). 


Summary of Effects of Changes on Break-Even Point The break-even point in 
sales changes in the same direction as changes in the variable cost per unit and fixed costs. 
In contrast, the break-even point in sales changes in the opposite direction as changes in the 
unit selling price. These changes on the break-even point in sales are summarized below. 


Effect of Change 
Direction of on Break-Even 
Type of Change Change Sales 
Fixed cost Increase Increase 
Decrease Decrease 
Unit variable cost Increase Increase 
Decrease Decrease 
Unit selling price Increase Decrease 


Decrease Increase 
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Example Exercise 21-3 


Ka 


eco $35 per unit, while fixed costs are $80,000. Determine 
even point if the selling price were increased to $67 per unit. 


Nicolas Enterprises sells a product for $60 per unit. The variable cost is 
the (a) break-even point in sales units and (b) break- 


Follow Example 21-3 


a. 3,200 units = $80,000/($60 - $35) 
b. 2,500 units = $80,000/($67 — $35) 


$08) Sse] a), 9:8) Sl'sh\e ei. <i/alie arb wile/in;(e)ie, vie(.e caxeintp eile\ucaueciaial eeicla cece. 


ONNECHIOL 


BREAKING EVEN IN THE AIRLINE INDUSTRY 


Airlines have high fixed costs and operate in a very competitive industry. As a result, many airlines struggle to break even. For 
example, of the five airlines shown below, only Delta is operating at a profit. As the below table shows, the increase in airfare 
needed to break even ranges from less than 1% to 17%. This indicates that a small increase in ticket prices could enable an 


airline to break even. However, the competitive nature of the airline industry makes increasing airfares difficult to implement 
and maintain. 


United Continental Delta American US Air 


Average one-way airfare per passenger* $255 $251 $212 $206 $156 
Average cost per passenger* $292 $252 $192 $216 $182 
Percentage increase in airfare needed to break even 15% Less than 1% N/A 5% 17% 


“Source: R. Herbst, “What Will It Take for Airlines to Break Even on Airfares?” Airline Industry Commentary at AirlineFinancials.com, 
November 5, 2008. 


Target Profit 


At the break-even point, sales and costs are exactly equal. However, the goal of most 
companies is to make a profit. 

By modifying the break-even equation, the sales required to earn a target or de- 
sired amount of profit may be computed. For this purpose, target profit is added to 
the break-even equation as shown below. 

Fixed Costs + Target Profit 


Sales (units) = = 
Unit Contribution Margin 


To illustrate, assume the following data for Waltham Co.: 


Fixed costs $200,000 
Target profit 100,000 
Unit selling price $75 
Unit variable cost 45 
Unit contribution margin $30 


The sales necessary to earn the target profit of $100,000 would be 10,000 units, 
computed as follows: 
Fixed Costs + Target Profit is $200,000 + $100,000 


Gales (Units =e a I ce = 10,000 units 
Unit Contribution Margin $30 
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The following income statement verifies this computation: 

| Sales (TO;,O000 WinitS S75). ce eee cacti cter tle eas ote cotare nreeatet encod avelevalotete oniel =set Nereis hereyeiereae $750,000 

| Variable costs (10,000 units x $45) ......cccceeeeceeeeeeeeeeeeeeeseeseeseeeeeeeees 450,000 

| Contribution margin (10,000 units x $30 ..........ccccceseetteeteettseeeeeeereees $300,000 

mas i Fie costs 6 ac 2a he cee hav a Siieaia eleanor Ae 200,000 

a2 | -... $100,000 

IMCOME FrOMPODETALIONS = stoke. arene cleiseere levees etele yaya areco elo sieve ee nina cere a eselotalnra ; 
profit P ——= 


ecsnseesecrminenenonneneeptes 
spre onan eet eee tect EH ER RIE 


As shown in the preceding income statement, sales of $750,000 (10,000 units x 
$75) are necessary to earn the target profit of $100,000. The sales of $750,000 needed 
to earn the target profit of $100,000 can be computed directly using the contribution 
margin ratio, as shown below. 


Unit Contribution Margin $30 
Contribution Margin Ratio = ————————_—__— = —_— = 40% 
Unit Selling Price $75 
Fixed Costs + Target Profit 
Sales (dollars) == 
Contribution Margin Ratio 
$200,000 + $100,000 $300,000 
= Se oT OOOO 
40% 40% 


Example Exercise 21-4 


Forest Company sells a product for $140 per unit. The variable cost is $60 per unit, and fixed costs are $240,000. 
Determine the (a) break-even point in sales units and (b) the sales units required to achieve a target profit of $50,000. 


Follow My Example 21-4 


a. 3,000 units = $240,000/($140 — $60) 
b. 3,625 units = ($240,000 + $50,000)/($140 — $60) 


BSCS SSSCSGnCIOIOISOIICIIS gO i CISC ini cei SiC OO ICIT IeCISCIOiUCiCIOITOIC ICICI ii ICICI TIC ICICI ICICI ICICI ICI ICIC II ICICI RICCI ICICI Oi UICC ICICI ICICI ICC HCHO ICICI 


Practice Exercises: PE 21-4A, PE 21-4B 


ORPHAN DRUGS 


Each year, pharmaceutical companies develop new drugs 
that cure a variety of physical conditions. In order to be 


profitable, drug companies must sell enough of a product 
to exceed break even for a reasonable selling price. Break- 
even points, however, create a problem for drugs targeted at 
rare diseases, called “orphan drugs.” These drugs are typically 
expensive to develop and have low sales volumes, making 
it impossible to achieve break even. To ensure that orphan 


drugs are not overlooked, Congress passed the Orphan Drug 
Act that provides incentives for pharmaceutical companies 
to develop drugs for rare diseases that might not generate 
enough sales to reach break even. The program has been a 
great success. Since 1982, over 200 orphan drugs have come 
to market, including Jacobus Pharmaceuticals Company, 
Inc.'s drug for the treatment of tuberculosis and Novartis 
AG's drug for the treatment of Paget's disease. 


Graphic Approach to 
Cost-Volume-Profit Analysis 


Using a cost- 
volume-profit 
chart and a profit- 
volume chart, determine 
the break-even point 
and sales necessary to 


achieve a target profit. 


Cost-volume-profit analysis can be presented graphically as well as in equation form. 
Many managers prefer the graphic form because the operating profit or loss for dif- 
ferent levels of sales can readily be seen. 


Cost 
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-Volume-Profit (Break-Even) Chart 


A cost-volume-profit chart, sometimes called a break-even chart, graphically shows 

sales, costs, and the related profit or loss for various levels of units sold. It assists 

in understanding the relationship among sales, costs, and operating profit or loss. 
To illustrate, the cost-volume-profit chart in Exhibit 5 is based on the following data: 


Total fixed costs $100,000 
Unit selling price $50 
> Unit variable cost 30 
Unit contribution margin $20 


The cost-volume-profit chart in Exhibit 5 is constructed using the following steps: 


Step 1. 


Step 2. 


Step 3. 


Step 4. 


Volume in units of sales is indicated along the horizontal axis. The range of 
volume shown is the relevant range in which the company expects to operate. 
Dollar amounts of total sales and total costs are indicated along the vertical axis. 


A sales line is plotted by beginning at zero on the left corner of the graph. A 
second point is determined by multiplying any units of sales on the horizontal 
axis by the unit sales price of $50. For example, for 10,000 units of sales, the total 
sales would be $500,000 (10,000 units x $50). The sales line is drawn upward to 
the right from zero through the $500,000 point. 


A cost line is plotted by beginning with total fixed costs, $100,000, on the vertical 
axis. A second point is determined by multiplying any units of sales on the hori- 
zontal axis by the unit variable costs and adding the fixed costs. For example, for 
10,000 units of sales, the total estimated costs would be $400,000 [10,000 units x 
$30) + $100,000]. The cost line is drawn upward to the right from $100,000 on 
the vertical axis through the $400,000 point. 


The break-even point is the intersection point of the total sales and total cost lines. 
A vertical dotted line drawn downward at the intersection point indicates the units 
of sales at the break-even point. A horizontal dotted line drawn to the left at the 
intersection point indicates the sales dollars and costs at the break-even point. 


In Exhibit 5, the break-even point is $250,000 of sales, which represents sales of 
5,000 units. Operating profits will be earned when sales levels are to the right of 
the break-even point (operating profit area). Operating losses will be incurred when 
sales levels are to the left of the break-even point (operating loss area). 


$500,00 


$450,000 | 
$400,000 | 
$350,000 | 
$300,000 | 
$250,000 | 
$200,000 } 
$150,000 | 
$100,000 
$50,000 


so 1,000 2,000 3,000 4,000 5,000 6,000 7,000 8,000 9,000 10,000 


Step 1 Units of Sales 


Cost-Volume- 
Profit Chart 
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Changes in the unit selling price, total fixed costs, and unit variable costs can be 
analyzed by using a cost-volume-profit chart. Using the data in Exhibit 5, assume 
that a proposal to reduce fixed costs by $20,000 is to be evaluated. In this case, the 
total fixed costs would be $80,000 ($100,000 -— $20,000). 

As shown in Exhibit 6, the total cost line is redrawn, starting at the $80,000 point (total 
fixed costs) on the vertical axis. A second point is determined by multiplying any units 
of sales on the horizontal axis by the unit variable costs and adding the fixed costs. For 
example, for 10,000 units of sales, the total estimated costs would be $380,000 [(10,000 
units x $30) + $80,000]. The cost line is drawn upward to the right from $80,000 on the 
vertical axis through the $380,000 point. The revised cost-volume-profit chart in Exhibit 6 
indicates that the break-even point decreases to $200,000 and 4,000 units of sales. 


Revised Cost- 
Volume-Profit 


Chart 


Maximum 
profit 


$450,000 } 
$400,000 
$350,000 
$300,000 
$250,000 } 
$200,000 
$150,000 


$0 it: ee ee Pouieeeane cis) Ween ees at SHER PEGS eis s apneties Gao J 
0 1,000 2,000 3,000 4,000 5,000 6,000 7,000 8,000 9,000 10,000 
Units of Sales 


Profit-Volume Chart 


Another graphic approach to cost-volume-profit analysis is the profit-volume chart. 
The profit-volume chart plots only the difference between total sales and total costs 
(or profits). In this way, the profit-volume chart allows managers to determine the 
operating profit (or loss) for various levels of units sold. 

To illustrate, the profit-volume chart in Exhibit 7 is based on the same data as 
used in Exhibit 5. These data are as follows: 


Total fixed costs $100,000 
Unit selling price $50 
Unit variable cost _30 
Unit contribution margin $20 


The maximum operating loss is equal to the fixed costs of $100,000. Assuming 
that the maximum units that can be sold within the relevant range is 10,000 units, 
the maximum operating profit is $100,000, as shown below. 


Sales (10,000 units x 850) -.c4. eve tse esasgccbevsace PS Sa VO ve $500,000 | 
Vatlable costs (10,000 unitexSa0) ccc. 22. as Weck acho rene cree ie Sa or OO OOOH 


IMEC COSTS ay toPan ois ces, geick Sree eee cana EEE Ho oaseetignneaue Siepete Sioa ea NaI 
Operating profits.) 1a soe SU eR aR IAR I orc ccs ih Hpac 
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The profit-volume chart in Exhibit 7 is constructed using the following steps: 


Step 1. Volume in units of sales is indicated along the horizontal axis. The range of vol- 
ume shown is the relevant range in which the company expects to operate. In 
Exhibit 7, the maximum units of sales is 10,000 units. Dollar amounts indicating 
operating profits and losses are shown along the vertical axis. 


Step 2. A point representing the maximum operating loss is plotted on the vertical axis 
at the left. This loss is equal to the total fixed costs at the zero level of sales. 
Thus, the maximum operating loss is equal to the fixed costs of $100,000. 

Step 3. A point representing the maximum operating profit within the relevant range is 
plotted on the right. Assuming that the maximum unit sales within the relevant 
range is 10,000 units, the maximum operating profit is $100,000. 

Step 4. A diagonal profit line is drawn connecting the maximum operating loss point 
with the maximum operating profit point. 

Step 5. The profit line intersects the horizontal zero operating profit line at the break-even 
point in units of sales. The area indicating an operating profit is identified to the 
right of the intersection, and the area indicating an operating loss is identified to 
the left of the intersection. 


Operating Profit 
(Loss) 
$100,000 


Profit-Volume 
Step 3 Chart 


$75,000 
$60,000 


scien | Operating 
< . 1 Foint KOU | Profit 
$25,000 is ahs Ate: 


0 
25,000 : 
5¢ ) Operating 
$(50,000) Loss Area 


$(75,000) 


ee 


ashes : 2 : 5 Rene estos) EEA RR ee eee pee eumean paris ewes 
1,000 2,000 3,000 4,000 5,000 6,000 7,000 8,000 9,000 1 
Step 1 Units of Sales 


Step 2. $(100,000) & 0,000 


In Exhibit 7, the break-even point is 5,000 units of sales, which is equal to total 
sales of $250,000 (5,000 units x $50). Operating profit will be earned when sales 
levels are to the right of the break-even point (operating profit area). Operating losses 
will be incurred when sales levels are to the left of the break-even point (operating 
loss area). For example, at sales of 8,000 units, an operating profit of $60,000 will 
be earned, as shown in Exhibit 7. 

Changes in the unit selling price, total fixed costs, and unit variable costs on 
profit can be analyzed using a profit-volume chart. Using the data in Exhibit 7, as- 
sume the effect on profit of an increase of $20,000 in fixed costs is to be evaluated. 
In this case, the total fixed costs would be $120,000 ($100,000 + $20,000), and the 
maximum operating loss would also be $120,000. At the maximum sales of 10,000 
units, the maximum operating profit would be $80,000, as shown below. 


Sales: (1O/OO0UnItS <5 SOM oie eth cae na cv Naat we nie ts $500,000 

Variable costs (10,000 units x $30) ..... SRR TS ASICS CRS 300,000 

Contribution margin (10,000 units x $20)............. cece eee $200,000 

Fixed costs..... PG NG is Be Fae osiare Crane reahewa ted aaeeys 120,000 aeloebeyeea titres 
COGLEEINGIDIONE cece ce eae he atc dic tig aviygihwin ns aby «essa $ 80,000 beat 


remnant ements ecm 
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Original Profit- 
Volume Chart 
and Revised 
Profit-Volume 
Chart 


A revised profit-volume chart is constructed by plotting the maximum operating 
loss and maximum operating profit points and drawing the revised profit line. The 
original and the revised profit-volume charts are shown in Exhibit 8. 


$125,000 
$100,000 
$75,000 
$50,000 


$25,000 
Original ; 
Chart 
25,000) | = 
= Operating 
$(50,000) Loss Area 


$(75,000) 


$(100,000) 


$(125,000) ~~ eee | 
1,000 2,000 3,000 4,000 5,000 6,000 7,000 8,000 9,000 10,000 


Operating Profit Units of Sales 
(Loss) I I 
$125,000 r 


$100,000 |} 
$80,000 aes 
75,000 -— 
$50,000 [-— 


$25,000 ->— 

Revised io 
Chart a 

$(25,000) | 

Operating 

_$(50,000) Loss Area 

$(75,000) 


$(100,000) 
$(120,000) |— 
$(125,000) —— — ps 

1,000 2,000 3,000 4,000 5,000 6,000 7,000 8,000 9,000 10,000 


Units of Sales 


The revised profit-volume chart indicates that the break-even point is 6,000 units 
of sales. This is equal to total sales of $300,000 (6,000 units x $50). The operating 
loss area of the chart has increased, while the operating profit area has decreased. 


Use of Computers in Cost-Volume-Profit Analysis 


With computers, the graphic approach and the mathematical approach to cost-volume- 
profit analysis are easy to use. Managers can vary assumptions regarding selling prices, 
costs, and volume and can observe the effects of each change on the break-even 
point and profit. Such an analysis is called a “what if” analysis or sensitivity analysis. 
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Assumptions of Cost-Volume-Profit Analysis 


Cost-volume-profit analysis depends on several assumptions. The primary assump- 
tions are as follows: 
1. Total sales and total costs can be represented by straight lines. 


2. Within the relevant range of operating activity, the efficiency of operations does not change. 
3. Costs can be divided into fixed and variable components. 
4. The sales mix is constant. 


5. There is no change in the inventory quantities during the period. 


These assumptions simplify cost-volume-profit analysis. Since they are often valid for 
the relevant range of operations, cost-volume-profit analysis is useful for decision making. 


Special Cost-Volume-Profit Relationships 


Cost-volume-profit analysis can also be used when a company sells several products 
with different costs and prices. In addition, operating leverage and the margin of 
safety are useful in analyzing cost-volume-profit relationships. 


Sales Mix Considerations 


Many companies sell more than one product at different selling prices. In addition, 
the products normally have different unit variable costs and, thus, different unit 
contribution margins. In such cases, break-even analysis can still be performed by 
considering the sales mix. The sales mix is the relative distribution of sales among 
the products sold by a company. 

To illustrate, assume that Cascade Company sold Products A and B during the 
past year as follows: 


Total fixed costs $200,000 

Product A Product B 
Unit’sellingiprices .csahealhs .2 02.0 $90 $140 
Unit variable cost................ 20 95 
Unit contribution margin ........ $20 $ 45 
STMTSESO) Clie estat aue rem ach: hace cane: 8,000 2,000 
Stel Sonn: geen, ccs ee an 80% 20% 


The sales mix for Products A and B is expressed as a percentage of total units 
sold. For Cascade Company, a total of 10,000 (8,000 + 2,000) units were sold during 
the year. Therefore, the sales mix is 80% (8,000/10,000) for Product A and 20% for 
Product B (2,000/10,000) as shown above. The sales mix could also be expressed 
as the ratio 80:20. 

For break-even analysis, it is useful to think of Products A and B as components 
of one overall enterprise product called E. The unit selling price of E equals the 
sum of the unit selling prices of each product multiplied by its sales mix percentage. 
Likewise, the unit variable cost and unit contribution margin of E equal the sum of 
the unit variable costs and unit contribution margins of each product multiplied by 
its sales mix percentage. 

For Cascade Company, the unit selling price, unit variable cost, and unit contribu- 
tion margin for E are computed as follows: 


Product E ProductA ProductB 
Unit selling price of E $100 = ($90 x 0.8) + ($140 x 0.2) 
Unit variable cost of E 75 = ($700.8) + ($95 x 0.2) 
Unit contribution margin of E 25 = ($20 x 0.8) + ($45 x 0.2) 


3 The impact of violating these assumptions is discussed in advanced accounting texts. 


Compute the 
| break-even 


point for a company 
selling more than one 
product, the operating 
leverage, and the 
margin of safety. 


Sales Mix 
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The break-even point of 8,000 units of E can be determined in the normal man- 
ner as shown below. 


Fixed Costs $200,000 


Break-Even Sales (units) for E = = = = 8,000 units 
Unit Contribution Margin $25 


Since the sales mix for Products A and B is 80% and 20% respectively, the break- 
even quantity of A is 6,400 units (8,000 units x 80%) and B is 1,600 units (8,000 
units x 20%). 

The preceding break-even analysis is verified by the following income statement: 


BD ie CE ARAL EES AONE BT CE a 


ProductA Product B Total 


i 

i 

i 

| Sales: | 

| G AOOWUINIESEGS SOME Mixa reteataee ie mate ieerreio $576,000 $576,000 / 

| TGOONIMITSS<eSi1\4 Olesen craters rhe state xcateners $224,000 224,000 ' 

Total sales ....... aera obs eee eae $576,000 $224,000 $800,000 

Variable costs: i 

WS MOO UNITS C97 Ocid Vas «sae obciane sean ease es $448,000 _ $448,000 

| TOOUTUNIES X 595. sainene sree sppigeee eereent $152,000 152,000 | 

| TOtal\Wahtalol QCOStGsmriata-eeme etate eee tee ~~ $448,000 $152,000 $600,000 
| GontribUtion Manginh. sae. cette iterate Se Yaa eaerre $128,000 $ 72,000 $200,000 
I+ ined Costge ek Aaah Eaciedae eeeeeteaeesios caren 200,000 
Break-even i ‘ ? = ee 
___—— >> Income from operations ............ SRE Rah Marin $ 0 
point S —— 


ssoenptnececsecaeni eaten Op Sth ee et OT REN EE OT Ee TT segment 


The effects of changes in the sales mix on the break-even point can be determined 
by assuming a different sales mix. The break-even point of E can then be recomputed. 


Example Exercise 21-5 


Megan Company has fixed costs of $180,000. The unit selling price, variable cost per unit, and contribution margin per 
unit for the company’s two products are provided below. 


Variable Cost Contribution 
Product Selling Price per Unit Margin per Unit | 
Q $160 $100 $60 
/ z 100 80 20 
| The sales mix for products Q and Z is 75% and 25%, respectively. Determine the break-even point in units of Q and Z. ; 
4 a 


Follow My Example 21-5 


Unit selling price of E: —_[($160 x 0.75) + ($100 x 0.25)] = $145 


Unit variable cost of E: [($100 x 0.75) + ($80 x 0.25)] = 95 
Unit contribution margin of E: $ 50 


Break-Even Sales (units) = 3,600 units = $180,000/$50 


Practice Exercises: PE 21-5A,PE21-5B 


Se een ee eg ees ee 


Operating Leverage 


The relationship of a company’s contribution margin to income from operations is mea- 
sured by operating leverage. A company’s operating leverage is computed as follows: 
Contribution Margin 

Operate, MEVe le CC i ee 

Income from Operations 
The difference between contribution margin and income from operations is fixed 
costs. Thus, companies with high fixed costs will normally have a high operating 
leverage. Examples of such companies include airline and automotive companies. 
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Low operating leverage is normal for companies that are labor intensive, such as 
professional service companies, which have low fixed costs. 


To illustrate operating leverage, assume the following data for Jones Inc. and Wilson Inc.: 


ae aN SS as IN ea 


aia 


: Jones Inc. Wilson Inc. 
SEE poy horace ec ayia ego ay eal Neha ete Ee $400,000 $400,000 
TES SUGGS, 8 gn ARE Oe ae a aR 300,000 300,000 

CONG STATES TiN} GW ge $100,000 $100,000 

PRES 2 a ae ater 80,000 50,000 | 

HNeOHWe HOM OMERAMONS:. lic fol. g hos fll ms sac ee ~  § 20,000 $ 50,000 


one SSS eR nae em teem creer estteenentereeneammmnmmemenemee RC 


As shown above, Jones Inc. and Wilson Inc. have the same sales, the same vari- 
able costs, and the same contribution margin. However, Jones Inc. has larger fixed 
costs than Wilson Inc. and, thus, a higher operating leverage. The operating leverage 
for each company is computed as follows: 


Jones Inc. 


Contribution Margin $100,000 


Operating Leverage = = = 
Income from Operations $20,000 


Wilson Inc. 


. Contribution Margin $100,000 
Operating Leverage = 2. ———__ — ——"__ _ 
Income from Operations $50,000 
Operating leverage can be used to measure the impact of changes in sales on 
income from operations. Using operating leverage, the effect of changes in sales on 
income from operations is computed as follows: 


PercentChangein __ Percent Changein _ Operating 
Income from Operations — Sales Leverage 


To illustrate, assume that sales increased by 10%, or $40,000 ($400,000 x 10%), 
for Jones Inc. and Wilson Inc. The percent increase in income from operations for 
Jones Inc. and Wilson Inc. is computed below. 


Jones Inc. 
Percent Changein __ Percent Changein _ Operating 
Income from Operations — Sales Leverage 
Percent Change a: = 10% %5 = 50% 
Income from Operations 
Wilson Inc. 
Percent Change in _ Percent Change in u Operating 
Income from Operations — Sales Leverage 


Percent Change in 
Income from Operations 
As shown above, Jones Inc.’s income from operations increases by 50%, while 
Wilson Inc.’s income from operations increases by only 20%. The validity of this 
analysis is shown in the following income statements for Jones Inc. and Wilson Inc. 
based on the 10% increase in sales: 


= 10% x 2= 20% 


sii sii Se i es alas a SUB i hESC tl ia eS i a Ns tesa 


’ 

Jones Inc. Wilson Inc. I 

See oe ete SoU ier irr eso wreity ok Geom noid beens $440,000 $440,000 
Velie NGOS Usenet nss aap erclsveletapexsussenecouste-ayonssekoroiasmiavalecondueccista: aa 330,000 330,000 
GOnTBULION INANGQIrrriehshgate leet yes ng ee eee eens $110,000 $110,000 
FIXCGIGOSTS!, co es lometem tees lores Fen EoRe CoOE NA Bere NERS ascoe 80,000 50,000 
Income from Operations ...... 26.6.6. s eee e reece eee seen ees $ 30,000 $ 60,000 : 


espa aR PORE YB RE ELE EO OOO ENEMY OH PT RESO RTT EEN POSE 
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The preceding income statements indicate that Jones Inc.’s income from operations 
increased from $20,000 to $30,000, a 50% increase ($10,000/$20,000). In contrast, 
Wilson Inc.’s income from operations increased from $50,000 to $60,000, a 20% 
increase ($10,000/$50,000). 

Because even a small increase in sales will generate a large percentage increase 
in income from operations, Jones Inc. might consider ways to increase sales. Such 
actions could include special advertising or sales promotions. In contrast, Wilson 
Inc. might consider ways to increase operating leverage by reducing variable costs. 

The impact of a change in sales on income from operations for companies with 
high and low operating leverage can be summarized as follows: 


Percentage Impact 
on Income from Operations 


Operating Leverage from a Change in Sales 
High Large 
Low Small 
Example Exercise 21-6 | 
Tucker Company reports the following data: : | 
Sales $750,000 
Variable costs 500,000 
Contribution margin $250,000 
Fixed costs 187,500 
Income from operations $ 62,500 


Determine Tucker Company’s operating leverage. 


Follow My Example 21-6 


Operating Leverage = Contribution Margin __ $250,000 _ 
P as 9 ~ Income from Operations $62,500 ~ 


ooo eee ee ee ee ee cr i i io i a a CI i aC ar | 


Practice Exercises: PE 21-6A, PE 21-6B | 


Margin of Safety 


The margin of safety indicates the possible decrease in sales that may occur before 
an operating loss results. Thus, if the margin of safety is low, even a small decline 
in sales revenue may result in an operating loss. 

The margin of safety may be expressed in the following ways: 


1. Dollars of sales 
2. Units of sales 
3. Percent of current sales 


To illustrate, assume the following data: 


Sales $250,000 
Sales at the break-even point 200,000 
Unit selling price 25 


The margin of safety in dollars of sales is $50,000 ($250,000 — $200,000). The 
margin of safety in units is 2,000 units ($50,000/$25). The margin of safety expressed 
as a percent of current sales is 20%, as computed below. 


Sales — Sales at Break-Even Point 
Margin. of Safety = ——— 
Sales 


$250,000 - $200,000 $50,000 
$250,000 ~ $250,000 _ 
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Therefore, the current sales may decline $50,000, 2,000 units, or 20% before an 
operating loss occurs. 


Example Exercise 21-7 


Rachel Company has sales of $400,000, and the break-even point in sales dollars is $300,000. Determine the company’s 


_ margin of safety as a percent of current sales. 


Follow My Example 21-7 


Margin of Safety = Sales — Sales at Break-Even Point 2 $400,000 — $300,000 _ $100,000 


oe $400,000 ~ $400,000 *>”° 


eine ee ase ea ge ne ee en 


LL TL TLE LT IL LE TE TE TE AECL TILT I SNOT LE Pe TNE Set EE SR Too eM 


TERE RL a TIPO ENT nt eran at Ne eestor 


Variable Costing 


The cost of manufactured products consists of direct materials, direct labor, and factory 
overhead. The reporting of all these costs in financial statements is called absorp- 
tion costing. Absorption costing is required under generally accepted accounting 
principles for financial statements distributed to external users. However, alternative 
reports may be prepared for decision-making purposes by managers and other internal 
users. One such alternative reporting is variable costing or direct costing. 

In variable costing, the cost of goods manufactured is composed only of variable 
costs. Thus, the cost of goods manufactured consists of direct materials, direct labor, 
and variable factory overhead. 

In a variable costing income statement, fixed factory overhead costs do not become 
a part of the cost of goods manufactured. Instead, fixed factory overhead costs are 
treated as a period expense. 


Cost of Goods Manufactured 


Absorption Costing Variable Costing 

Direct materials Direct materials 

Direct labor Direct labor 

Variable factory overhead Variable factory overhead 


Fixed factory overhead 


The form of a variable costing income statement is as follows: 


Sales SXXX 
Variable cost of goods sold _ XXX 
Manufacturing margin SXXX 
Variable selling and administrative expenses _ XXX 
Contribution margin SXXX 
Fixed costs: 

Fixed manufacturing costs SXXX 

Fixed selling and administrative expenses _XXX _ XXX 


Income from operations SXXX 
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Manufacturing margin is sales less variable cost of goods sold. Variable cost of 
goods sold consists of direct materials, direct labor, and variable factory overhead 
for the units sold. Contribution margin is manufacturing margin less variable selling 
and administrative expenses. Subtracting fixed costs from contribution margin yields 
income from operations. 

The variable costing income statement facilitates managerial decision making since 
manufacturing margin and contribution margin are reported directly. As illustrated in 
this chapter, contribution margin is used in break-even analysis and other analyses. 

To illustrate the variable costing income statement, assume that 15,000 units 
are manufactured and sold at a price of $50. The related costs and expenses are 


as follows: 
Number Unit 
Total Cost of Units Cost 
Manufacturing costs: 
Walia btekedents tics areca ne eee rele eicketale cretaarate $375,000 15,000 $25 
Fede 28 MON eee a ee Rae ee 150,000 15,000 mt0 
Ce $525,000 $35 
Selling and administrative expenses: 
Variablel(SS)pertnitsold) iA. ecmsesarenarot a oet $ 75,000 - 
BIXGCU EGY the «5.0 crnetteteineiete ot» ctoeeereesene oc « ater mrener ates 50,000 
Foy | eee See oe OM, Me res OS co a holras $125,000 


Exhibit 9 shows the variable costing income statement prepared from the above 
data. The computations are shown in parentheses. 


EXHIBIT 


Variable 


pia Sah KILN AA Mona tage hag RNa MR RARER Mo lect atoly )a2 ot 


igi 


Sales.(15,000 S50) gincs seis aanesie «ea JAS Sasa a tee Oa ake . $750,000 
Costing Income Variable cost of goods sold (15,000 X $25) ........ cece een e teen eeeeees 375,000 
Statement Mantilacturing Margin, <u. cass vs ca tban wine aan iw omibe ee yal $375,000 
Variable selling and administrative expenses (15,000 x $5)........... 75,000 
GOniOUtiON Malgln ttre cto semen nine: eae eer ee een ete neti $300,000 
Fixed costs: i ; 
Fixed manutacturinG:cOsts’.cscss cases. sce cotet omen seme. ce cs $150,000 
Fixed selling and administrative expenses ........... ce eee eee ee 50,000 200,000 


Incomefrom OperationSicccivenes vacsinoist + sicaieeuataueaneets $100,000 


Exhibit 10 illustrates the absorption costing income statement prepared from the 
same data. The absorption costing income statement does not distinguish between 
variable and fixed costs. All manufacturing costs are included in the cost of goods 
sold. Deducting the cost of goods sold from sales yields the gross profit. Deducting 


the selling and administrative expenses from gross profit yields the income from 
operations. 


EXHIBIT 10 


RRS TT eM Re PR RPL PER SR REPOS oped ' <) 


Absorption Bales (15/000 X $80 ss seca yeu area ee gan ae oe te | $750,000 
Costing Income Cost Of goods soldi(¥5000 x.$35)s ack stoves eae eon ete 525,000 
Statement GLOSS PFORT Tix cemetigs sisorrls SN ep nap kein wa a Ck bccn ea Somer nee $225,000 
Selling and administrative expenses ($75,000 + $50,000) ............ 125,000 
Income from operations... i. cas suas cceete cetee cone eee ee $100,000 


The relationship between variable and absorption costing income from operations 
is summarized on the next page. 
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ting < Absorption 
Costing Income 


In Exhibits 9 and 10, 15,000 units were manufactured and sold. Thus, the variable 
and absorption costing income statements reported the same income from operations 
of $100,000. However, assume that in the preceding example only 12,000 units of 
the 15,000 units manufactured were sold. Exhibit 11 shows the related variable and 
absorption costing income statements. 


eee ieee ath Sp Seay 
ew nei Sees Es ~ * 


vier De aE 


Variable Costing Income Statement 


SE TR ELE URS] 2) Fs ST SI gta $600,000 
Variable cost of goods sold: 

Variable cost of goods manufactured (15,000 x $25)............000. $375,000 

Less eniding inventory {3,000 S25). oo) e is ccs cases eu eeesc: 75,000 

MAMADIE:COSE OF QOOUE SOI ace as ins 300,000 

PMU ACULNI COMOUY re cece hs teens ec lace $300,000 
Variable selling and administrative expenses (12,000 x $5)............. 60,000 
OMOMONINGONT 00 ree re ee ee eee $240,000 
Fixed costs: 

RIXeG MamuUlactuninGicOStsu: auc de hilaiu seems) hasteeieke aces $150,000 

Fixed selling and administrative expenses. ..........000ccee cece sees 50,000 200,000 
IACOMETFOM-OPEhAIONS wees narrated cea cere ea Move ows $ 40,000 


Absorption Costing Income Statement 


Sales 12 WOON S 50) os es ea or ce eta are essed ev nantes Saeed Were HORN $600,000 
Cost of goods sold: 

Cost of goods manufactured (15,000 x $35)..........cccsecteceeees $525,000 

kess endinginventory (3,000 X:S35) choc ecacewse ese tiows cee eeu es 105,000 
OSUOMGOOMS SOIC mace R sea erences carers us One OMe sesies 420,000 
GROSS DiOlitar sen mae ace ten sie Sida shee toms tae oubuenen $180,000 
Selling and administrative expenses [(12,000 x $5) + $50,000] ......... 110,000 
Be LiNY OMT ANIONS ooo. ci go hie ce, ois oshusiiis Li Mduelous sine sortie bibcniare aos $ 70,000 


Exhibit 11 shows a $30,000 ($70,000 — $40,000) difference in income from op- 
erations. This difference is due to the fixed manufacturing costs. All of the $150,000 
of fixed manufacturing costs is included as a period expense in the variable costing 
statement. However, the 3,000 units of ending inventory in the absorption costing 
statement includes $30,000 (3,000 units x $10) of fixed manufacturing costs. By being 
included in inventory, this $30,000 is thus excluded from the current cost of goods 
sold. Thus, the absorption costing income from operations is $30,000 higher than the 
income from operations for variable costing. 

A similar analysis could be used to illustrate that income from operations under 
variable costing is greater than income from operations under absorption costing 
when the units manufactured are less than the units sold. 

Under absorption costing, increases or decreases in income from operations can 
result from changes in inventory levels. For example, in the preceding illustration, a 
3,000 increase in ending inventory created a $30,000 increase in income from opera- 
tions under absorption costing. Such increases (decreases) could be misinterpreted 
by managers using absorption costing as operating efficiencies (inefficiencies). This 
is one of the reasons that variable costing is often used by managers for cost control, 
product pricing, and production planning. Such uses of variable costing are discussed 


in advanced accounting texts. 


Units 
Manufactured 
Exceed Units 
Sold 
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aS Classify costs as variable costs, fixed costs, or mixed costs. 


‘AtaGlance 


Key Points Variable costs vary in proportion to changes in the level of activity. Fixed costs remain the 
same in total dollar amount as the level of activity changes. Mixed costs are comprised of both fixed and 


variable costs. 


Learning Outcomes 

¢ Describe variable costs. 
¢ Describe fixed costs. 

* Describe mixed costs. 


* Separate mixed costs using the high-low method. 


Example 
Exercises 


EE21-1 


Practice 
Exercises 


PE21-1A, 21-1B 


2 Compute the contribution margin, the contribution margin ratio, and the unit contribution margin. 


Key Points Contribution margin is the excess of sales revenue over variable costs and can be expressed as 
a ratio (contribution margin ratio) or a dollar amount (unit contribution margin). 


Learning Outcomes 
* Describe contribution margin. 
* Compute the contribution margin ratio. 


* Compute the unit contribution margin. 


Example 
Exercises 


EE21-2 
EE21-2 


Practice 
Exercises 


PE21-2A, 21-2B 
PE21-2A, 21-2B 


Determine the break-even point and sales necessary to achieve a target profit. 


Key Points = The break-even point is the point at which a business’s revenues exactly equal costs. The math- 
ematical approach to cost-volume-profit analysis uses the unit contribution margin concept and mathematical 
equations to determine the break-even point and the volume necessary to achieve a target profit. 


Learning Outcomes 

* Compute the break-even point in units. 

* Describe how changes in fixed costs affect the break-even point. 

* Describe how changes in unit variable costs affect the break-even point. 

* Describe how a change in the unit selling price affects the break-even 
point. 


* Modify the break-even equation to compute the unit sales required to 
earn a target profit. 


Example 
Exercises 
EE21-3 


EE21-3 


EE21-4 


Practice 
Exercises 
PE21-3A, 21-3B 


PE21-3A, 21-3B 


PE21-4A, 21-4B 


necessary to achi 


Key Points Graphic 
achieve a target pro 
ing profit or loss. TI 


ry Using a cost-volu 
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me-profit chart and a profit-volume chart, determine the break-even point and sales 
eve a target profit. 


al methods can be used to determine the break-even point and the volume necessary to 
fit. A cost-volume-profit chart focuses on the relationship among costs, sales, and operat- 
1e profit-volume chart focuses on profits rather than on revenues and costs. 


Learning Outcomes 


* Describe how to construct a cost-volume-profit chart. 


* Describe how to construct a profit-volume chart. 


Determine the break-even point using a cost-volume-profit chart. 


* Determine the break-even point using a profit-volume chart. 


* Describe factors affecting the reliability of cost-volume-profit analysis. 


Example Practice 
Exercises Exercises 


ss 


* Compute the break-even point for a company selling more than one product, the operating leverage, and 
the margin of safety. 


Key Points = Cost-volume-profit relationships can be used for analyzing (1) sales mix, (2) operating leverage, 


and (3) margin of safety. 

L se Out Example Practice 
aoa Exercises Exercises 

* Compute the break-even point for a mix of products. EE21-5 PE21-5A, 21-5B 
* Compute operating leverage. EE21-6 PE21-6A, 21-6B 
* Compute the margin of safety. EE21-7 PE21-7A, 21-7B 


absorption costing (989) cost-volume-profit operating leverage (986) 

activity bases (drivers) (966) analysis (972) profit-volume chart (982) 

break-even point (975) cost-volume-profit chart (981) relevant range (966) 

contribution margin (973) fixed costs (968) sales mix (985) 

contribution margin high-low method (969) unit contribution margin (974) 
ratio (973) margin of safety (988) variable costing (972) 

cost behavior (966) mixed costs (969) variable costs (966) 


Illustrative Pr 


oblem 


Wyatt Inc. expects to maintain the same inventories at the end of the year as at the begin- 
ning of the year. The estimated fixed costs for the year are $288,000, and the ee 
variable costs per unit are $14. It is expected that 60,000 units will be sold at a price 0 
$20 per unit. Maximum sales within the relevant range are 70,000 units. 


\ 
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Instructions 


What is (a) the contribution margin ratio and (b) the unit contribution margin? 


Determine the break-even point in units. 


1 
2 
3. Construct a cost-volume-profit chart, indicating the break-even point. 
4. Construct a profit-volume chart, indicating the break-even point. 

5, 


What is the margin of safety? 


Solution 


Sales — Variable Costs 


1. a. Contribution Margin Ratio = 
Sales 


(60,000 units x $20) — (60,000 units x $14) 


Contribution Margin Ratio = 
(60,000 units x $20) 


$1,200,000 — $840,000 $360,000 


Contribution Margin Ratio = = 
$1,200,000 $1,200,000 


Contribution Margin Ratio = 30% > 


b. Unit Contribution Margin = Unit Selling Price — Unit Variable Costs 
Unit Contribution Margin = $20 - $14 = $6 


Fixed Costs 


2. Break-Even Sales (units) = 
Unit Contribution Margin 


$288,000 
Break-Even Sales (units) = pap ees = 48,000 units 
3. Sales and 
Costs 
$1,400,000 . 
Operating 
$1,200,000 Profit Area 
Break-Even Point 

$1,000,000 2 
$960,000 EF 
$800,000 ZO 


$600,000 


$400,000 


$288,000 
$200,000 


$0 Bins Bs 
0 10,000 20,000 30,000 40,000 120,000 60,000 70,000 


Units of Sales 48,000 


ee a i Md el Ml 
, 


4. Operating 
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Profit (Loss) 


31 33'000 
$100,000 
$50,000 

0 
$(50,000) 
$(100,000) 
$(150,000) 
$(200,000) 
$(250,000) 


$(288,000) 
$(300,000) 


Break-Even Point 


Operating 
Profit Area 


Operating 
Loss Area 


se | es | eas se 
10,000 20,000 30,000 40,000 i 50,000 60,000 70,000 
Units of Sales 48,000 


5. Margin of safety: 


Expected sales (60,000 units x $20) $1,200,000 

Break-even point (48,000 units x $20) 960,000 

Margin of safety $ 240,000 
or 


Margin of Safety (units) = 


Margin of Safety = 


Margin of Safety (dollars) 
Unit Selling Price 


or 
12,000 units ($240,000/$20) 
or 


Sales — Sales at Break-Even Point 


Sales 


$240,000 


Margin of Safety = ————— = 20% 


$1,200,000 — 
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Discussion Questions 


Describe how total variable costs and unit vari- 
able costs behave with changes in the level of 
activity. 


Which of the following costs would be classified 
as variable and which would be classified as fixed, 
if units produced is the activity base? 


a. Direct materials costs 
b. Direct labor costs 
c. Electricity costs of $0.35 per kilowatt-hour 


How would each of the following fixed/variable 
costs be classified if units produced is the activity 
base? 


a. Salary of factory supervisor ($70,000 per year) 
b. Straight-line depreciation of plant and equipment 


c. Property rent of $6,000 per month on plant 
and equipment 


In applying the high-low method of cost estima- 
tion, how is the total fixed cost estimated? 


10. 


If fixed costs increase, what would be the impact 
on the (a) contribution margin? (b) income from 
operations? 


An examination of the accounting records of 
Clowney Company disclosed a high contribution 
margin ratio and production at a level below maxi- 
mum capacity. Based on this information, suggest 
a likely means of improving income from opera- 
tions. Explain. 


If the unit cost of direct materials is decreased, what 
effect will this change have on the break-even point? 


Both Austin Company and Hill Company had 
the same unit sales, total costs, and income from 
operations for the current fiscal year; yet Austin 
Company had a lower break-even point than Hill 
Company. Explain the reason for this difference 
in break-even points. 


How does the sales mix affect the calculation of 
the break-even point? 


What does operating leverage measure, and how 
is it computed? 
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Practice Exercises 


Learning 
Objectives 
OBJ.1 


OBJ.1 


OBJ.2 


OBJ.2 


OBJ.3 


Example 

Exercises 
EE 21-1 p.97/ 
EE 21-1 p97] 
EE 21-2 9.975 
EE 21-2 p.9/5 
EE 21-3 p.9/9 
EE 21-3 p.9/9 


PE 21-1A High-low method 


atk manufacturing costs of Fuld Industries for three months of the year are provided 
elow. 


Total Costs Production 
January $175,000 7,500 units 
February 390,000 20,000 
March 490,000 25,000 


Using the high-low method, determine (a) the variable cost per unit and (b) the total 
fixed cost. 


PE 21-1B_ High-low method 


The manufacturing costs of Greenburg Enterprises for the first three months of the year 
are provided below. 


Total Costs Production 
April $210,000 2,000 units 
May 320,000 4,000 
June 225,000 2,500 


Using the high-low method, determine (a) the variable cost per unit and (b) the total 
fixed cost. 


PE 21-2A Contribution margin 

United Merchants Company sells 4,000 units at $60 per unit. Variable costs are $45 per 
unit, and fixed costs are $40,000. Determine (a) the contribution margin ratio, (b) the 
unit contribution margin, and (c) income from operations. 


PE 21-2B Contribution margin 

Gluxman Company sells 10,000 units at $25 per unit. Variable costs are $22 per unit, 
and fixed costs are $20,000. Determine (a) the contribution margin ratio, (b) the unit 
contribution margin, and (c) income from operations. 


PE 21-3A Break-even point 

Gregory Enterprises sells a product for $80 per unit. The variable cost is $55 per unit, 
while fixed costs are $20,000. Determine (a) the break-even point in sales units and (b) 
the break-even point if the selling price were increased to $87 per unit. 


PE 21-3B Break-even point 

Grobe Inc. sells a product for $50 per unit. The variable cost is $40 per unit, while fixed 
costs are $14,000. Determine (a) the break-even point in sales units and (b) the break- 
even point if the selling price were decreased to $45 per unit. 
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Learning Example 

Objectives Exercises 
OBJ.3 £E21-4 p90 
OBJ.3 EE21-4 p. 980 
OBJ.5 EE21-5 p 986 
OBJ.5 EE21-5 p 956 
OBJ.5 EE21-6 1.988 
OBJ.5 EE21-6 p 988 
OBJ.5 EE21-7 989 
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ene 
PE 21-4A_ Target profit 

Ivey Inc. sells a product for $100 per unit. The variable cost is $75 per unit, and fixed 
costs are $30,000. Determine (a) the break-even point in sales units and (b) the break- 
even point in sales units if the company desires a target profit of $10,000. 


PE 21-4B_ Target profit 

Hofstra Company sells a product for $120 per unit. The variable cost is $100 per unit, 
and fixed costs are $120,000. Determine (a) the break-even point in sales units and (b) 
the break-even point in sales units if the company desires a target profit of $40,000. 


PE 21-5A_ Sales mix and break-even analysis 


Figg Inc. has fixed costs of $420,000. The unit selling price, variable cost per unit, and 
contribution margin per unit for the company’s two products are provided below. 


Product Selling Price Variable Cost per Unit Contribution Margin per Unit 
L $100 $80 $20 
M 80 62 18 


The sales mix for products L and M is 60% and 40%, respectively. Determine the break- 
even point in units of L and M. 


PE 21-5B Sales mix and break-even analysis 


Golub Company has fixed costs of $100,000. The unit selling price, variable cost per unit, 
and contribution margin per unit for the company’s two products are provided below. 


Product Selling Price Variable Cost per Unit Contribution Margin per Unit 
X $30 $25 $5 
Y 20 10 10 


The sales mix for products X and Y is 75% and 25%, respectively. Determine the break- 
even point in units of X and Y. 


PE 21-6A Operating leverage 
Emily Enterprises reports the following data: 


Sales $180,000 
Variable costs 100,000 
Contribution margin $ 80,000 
Fixed costs 30,000 
Income from operations $ 50,000 

Determine Emily Enterprises’s operating leverage. 

PE 21-6B Operating leverage 

Walker Co. reports the following data: 
Sales $600,000 
Variable costs 250,000 
Contribution margin $350,000 
Fixed costs 150,000 
Income from operations $200,000 


Determine Walker Co.’s operating leverage. 


PE 21-7A Margin of safety 


Mitra Inc. has sales of $910,000, and the break-even point in sales dollars is $746,200. 
Determine the company’s margin of safety as a percent of current sales. 


Learning 
Objectives 
OBJ.5 


OBJ. 1 


Example 
Exercises 
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FE 21-7 p59 PE21-7B Margin of safety 


Marsh Company has sales of $600,000, and the break-even point in sales dollars is 
$456,000. Determine the company’s margin of safety as a percent of current sales. 


ee 
ee ee ae 


EX 21-1 Classify costs 


Following is a list of various costs incurred in producing toy robotic helicopters. With 
respect to the production and sale of these toy helicopters, classify each cost as either 
variable, fixed, or mixed. 


de 


0 MN AWK WD 


Janitorial costs, $5,000 per month 


. Salary of plant manager 
. Oil used in manufacturing equipment 
. Property taxes, $210,000 per year on factory building and equipment 
. Hourly wages of inspectors 
. Plastic 
. Packaging 
Metal 


. Electricity costs, $0.10 per kilowatt-hour 
. Rent on warehouse, $12,000 per month plus $20 per square foot of storage used 
. Property insurance premiums, $2,000 per month plus $0.008 for each dollar of property 


over $1,000,000 


. Straight-line depreciation on the production equipment 
. Hourly wages of machine operators 

. Pension cost, $0.75 per employee hour on the job 

. Computer chip (purchased from a vendor) 


EX 21-2 Identify cost graphs 
The following cost graphs illustrate various types of cost behavior: 


0 


Cost Graph One Cost Graph Two 
$ 
Total Units Produced (0) Total Units Produced 
Cost Graph Three Cost Graph Four 
$ 


Total Units Produced 0 Total Units Produced 
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For each of the following costs, identify the cost graph that best illustrates its cost be- 
havior as the number of units produced increases. 


a. Electricity costs of $1,000 per month plus $0.10 per kilowatt-hour 
Per-unit cost of straight-line depreciation on factory equipment 
Total direct materials cost 


Per-unit direct labor cost 


ona 0 8 


Salary of quality control supervisor, $20,000 per month 


OBJ.1 EX 21-3 Identify activity bases 


For a major university, match each cost in the following table with the activity base most 
appropriate to it. An activity base may be used more than once, or not used at all. 


Cost: Activity Base: 

1. Financial aid office salaries a. Student credit hours 

2. School supplies b. Number of students living on campus 

3. Instructor salaries c. Number of enrollment applications 

4. Housing personnel wages d. Number of financial aid applications 

5. Student records office salaries e. Number of enrolled students and alumni 
6. Admissions office salaries f. Number of student/athletes 


OBJ.1 EX 21-4 Identify activity bases 
From the following list of activity bases for an automobile dealership, select the base 
that would be most appropriate for each of these costs: (1) preparation costs (cleaning, 
oil, and gasoline costs) for each car received, (2) salespersons’ commission of 5% of the 
sales price for each car sold, and (3) administrative costs for ordering cars. 


Dollar amount of cars ordered 
Number of cars on hand 
Dollar amount of cars sold 
Number of cars sold 

Dollar amount of cars received 
Dollar amount of cars on hand 


Number of cars received 


so moan g, sf 


Number of cars ordered 


OBJ.1 EX 21-5 Identify fixed and variable costs 

Intuit Inc. develops and sells software products for the personal finance market, including 
popular titles such as Quicken® and TurboTax®. Classify each of the following costs and ex- 
penses for this company as either variable or fixed to the number of units produced and sold: 


a. Salaries of human resources personnel 
. User’s guides 
Shipping expenses 
. Advertising 


b 
¢ 
d 
e. Property taxes on general offices 
f. Wages of telephone order assistants 

g. President’s salary 

h. Straight-line depreciation of computer equipment 
i. Sales commissions 

j. CDs 

k. Packaging costs 


I. Salaries of software developers 


OBJ. 1 
WY a. $0.25 


OBJ. 1 
V a. $17.60 per unit 


OBJ. 1 


V Fixed cost, 
$200,000 


OBJ. 2 
WY a. 70% 


OBJ.2 
v b. 34.6% 
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EX 21-6 Relevant range and fixed and variable costs 


Fortress Inc. manufactures pistons for custom motorcycles within a relevant range of 
300,000 to 375,000 pistons per year. Within this range, the following partially completed 
manufacturing cost schedule has been prepared: 


Components produced 


ch oon SODed meron 300,000 360,000 375,000 

Total costs: 

Total variable costs ............00... $ 75,000 (d) (j) 

OLalixed costsyasca- eens ee 90,000 (e) (k) 

(lotal:costs=. 4 Yyvecs UNtat seineree ot $165,000 (f) (I) 
Cost per unit: 

Variable cost per unit ............... (a) (g) (m) 

RIXedicOsupen Unites miepie. waste le (b) (h) (n) 

otaliCOSt PEP UNI tracks wien stp as (c) (i) (0) 


Complete the cost schedule, identifying each cost by the appropriate letter (a) through (0). 


EX 21-7 High-low method 


Crane Inc. has decided to use the high-low method to estimate the total cost and the 
fixed and variable cost components of the total cost. The data for various levels of pro- 
duction are as follows: 


Units Produced Total Costs 
10,000 $700,000 
15,000 840,000 
22,500 920,000 


a. Determine the variable cost per unit and the fixed cost. 


b. Based on part (a), estimate the total cost for 14,000 units of production. 


EX 21-8 High-low method for service company 


Diamond Railroad decided to use the high-low method and operating data from the past 
six months to estimate the fixed and variable components of transportation costs. The 
activity base used by Diamond Railroad is a measure of railroad operating activity, termed 
“gross-ton miles,” which is the total number of tons multiplied by the miles moved. 


Transportation Costs Gross-Ton Miles 


January $1,190,000 385,000 
February 1,043,000 434,000 
March 900,000 350,000 
April 1,015,000 420,000 
May 920,000 360,000 
June 1,250,000 525,000 


Determine the variable cost per gross-ton mile and the fixed cost. 


EX 21-9 Contribution margin ratio 
a. Bryan Company budgets sales of $1,800,000, fixed costs of $1,000,000, and variable 
costs of $1,080,000. What is the contribution margin ratio for Bryan Company? 


b. If the contribution margin ratio for Carnegie Company is 32%, sales were $900,000, 
and fixed costs were $210,000, what was the income from operations? 


EX 21-10 Contribution margin and contribution margin ratio 
For a recent year, McDonald’s company-owned restaurants had the following sales and 
expenses (in millions): 
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OBJ.3 
¥ b. 35,200 units 


OBJ.3 


Y a. 115,377,060 
barrels 


OBJ.3 
V a. 11,500 units 


OBJ.3 


Sales $16,561 
Food and packaging $ 5,586 
Payroll 4,300 
Occupancy (rent, depreciation, etc.) 3,767 
General, selling, and administrative expenses 2355 

$16,008 
Income from operations Su 553 


Assume that the variable costs consist of food and packaging, payroll, and 40% of the 
general, selling, and administrative expenses. 


a. What is McDonald’s contribution margin? Round to the nearest million. 
b. What is McDonald’s contribution margin ratio? Round to one decimal place. 


c. How much would income from operations increase if same-store sales increased by $400 
million for the coming year, with no change in the contribution margin ratio or fixed costs? 


EX 21-11 Break-even sales and sales to realize income from operations 


For the current year ending March 31, Ewok Company expects fixed costs of $740,000, 
a unit variable cost of $55, and-a unit selling price of $80. 


a. Compute the anticipated break-even sales (units). : 


b. Compute the sales (units) required to realize income from operations of $140,000. 


EX 21-12 Break-even sales 


Anheuser-Busch InBev Companies, Inc., reported the following operating information for a 
recent year Gin millions): 


Net sales $23,507 
Cost of goods sold $10,336 
Selling, general and administration 7,831 
$18,167 
Income from operations S 5,340* 


*Before special items 


In addition, assume that Anheuser-Busch InBev sold 200 million barrels of beer during 
the year. Assume that variable costs were 75% of the cost of goods sold and 40% of 
selling, general and administration expenses. Assume that the remaining costs are fixed. 
For the following year, assume that Anheuser-Busch InBev expects pricing, variable costs 
per barrel, and fixed costs to remain constant, except that new distribution and general 
office facilities are expected to increase fixed costs by $225 million. 


a. Compute the break-even number of barrels for the current year. Note: For the selling 
price per barrel and variable costs per barrel, round to the nearest cent. Also, round 
the break-even to the nearest barrel. 


b. Compute the anticipated break-even number of barrels for the following year. 


EX 21-13 Break-even sales 


Currently, the unit selling price of a product is $110, the unit variable cost is $80, and the total 
fixed costs are $345,000. A proposal is being evaluated to increase the unit selling price to $120. 


a. Compute the current break-even sales (units). 


b. Compute the anticipated break-even sales (units), assuming that the unit selling price 
is increased and all costs remain constant. 


EX 21-14 Break-even analysis 


The Junior League of Kernersville, North Carolina, collected recipes from members and 
published a cookbook entitled Food Is Love. The book will sell for $15 per copy. The 


OBJ.3 


OBJ.4 
V b. $720,000 


OBJ. 4 
V b. $160,000 
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chairwoman of the cookbook development committee estimated that the club needed to 
sell 5,000 books to break even on its $25,000 investment. What is the variable cost per 
unit assumed in the Junior League’s analysis? 


EX 21-15 Break-even analysis 


Media outlets such as ESPN and Fox Sports often have Web sites that provide in-depth 
coverage of news and events. Portions of these Web sites are restricted to members who 
pay a monthly subscription to gain access to exclusive news and commentary. These Web 
sites typically offer a free trial period to introduce viewers to the Web site. Assume that 
during a recent fiscal year, ESPN.com spent $3,150,000 on a promotional campaign for 
the ESPN.com Web site that offered two free months of service for new subscribers. In 
addition, assume the following information: 


Number of months an average new customer Stays with the service 


(including the two free months) 23 months 
Revenue per month per customer subscription $15.00 
Variable cost per month per customer subscription $5.00 


Determine the number of new customer accounts needed to break even on the cost of 
the promotional campaign. In forming your answer, (1) treat the cost of the promotional 
campaign as a fixed cost, and (2) treat the revenue less variable cost per account for the 
subscription period as the unit contribution margin. 


EX 21-16 Break-even analysis 

Sprint Nextel is one of the largest digital wireless service providers in the United States. In 
a recent year, it had approximately 36.7 million direct subscribers (accounts) that generated 
revenue of $35,635 million. Costs and expenses for the year were as follows (in millions): 


Cost of revenue $16,746 
Selling, general, and administrative expenses 11,355 
Depreciation D953) 


Assume that 80% of the cost of revenue and 30% of the selling, general, and administra- 
tive expenses are variable to the number of direct subscribers (accounts). 


a. What is Sprint Nextel’s break-even number of accounts, using the data and assump- 
tions above? Round units (accounts) to one decimal place. 

b. How much revenue per account would be sufficient for Sprint Nextel to break even 
if the number of accounts remained constant? 


EX 21-17 Cost-volume-profit chart 


For the coming year, Weill Inc. anticipates fixed costs of $240,000, a unit variable cost 
of $80, and a unit selling price of $120. The maximum sales within the relevant range 


are $1,200,000. 

a. Construct a cost-volume-profit chart. 

b. Estimate the break-even sales (dollars) by using the cost-volume-profit chart constructed 
in part (a). 

c. <li NXThat is the main advantage of presenting the cost-volume-profit analysis in 
graphic form rather than equation form? 


EX 21-18 Profit-volume chart 

Us‘ng the data for Weill Inc. in Exercise 21-17, (a) determine the maximum possible op- 
erating loss, (b) compute the maximum possible income from operations, (c) construct 
a profit-volume chart, and (d) estimate the break-even sales (units) by using the profit- 
volume chart constructed in part (c). 


1004 = Chapter 21 


OBJ.4 


OBJ. 4 


OBJ.5 
V a. 20,000 units 
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a 


EX 21-19 Break-even chart 
Name the following chart, and identify the items represented by the letters (a) through (f). 


Sales and 
Costs 


$200,000 | 
$150,000 }-— 
$100,000 }— 


$50,000 


10,000 20,000 30,000 40,000 50,000 60,000 70,000 80,000 90,000 100,000 
Units of Sales 


EX 21-20 Break-even chart 
Name the following chart, and identify the items represented by the letters (a) through (f). 


Operating Profit 

(Loss) 
$150,000 
$100,000 | 


$50,000 


$(50,000) | 


$(100,000) | 


$(150,000) 
10,000 20,000 30,000 40,000 50,000 60,000 70,000 80,000 90,000 100,000 


c Units of Sales 


EX 21-21 Sales mix and break-even sales 


Geitner Sports Inc. manufactures and sells two products, baseball bats and baseball gloves. 
The fixed costs are $460,000, and the sales mix is 60% bats and 40% gloves. The unit 
selling price and the unit variable cost for each product are as follows: 


Products Unit Selling Price Unit Variable Cost 
Bats $100.00 $75.00 


Gloves 80.00 60.00 


OBJ.5 
Y a. 100 seats 


OBJ.5 
V a. (2) 30% 


OBJ.5 


OBJ.5 
V a. Fulp, 4.00 
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a. Compute the break-even sales (units) for the overall product, E. 


b. How many units of each product, baseball bats and baseball gloves, would be sold at 
the break-even point? 


EX 21-22 Break-even sales and sales mix for a service company 


Sunshine Airways provides air transportation services between Philadelphia and Orlando. 
A single Philadelphia to Orlando round-trip flight has the following operating statistics: 


Fuel $8,200 
Flight crew salaries 3,700 
Airplane depreciation 3,450 
Variable cost per passenger—business class 100 
Variable cost per passenger—economy class 75 
Round-trip ticket price—business class 600 
Round-trip ticket price—economy class 190 


It is assumed that the fuel, crew salaries, and airplane depreciation are fixed, regardless 
of the number of seats sold for the round-trip flight. 


a. Compute the break-even number of seats sold on a single round-trip flight for the over- 
all product. Assume that the overall product is 10% business class and 90% economy 
class tickets. 


b. How many business class and economy class seats would be sold at the break-even point? 


EX 21-23 Margin of safety 
a. If Steele Company, with a break-even point at $378,000 of sales, has actual sales of $540,000, 
what is the margin of safety expressed (1) in dollars and (2) as a percentage of sales? 


b. If the margin of safety for Kramer Company was 20%, fixed costs were $900,000, and 
variable costs were 70% of sales, what was the amount of actual sales (dollars)? (Hint: 
Determine the break-even in sales dollars first.) 


EX 21-24 Break-even and margin of safety relationships 

At a recent staff meeting, the management of Rocket Technologies, Inc., was consider- 
ing discontinuing the Maestro line of electronic games from the product line. The chief 
financial analyst reported the following current monthly data for the Maestro: 


Units of sales 200,000 
Break-even units 225,000 
Margin of safety in units 14,000 


—2£,££, For what reason would you question the validity of these data? 


EX 21-25 Operating leverage 
Fulp Inc. and Baucom Inc. have the following operating data: 


Fulp Baucom 
Sales $3,000,000 $1,600,000 
Variable costs 1,400,000 ___600,000 
Contribution margin $1,600,000 $1,000,000 
Fixed costs 1,200,000 600,000 
Income from operations $ 400,000 $ 400,000 


a. Compute the operating leverage for Fulp Inc. and Baucom Inc. 


b. How much would income from operations increase for each company if the sales of 


each increased by 25%? 


c <i \Xhy is there a difference in the increase in income from operations for the 


two companies? Explain. 
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Appendix 
EX 21-26 Items on variable costing income statement 


In the following equations, based on the variable costing income statement, identify the 
items designated by “X”: 


a. Net Sales —- X = Manufacturing Margin 
b. Manufacturing Margin — X = Contribution Margin 


c. Contribution Margin — X = Income from Operations 


¥ Contribution Appendix 
margin, $806,800 EX 21-27. Variable costing income statement 


On July 31, 2012, the end of the first month of operations, Toxic Company prepared the 
following income statement, based on the absorption costing concept: 


Salesi(40/OO0lUMItS) ciao eelner eee ceeeieeentrtaee $1,850,000 
Cost of goods sold: 

Cost of goods manufactured..............- $1,300,000 

Less ending inventory (10,000 units) ........ 260,000 

Gost'ofGoods SOldM a a usrccacrte roerersrieslersie 1,040,000 
(ef (okt of (6) || Ga siemanmnecte Gack nono uouoonosetaoon: $ 810,000 
Selling and administrative expenses............ 120,000 
IncomeifrolmMiOPeratlOMnSse crema aciaeleselee. $ 690,000 


a. Prepare a variable costing income statement, assuming that the fixed manufacturing 
costs were $56,000 and the variable selling and administrative expenses were $48,000. 


b. Reconcile the absorption costing income from operations of $690,000 with the variable 
costing income from operations determined in (a). 


V Gross profit, Appendix 
$139,100 EX 21-28 Absorption costing income statement 
= On June 30, 2012, the end of the first month of operations, Volker Manufacturing Co. 
prepared the following income statement, based on the variable costing concept: 
Sales. (21:0, OOO mits) sete laren Fee es RIED rae rclas Peete eer Stores avedeanate $2,300,000 
Variable cost of goods sold: 
Variable cost of goods manufactured (250,000 units x $10 per unit)..... $2,500,000 
Less ending inventory (40,000 units x $10 per unit)..................065 400,000 
Variable:costof Goodsisolalbts serai\erscrerstareractencererciecsere oterere raters erarcvetens 2,100,000 
Manufacturing margin cesciccae’ rete ata) ni-retc gprs oe eerie erste rire tere oe $ 200,000 
Variable selling and administrative expenses.............. eee cece ence cence 44,000 
Contribution Margdinic.As. erhiasenucaonnacenreons mnaemterbaran areata erin e $ 156,000 
Fixed costs: 
Fixed Imanufactuipingrcostseee na-reatceciecs to sicsint strate remetactsen neni $ 72,500 
Fixed selling and administrative expenses ......... 0. cece cece eee e ee eeees 45,000 117,500 
InmCOnne frOMOP\TALIONS were cee rste/stareliias narsnoretoceiteclatar everctare nee kero vaytrer arene ter ateters ee $ 38,500 


a. Prepare an absorption costing income statement. 


b. Reconcile the variable costing income from operations of $38,500 with the absorption 
costing income from operations determined in (a). 


Problems Series A 


OBJ.1 PR21-1A_ Classify costs 
Olympic Clothing Co. manufactures a variety of clothing types for distribution to several 
major retail chains. The following costs are incurred in the production and sale of blue jeans: 


a. Consulting fee of $200,000 paid to industry specialist for marketing advice 
b. Brass buttons 


OBJ. 2,3 
V 2. (b) $50.00 
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c. Legal fees paid to attorneys in defense of the com i infri i 
pany in a patent infringement suit, 
$50,000 plus $87 per hour Z 


- Rental costs of warehouse, $5,000 per month plus $4 per square foot of storage used 
Straight-line depreciation on sewing machines 


Supplies 


- Insurance premiums on property, plant, and equipment, $70,000 per year plus $5 per 
$30,000 of insured value over $8,000,000 


h. Salary of production vice president 
i. Property taxes on property, plant, and equipment 
j. Janitorial services, $2,200 per month 
. Shipping boxes used to ship orders 
Electricity costs of $0.10 per kilowatt-hour 


. Hourly wages of machine operators 


W. F>.0. c 


7— 


. Leather for patches identifying the brand on individual pieces of apparel 
. Rent on experimental equipment, $50,000 per year 

. Salesperson’s salary, $10,000 plus 2% of the total sales 

Dye 

Fabric 

Thread 

Salary of designers 


eA Bas Oe 


Instructions 
Classify the preceding costs as either fixed, variable, or mixed. Use the following tabular head- 
ings and place an “X” in the appropriate column. Identify each cost by letter in the cost column. 


Cost Fixed Cost Variable Cost Mixed Cost 


PR21-2A_ Break-even sales under present and proposed conditions 


Armstrong Company, operating at full capacity, sold 80,000 units at a price of $124 per 
unit during 2012. Its income statement for 2012 is as follows: 


Sales inmate ee encores $9,920,000 
COSHONGOOdS SOldienrri eae 5,000,000 
GIOSS PlOfith. temas conse $4,920,000 
Expenses: 
Selling expenses.............. $2,600,000 
Administrative expenses...... 1,220,000 
Total expenses............ 3,820,000 
Income from operations.......... $1,100,000 


The division of costs between fixed and variable is as follows: 


Fixed Variable 
Cost of goods sold 25% 75% 
Selling expenses 40% 60% 
Administrative expenses 50% 50% 


Management is considering a plant expansion program that will permit an increase of 
$2,480,000 in yearly sales. The expansion will increase fixed costs by $272,000, but will 
not affect the relationship between sales and variable costs. 


Instructions 
1. Determine for 2012 the total fixed costs and the total variable costs. 


2. Determine for 2012 (a) the unit variable cost and (b) the unit contribution margin. 
3. Compute the break-even sales (units) for 2012. 
4, Compute the break-even sales (units) under the proposed program. 
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OBJ.3,4 
Y 1. 10,000 units 


OBJ.3,4 


¥ 1. 1,400 units 


OBJ.5 
V 1. 2,100 units 
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5. Determine the amount of sales (units) that would be necessary under the proposed 
program to realize the $1,100,000 of income from operations that was earned in 2012. 

6. Determine the maximum income from operations possible with the expanded plant. 

7. If the proposal is accepted and sales remain at the 2012 level, what will the income 
or loss from operations be for 2013? 

8, iia Based on the data given, would you recommend accepting the proposal? 
Explain. 


PR 21-3A_ Break-even sales and cost-volume-profit chart 


For the coming year, Sorkin Company anticipates a unit selling price of $80, a unit vari- 
able cost of $40, and fixed costs of $400,000. 


Instructions 
1. Compute the anticipated break-even sales (units). 


2. Compute the sales (units) required to realize income from operations of $200,000. 


3. Construct a cost-volume-profit chart, assuming maximum sales of 20,000 units within 
the relevant range. 


4. Determine the probable income (loss) from operations if sales total 16,000 units. 


. 


PR21-4A_ Break-even sales and cost-volume-profit chart 


Last year, Gelbin Inc. had sales of $240,000, based on a unit selling price of $120. The 
variable cost per unit was $90, and fixed costs were $42,000. The maximum sales within 
Gelbin’s relevant range are 2,500 units. Gelbin is considering a proposal to spend an ad- 
ditional $12,000 on billboard advertising during the current year in an attempt to increase 
sales and utilize unused capacity. 


Instructions 
1. Construct a cost-volume-profit chart indicating the break-even sales for last year. Verify 
your answer, using the break-even equation. 


2. Using the cost-volume-profit chart prepared in part (1), determine (a) the income from 
operations for last year and (b) the maximum income from operations that could have 
been realized during the year. Verify your answers arithmetically. 


3. Construct a cost-volume-profit chart indicating the break-even sales for the current 
year, assuming that a noncancelable contract is signed for the additional billboard 
advertising. No changes are expected in the unit selling price or other costs. Verify 
your answer, using the break-even equation. 


4. Using the cost-volume-profit chart prepared in part (3), determine (a) the income from 
operations if sales total 2,000 units and (b) the maximum income from operations that 
could be realized during the year. Verify your answers arithmetically. 


PR21-5A Sales mix and break-even sales 


Data related to the expected sales of mountain bikes and road bikes for Cycle Sports Inc. 
for the current year, which is typical of recent years, are as follows: 


Products Unit Selling Price Unit Variable Cost Sales Mix 
Mountain bikes $800 $475 60% 
Road bikes 700 325 40% 


The estimated fixed costs for the current year are $724,500. 


Instructions 
1. Determine the estimated units of sales of the overall (total) product necessary to reach 
the break-even point for the current year. 


2. Based on the break-even sales (units) in part (1), determine the unit sales of both 
mountain bikes and road bikes for the current year. 


3. «iii Assume that the sales mix was 50% mountain bikes and 50% road bikes. 
Compare the break-even point with that in part (1). Why is it so different? 


OBJ. 2,3,4,5 
VW 2. 62.5% 


Chapter 21 Cost Behavior and Cost-Volume-Profit Analysis 1009 


PR 21-6A_ Contribution margin, break-even sales, cost-volume-profit chart, margin of 
safety, and operating leverage 


Blythe Industries Inc. expects to maintain the same inventories at the end of 2012 as at 
the beginning of the year. The total of all production costs for the year is therefore as- 
sumed to be equal to the cost of goods sold. With this in mind, the various department 


heads were asked to submit estimates of the costs for their departments during 2012. A 
summary report of these estimates is as follows: 


Estimated Estimated Variable Cost 
Fixed Cost (per unit sold) 
Production costs: 
Ditecuimatentalsaur, iy seat aeee ee cane — $30 
PTAC ADO letras ie ars Peaecebcrcctahcsccoae: — 20 
FAGlOnyiOVel ea Citist-\.5h eal sceynhasort $340,000 1 
Selling expenses: 
Sales salaries and commissions.............. 80,000 5 
AVETLTSING MUO RATS asc: eos, fax AAO ORM. 32,000 — 
navel eetiears tent Soh AME ery etki esd 8,000 — 
Miscellaneous selling expense .............. 7,600 5 
Administrative expenses: 
Office and officers’ salaries ..............04. 120,000 — 
SUppleoR Mies eta ten eee eee LT 8,000 2 
Miscellaneous administrative expense........ 4,400 2 
otal tie, chest Seale irntS onalitchmece gare $600,000 $75 


It is expected that 8,000 units will be sold at a price of $200 a unit. Maximum sales within 
the relevant range are 9,000 units. 


Instructions 
Prepare an estimated income statement for 2012. 


What is the expected contribution margin ratio? 
Determine the break-even sales in units and dollars. 
Construct a cost-volume-profit chart indicating the break-even sales. 


What is the expected margin of safety in dollars and as a percentage of sales? 


Pr Se CIN 


Determine the operating leverage. 


Problems Series B 


OBJ. 1 


PR 21-1B_ Classify costs 


Hand-Made Furniture Company manufactures sofas for distribution to several major retail 
chains. The following costs are incurred in the production and sale of sofas: 


a. Wood for framing the sofas 

b. Salary of production vice president 

c. Rent on experimental equipment, $50 for every sofa produced 
d. Rental costs of warehouse, $30,000 per month 
e 


Insurance premiums on property, plant, and equipment, $25,000 per year plus $25 
per $25,000 of insured value over $16,000,000 


f. Consulting fee of $120,000 paid to efficiency specialists 

g. Salesperson’s salary, $80,000 plus 4% of the selling price of each sofa sold 
h. Janitorial supplies, $25 for each sofa produced 

ij. Employer’s FICA taxes on controller’s salary of $180,000 


j. Fabric for sofa coverings 


k. Hourly wages of sewing machine operators 


1. Sewing supplies 
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m. Salary of designers 
n. Foam rubber for cushion fillings 

o. Electricity costs of $0.13 per kilowatt-hour 

p. Springs 

q. Property taxes on property, plant, and equipment 
r. Straight-line depreciation on factory equipment 

s. Cartons used to ship sofas 


t. Legal fees paid to attorneys in defense of the company in a patent infringement suit, 
$25,000 plus $160 per hour 


Instructions 
Classify the preceding costs as either fixed, variable, or mixed. Use the following tabular 
headings and place an “X” in the appropriate column. Identify each cost by letter in the 
cost column. 


Cost Fixed Cost Variable Cost Mixed Cost 
OBJ. 2,3 PR 21-2B_ Break-even sales under present and proposed conditions 
V 3. 13,000 units Colt Industries Inc., operating at full capacity, sold 30,000 units at a price of $56 per unit 
during 2012. Its income statement for 2012 is as follows: 
Sore ee G nO ce on tee NORE $1,680,000 
Gostofiqoods-sold Bane cert scree 740,000 
Gross profite-petatressaeh teens $ 940,000 
Expenses: 
Sellinglexpenses:jc.c-e ee ee $260,000 
Administrative expenses............ 136,000 
TOtalLexXPeEMSES y-,ccs cstae ce eleeunyss 396,000 
Income from operations .............. S$ 544,000 


The division of costs between fixed and variable is as follows: 


Fixed Variable 
Cost of goods sold 40% 60% 
Selling expenses 20% 80% 
Administrative expenses 50% 50% 


Management is considering a plant expansion program that will permit an increase of 
$1,120,000 in yearly sales. The expansion will increase fixed costs by $400,000, but will 
not affect the relationship between sales and variable costs. 


Instructions 
1. Determine for 2012 the total fixed costs and the total variable costs. 


Determine for 2012 (a) the unit variable cost and (b) the unit contribution margin. 
Compute the break-even sales (units) for 2012. 


Compute the break-even sales (units) under the proposed program. 


Sie OS 


Determine the amount of sales (units) that would be necessary under the proposed 
program to realize the $544,000 of income from operations that was earned in 2012. 


6. Determine the maximum income from operations possible with the expanded plant. 


7. If the proposal is accepted and sales remain at the 2012 level, what will the income 
or loss from operations be for 2013? 


8. <i Based on the data given, would you recommend accepting the proposal? 
Explain. 


OBJ.3,4 
Y 1. 16,000 units 


OBJ.3,4 
Y 1. 3,600 units 


OBJ.5 
Y 1. 4,125 units 


OBJ. 2, 3,4,5 
VY 3. 30,000 
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PR 21-3B_ Break-even sales and cost-volume-profit chart 

For the coming year, Viking Products Inc. anticipates a unit selling price of $125, a unit 
variable cost of $50, and fixed costs of $1,200,000. 

Instructions 

1. Compute the anticipated break-even sales (units). 

2. Compute the sales (units) required to realize income from operations of $300,000. 


3. Construct a cost-volume-profit chart, assuming maximum sales of 40,000 units within 
the relevant range. 


4. Determine the probable income (loss) from operations if sales total 28,000 units. 


PR 21-4B_ Break-even sales and cost-volume-profit chart 


Last year, O’Meara Co. had sales of $2,000,000, based on a unit selling price of $500. 
The variable cost per unit was $300, and fixed costs were $720,000. The maximum sales 
within O’Meara’s relevant range are 5,000 units. O’Meara is considering a proposal to 
spend an additional $50,000 on billboard advertising during the current year in an attempt 
to increase sales and utilize unused capacity. 


Instructions 


1. Construct a cost-volume-profit chart indicating the break-even sales for last year. Verify 
your answer, using the break-even equation. 


2. Using the cost-volume-profit chart prepared in part (1), determine (a) the income from 
operations for last year and (b) the maximum income from operations that could have 
been realized during the year. Verify your answers arithmetically. 


3. Construct a cost-volume-profit chart indicating the break-even sales for the current 
year, assuming that a noncancelable contract is signed for the additional billboard 
advertising. No changes are expected in the selling price or other costs. Verify your 
answer, using the break-even equation. 


4. Using the cost-volume-profit chart prepared in part (3), determine (a) the income from 
operations if sales total 4,000 units and (b) the maximum income from operations that 
could be realized during the year. Verify your answers arithmetically. 


PR 21-5B Sales mix and break-even sales 


Data related to the expected sales of two types of frozen pizzas for Delicious Frozen 
Foods Inc. for the current year, which is typical of recent years, are as follows: 


Products Unit Selling Price Unit Variable Cost Sales Mix 
12” Pizza $ 8.00 $2.00 60% 
16” Pizza 10.00 3.00 40% 


The estimated fixed costs for the current year are $26,400. 


Instructions 

1. Determine the estimated units of sales of the overall product necessary to reach the 
break-even point for the current year. 

2. Based on the break-even sales (units) in part (1), determine the unit sales of both the 
12” pizza and 16” pizza for the current year. 

3, iz Assume that the sales mix was 40% 12” pizza and 60% 16” pizza. Compare 
the break-even point with that in part (1). Why is it so different? 


PR 21-6B Contribution margin, break-even sales, cost-volume-profit chart, margin of 
safety, and operating leverage 

Baker Co. expects to maintain the same inventories at the end of 2012 as at the begin- 
ning of the year. The total of all production costs for the year is therefore assumed to be 
equal to the cost of goods sold. With this in mind, the various department heads were 
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asked to submit estimates of the costs for their departments during 2012. A summary 
report of these estimates is as follows: 


Estimated Estimated Variable Cost 
Fixed Cost (per unit sold) 
Production costs: 
Direct. materials). .fat see eee eee eeeeer os $30.00 
Directilaborigss. caxcigeeh astcen ies sean Corer edee — 15.00 
FactonyrovennGad scons se cidet- or ocane cuttin $240,000 5.00 
Selling expenses: 
Sales salaties and COMMISSIONS... ase ptnmern. 43,000 3.00 
NeW Wares Goode mon conaoo mio tdoancnGn.ccoe 12,000 — 
TRAVEL: 5. .oi ote Bcvacotauerets euteatocnateeat aut ors tceaopereyetorertater 4,200 — 
Miscellaneous selling expense ...............05- 2,300 2.50 
Administrative expenses: 
Office and/otficers-Salani@S. «1.5.5 ec caselom ere. 110,000 = 
S(0) 0) 9) [Saeeawecat rat saanios Semon yoo daca cnudS ote 16,000 2.50 
Miscellaneous administrative expense........... 22,500 2.00 
Bio} 5 | [ous RRR Nee ule ee agen A AS Geta cee One ers $450,000 $60.00 


It is expected that 40,000 units will be sold at a price of $75 a unit. Maximum sales within 
the relevant range are 45,000 units. : 


Instructions 
Prepare an estimated income statement for 2012. 


What is the expected contribution margin ratio? 
Determine the break-even sales in units and dollars. 
Construct a cost-volume-profit chart indicating the break-even sales. 


What is the expected margin of safety in dollars and as a percentage of sales? 


Vee oe fe 


Determine the operating leverage. 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


SA 21-1 High-low method 
excel . 


Bi-Rize, Inc., incurred the following production volumes and costs for the last six months 
SUCCESS 
of the current year: 


Production 

Unit Total Cost 
July 3,000 $111,700 
August 2,980 110,600 
September 3,250 118,250 
October 2,520 100,200 
November 2,260 93,500 
December 3,110 114,800 


a. Open the Excel file SA21-1_2e. 


b. Prepare a spreadsheet to determine the variable cost per unit and total fixed cost us- 
ing the high-low method. Use the VLOOKUP function to match the total cost to the 
minimum and maximum production in computing the variable cost per unit. 
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c. When you have completed the high-low analysis, perform a “save as,” replacing the 
entire file name with the following: 


SA21-1_2e [your first name initial] | [your last name] 


SA 21-2 High-low method 


Jeffries Industrial Products Company prepared production and total cost information for 
their Moline plant for seven months as follows: 


Production 
Unit Total Cost 
April 450 $32,485 
May 525 35,100 
June 590 36,700 
July 680 38,650 
August 820 43,240 
September 910 45,825 
October 750 41,710 


a. Open the Excel file SA21-2_2e. 


b. Prepare a spreadsheet to determine the variable cost per unit and total fixed cost 
using the high-low method. Use the VLOOKUP function to match the total cost to the 
minimum and maximum production in computing the variable cost per unit. 


c. When you have completed the high-low analysis, perform a “save as,” replacing the 
entire file name with the following: 


SA21-2_2e [your first name initial]_[your last name] 


SA 21-3 High-low method 
excel 


suCCeSS Barnstable Company prepared weekly production and total cost information for the 
Assembly Department for 12 weeks as follows: 


Production 
Unit Total Cost 
Week 1 1,930 $46,790 
Week 2 1,240 33,710 
Week 3 1,760 42,490 
Week 4 980 28,740 
Week 5 1,130 31,740 
Week 6 1,520 39,400 
Week 7 1,690 42,350 
Week 8 1,420 37,240 
Week 9 1,550 38,540 
Week 10 1,300 34,990 
Week 11 1,750 42,870 
Week 12 1,890 46,320 


a. Open the Excel file SA21-3_2e. 

b. Prepare a spreadsheet to determine the variable cost per unit and total fixed cost 
using the high-low method. Use the VLOOKUP function to match the total cost to the 
minimum and maximum production in computing the variable cost per unit. 

c. When you have completed the high-low analysis, perform a “save as,” replacing the 
entire file name with the following: 


$A21-3_2e [your first name initial]_[your last name] 
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The North Face 


Y ou may have financial goals for your life. To achieve these 
goals, it is necessary to plan for future expenses. For 
example, you may consider taking a part-time job to save 
money for school expenses for the coming school year. How 
much money would you need to earn and save in order 
to pay these expenses? One way to find an answer to this 
question would be to prepare a budget. A budget would 
show an estimate of your expenses associated with school, 
such as tuition, fees, and books. In addition, you would 
have expenses for day-to-day living, such as rent, food, and 
clothing. You might also have expenses for travel and en- 
tertainment. Once the school year begins, you can use the 
budget as a tool for guiding your spending priorities during 


the year. 


The budget is used in businesses in much the same way as it 
can be used in personal life. For example, sponsors 
mountain climbing expeditions throughout the year for profes- 
sional and amateur climbers. These events require budgeting to 
plan trip expenses, much like you might use a budget to plan a 
vacation. 
udgeting is also used by The North Face to plan the manu- 
facturing costs associated with its outdoor clothing and equipment 
production. For example, budgets would be used to determine 
the number of coats to be produced, number of people to be 
employed, and amount of material to be purchased. The budget 
provides the company with a “game plan’ for the year. In this chap- 
ter, you will see how budgets can be used for financial planning 
and control. 


Learning Objectives 
After studying this chapter, you should be able to: Example Exercises 


Describe budgeting, its objectives, and its impact on human behavior. 
Nature and Objectives of Budgeting 

Objectives of Budgeting 

Human Behavior and Budgeting 


Describe the basic elements of the budget process, the two major types 
of budgeting, and the use of computers in budgeting. 
Budgeting Systems 

Static Budget 

Flexible Budget 

Computerized Budgeting Systems 


Master Budget 


Prepare the basic income statement budgets for a manufacturing company. 
Income Statement Budgets 

Sales Budget 

Production Budget 

Direct Materials Purchases Budget 

Direct Labor Cost Budget 

Factory Overhead Cost Budget 

Cost of Goods Sold Budget 

Selling and Administrative Expenses Budget 

Budgeted Income Statement 


= Describe the master budget for a manufacturing company. 


Prepare balance sheet budgets for a manufacturing company. 
Balance Sheet Budgets 

Cash Budget 

Capital Expenditures Budget 

Budgeted Balance Sheet 
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| pesribe Nature and Objectives of Budgeting 


budgeting, its 
objectives, and its 
impact on human 
behavior. 


Budgets play an important role for organizations of all sizes and forms. For example, 
budgets are used in managing the operations of government agencies, churches, hos- 
pitals, and other nonprofit organizations. Individuals and families also use budgeting 
& in managing their financial affairs. This chapter describes and illustrates budgeting 
for a manufacturing company. 


The chart below _ 5 5 
shows the estimated Objectives of Budgeting 


portion of your total 


monthly income that Budgeting involves (1) establishing specific goals, (2) executing plans to achieve 
should be budgeted the goals, and (3) periodically comparing actual results with the goals. In doing so, 
for various living budgeting affects the following managerial functions: 
expenses according to 
the Consumer Credit 1. Planning 
Counseling Service. ho 2. Directing 

avings 

g 3. Controlling 


Entertainment 
The relationships of these activities are illustrated in Ex- 
hibit 1. 

Planning involves setting goals to guide decisions and 


help motivate employees. The planning process often identi- 
fies where operations can be improved. 


Housing 


Transportation 


ciethines % rie 


Other A% 
essentials 


a Utilities 


Medical Food 
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EXHIBIT 1 Planning, Directing, and Controlling 


Controlling | 


Directing involves decisions and actions to achieve budgeted goals. A budgetary 
unit of a company is called a responsibility center. Each responsibility center is led 
by a manager who has the authority and responsibility for achieving the center’s 
budgeted goals. 

Controlling involves comparing actual performance against the budgeted goals. 
Such comparisons provide feedback to managers and employees about their per- 
formance. If necessary, responsibility centers can use such feedback to adjust their 

activities in the future. 


Human Behavior and Budgeting 


Human behavior problems can arise in the budgeting process in the following 
situations: 


1. Budgeted goals are set too tight, which are very hard or impossible to achieve 
2. Budgeted goals are set too loose, which are very easy to achieve 
3. Budgeted goals conflict with the objectives of the company and employees 


These behavior problems are illustrated in Exhibit 2. 


EXHIBIT 
Human Behavior 


Problems in 
Budgeting 


Setting Budget Goals Too Tightly Employees and managers may become dis- 
couraged if budgeted goals are set too high. That is, if budgeted goals are viewed as 
unrealistic or unachievable, the budget may have a negative effect on the ability of the 
company to achieve its goals. 

Reasonable, attainable goals are more likely to motivate employees and manag- 
ers. For this reason, it ‘3 important for employees and managers to be involved in 
the budgeting process. Involving employees in the budgeting process provides them 
with a sense of control and, thus, more of a commitment in meeting budgeted goals. 
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Setting Budget Goals Too Loosely Although it is desirable to establish attainable 
goals, it is undesirable to plan budget goals that are too easy. Such budget “padding” is 
termed budgetary slack. Managers may plan slack in their budgets to provide a “cush- 
ion” for unexpected events. However, if the budget is not spent by the end of the period, 
senior management may determine that the responsibility center should have a reduced 
budget. This may cause responsibility managers to spend budgetary resources at the end 
of the period rather than risk losing them. This can be wasteful. 


Setting Conflicting Budget Goals Goal conflict occurs when the employees’ or 
managers’ self-interest differs from the company’s objectives or goals. Goal conflict may 
also occur among responsibility centers such as departments. To illustrate, assume that 
the sales department manager is given an increased sales goal and as a result accepts cus- 
tomers who are poor credit risks. This, in turn, causes bad debt expense to increase and 
profitability to decline. 


ndEthicsinBusiness = 
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The budgeting system is designed to plan and control 
a business. However, it is common for the budget to be 
“gamed” by its participants. For example, managers may 
pad their budgets with excess resources. In this way, 
the managers have additional resources for unexpected 
events during the period. If the budget is being used to 
establish the incentive plan, then sales managers have 
incentives to understate the sales potential of a terri- 
tory to ensure hitting their quotas. Other times, manag- 
ers engage in “land grabbing,’ which occurs when they 


overstate the sales potential of a territory to guarantee 
access to resources. If managers believe that unspent re- 
sources will not roll over to future periods, then they may 
be encouraged to “spend it or lose it,’ causing wasteful 
expenditures. These types of problems can be partially 
overcome by separating the budget into planning and 
incentive components. This is why many organizations 
have two budget processes, one for resource planning 
and another, more challenging budget, for motivating 
managers. 


Ee Describe the 
basic elements 
of the budget process, 
the two major types 

of budgeting, and the 
use of computers in 
budgeting. 


Budgeting Systems 


Budgeting systems vary among companies and industries. For example, the budget 
system used by Ford Motor Company differs from that used by Delta Air Lines. However, 
the basic budgeting concepts discussed in this section apply to all types of businesses 
and organizations. 

The budgetary period for operating activities normally includes the fiscal year of 
a company. A year is short enough that future operations can be estimated fairly ac- 
curately, yet long enough that the future can be viewed in a broad context. However, 
for control purposes, annual budgets are usually subdivided into shorter time periods, 
such as quarters of the year, months, or weeks. 

A variation of fiscal-year budgeting, called continuous budgeting, maintains a 
12-month projection into the future. The 12-month budget is continually revised by 
replacing the data for the month just ended with the budget data for the same month 
in the next year. A continuous budget is illustrated in Exhibit 3. 

Developing an annual budget usually begins several months prior to the end of 
the current year. This responsibility is normally assigned to a budget committee. Such 
a committee often consists of the budget director, the controller, the treasurer, the 
production manager, and the sales manager. The budget process is monitored and 
summarized by the Accounting Department, which reports to the committee. 
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There are several methods of developing budget estimates. One method, termed 
zero-based budgeting, requires managers to estimate sales, production and other 
operating data as though operations are being started for the first time. This approach 
has the benefit of taking a fresh view of Operations each year. A more common ap- 
proach is to start with last year’s budget and revise it for actual results and expected 


changes for the coming year. Two major budgets using this approach are the static 
budget and the flexible budget. 
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Continuous Budgeting 
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EXHIBIT 


Delete Add 
one one 
month One-Year Budget ————_________——_———> month 


Static Budget 


A static budget shows the expected results of a responsibility center for only one 
activity level. Once the budget has been determined, it is not changed, even if the 
activity changes. Static budgeting is used by many service companies, governmental 
entities, and for some functions of manufacturing companies, such as purchasing, 
engineering, and accounting. 

To illustrate, the static budget for the Assembly Department of Colter Manufactur- 
ing Company is shown in Exhibit 4. 


EE 


EXHIBIT 4 
Static Budget 


Assembly Department. 


1a: : NE ee... mae 
For the Year Ending July 31, 2012 


Direct labor 


| 5 [Eleciic power aa eee ees UN 


Supervisor salaries 


A disadvantage of static budgets is that they do not adjust for changes in activity 
levels. For example, assume that the Assembly Department of Colter Manufacturing 
spent $70,800 for the year ended July 31, 2012. Thus, the Assembly Department spent 
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$10,800 ($70,800 — $60,000), or 18% ($10,800/$60,000) more than budgeted. Is this 
good news or bad news? 

The first reaction is that this is bad news and the Assembly Department was inef- 
ficient in spending more than budgeted. However, assume that the Assembly Depart- 
ment’s budget was based on plans to assemble 8,000 units during the year. If 10,000 
units were actually assembled, the additional $10,800 spent in excess of budget might 
be good news. That is, the Assembly Department assembled 25% (2,000 units/8,000 


units) more than planned for only 18% more cost. 


U.S. FEDERAL BUDGET DEFICIT 
Budgeting is an important tool used by municipalities, 
states, and federal governments to control expenditures. 
Many states are required by law to have balanced bud- 
gets. That is, the amount of money received from taxes 


and other revenues must be greater than or equal to the 
planned expenditures for state services. The U.S. federal 


is the excess of expenditures over revenues. The deficit 
is paid for by issuing government debt. The amount of 
deficit a nation can sustain is a function of the size of its 
economy. Thus, the deficit is often measured as a per- 
centage of gross domestic product (GDP), a measure of 
the nation’s output of goods and services. The deficit as a 
percent of GDP for the United States over the last ‘several 
decades is as follows: 


government, however, may run a budget deficit. A deficit 


U.S. Federal Deficit as Percent of GDP 
Government Spending in U.S. from FY 1980 to FY 2010 


Percent GDP 
a= 


GDP temporarily, keeping a budget deficit above 10% for 
a long period of time typically slows a nation’s economic 
growth. 


of GDP in response to the recession that began in 2008. 


As can be seen, the budget deficit has jumped above 10% | 
While a nation may increase a deficit to above 10% of 


Source: Carmen Reinhart and Kenneth Rogoff, This Time Its Different: Eight Centuries of Financial Folly (Princeton University Press, 2009), 


Flexible Budget 


Unlike static budgets, flexible budgets show the expected results of a responsibil- 
ity center for several activity levels. A flexible budget is, in effect, a series of static 
budgets for different levels of activity. 

To illustrate, a flexible budget for the Assembly Department of Colter Manufactur- 
ing Company is shown in Exhibit 5. 


Note: 

Flexible budgets show 
expected results for 
several activity levels. 
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— Flexible Budget 
[4 aS | tha Level2 | Level3 _ 
| Units of ‘production =f elle eee O00: 9,000; 10,000 rs Step 1 
[6] Variable cost; ee all il 
7 Direct labor ($5 per unit) | $40,000, $45, 000 
8 Electric power ($0.50 per unit) | 4,000 4.500; 5,000 
Step 2 9) Totalvariable cost "$49,500 
| 10 Fixed c cost: 7s | 
[a Electric power | $ 1,000) $ 1,000) 
2) Supervisor salaries __ 15,000) 15,000' 15,000 | 
it Total fixed cost |_ $16, 000 $16,000, $16,000. 
44) Total department costs _ "$60, 000 | 0) $65,5( 500] | $71, ot 


A flexible budget is constructed as follows: 


Step 1. Identify the relevant activity levels. The relevant levels of activity could be ex- 
pressed in units, machine hours, direct labor hours, or some other activity base. 
In Exhibit 5, the levels of activity are 8,000, 9,000, and 10,000 units of production. 

Step 2. Identify the fixed and variable cost components of the costs being budgeted. 
In Exhibit 5, the electric power cost is separated into its fixed cost ($1,000 per 
year) and variable cost ($0.50 per unit). The direct labor is a variable cost, and 
the supervisor salaries are all fixed costs. 

Step 3. Prepare the budget for each activity level by multiplying the variable cost per 
unit by the activity level and then adding the monthly fixed cost. 


With a flexible budget, actual costs can be compared to the budgeted costs for 
actual activity. To illustrate, assume that the Assembly Department spent $70,800 to 
produce 10,000 units. Exhibit 5 indicates that the Assembly Department was under 
budget by $200 ($71,000 — $70,800). 

Under the static budget in Exhibit 4, the Assembly Department was $10,800 over 
budget. This comparison is illustrated in Exhibit 6. 

The flexible budget for the Assembly Department is much more accurate and 
useful than the static budget. This is because the flexible budget adjusts for changes 
in the level of activity. 


EXHIBIT 6 __ Staticand Flexible Budgets 
'Under Budget 
| Huni$200 alinsel 


Over Budget 
$10,800 


Actual 


— Results 


Results 


$60,000 $70,000 ’ $60,000 $65,000 $71,000 $70,000 
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Example Exercise 22-1 

At the beginning of the period, the Assembly Department budgeted direct labor of $45,000 and supervisor salaries of 
$30,000 for 5,000 hours of production. The department actually completed 6,000 hours of production. Determine the 
budget for the department, assuming that it uses flexible budgeting. 


Follow My Example 22-1 


Variable cost: 


Direct labor (6,000 hours x $9* per hour) 
Fixed cost: 

Supervisor salaries 
Total department costs 


$54,000 


30,000 
$84,000 


*$45,000/5,000 hours 


Practice Exercises: PE 22-1A,PE22-1B | 


Computerized Budgeting Systems 


In developing budgets, companies use a variety of computerized approaches. Two of 
the most popular computerized approaches use: 


1. Spreadsheet software such as Microsoft Excel 
2. Integrated budget and planning (B&P) software systems 


( ) Spreadsheets ease budget preparation by summarizing budget information in linked 

spreadsheets across the organization. In addition, the impact of proposed changes 
“== in various assumptions or operating alternatives can be analyzed on a speadsheet. 

Fujitsu, a Japanese B&P software systems use the Web (intranet) to link thousands of employees to- 

technology company, gether during the budget process. Employees can input budget data onto Web pages 

eee ne one that are integrated and summarized throughout the company. In this way, a company 

can quickly and consistently integrate top-level strategies and goals to lower-level 


6-8 weeks down to 
10-15 days. operational goals. 


BUILD VERSUS HARVEST 


has greater uncertainty, unpredictability, and change than 
a harvest strategy. The difference between these strategies 


Budgeting systems are not “one size fits all” solutions but 
must adapt to the underlying business conditions. For ex- 
ample, a business can adopt either a build strategy or a 
harvest strategy. A build strategy is one where the business 
is designing, launching, and growing new products and 
markets. Build strategies often require short-term profit 
sacrifice in order to grow market share. Apple, Inc.'s iPad® 
is an example of a product managed under a build strategy. 
A harvest strategy is often employed for business units with 
mature products enjoying high market share in low-growth 
industries. H.J. Heinz Company’s Ketchup® and P&G's Ivory 
soap are examples of such products. A build strategy often 


implies different budgeting approaches. 

The build strategy should employ a budget approach 
that is flexible to the uncertainty of the business. Thus, 
budgets should adapt to changing conditions by allowing 
periodic revisions and flexible targets. The budget serves 
as a short-term planning tool to guide management in 
executing an uncertain and evolving product market 
strategy. 

In a harvest strategy, the business is often much more sta- 
ble and is managed to maximize profitability and cash flow. 
Because cost control is much more important in this strategy, 
the budget is used to restrict the actions of managers. 
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Master Budget = Describe the 


master budget 


The master budget is an integrated set of operating, investing, and financing f° 2 Manufacturing 


budgets for a period of time. Most companies prepare the master budget on a a 
yearly basis. 


For a manufacturing company, the master budget consists of the following inte- 
grated budgets: 


Operating Budgets 


Sales budget 
Cost of goods sold budget: 
Production budget 
Direct materials purchases budget 
Direct labor cost budget 
Factory overhead cost budget 
Selling and administrative expenses budget 


Budgeted Income Statement 


Financing Budget 


Cash budget 


hwesting Bucaet Budgeted Balance Sheet 


Capital expenditures budget 


As shown above, the master budget is an integrated set of budgets that tie together 
a company’s operating, financing, and investing activities into an integrated plan for 
the coming year. 

The master budget begins with preparing the operating budgets, which form the 
budgeted income statement. The income statement budgets are normally prepared 
in the following order beginning with the sales budget: 


. Sales budget 

. Production budget 

. Direct materials purchases budget 

. Direct labor cost budget 

. Factory overhead cost budget 

. Cost of goods sold budget 

. Selling and administrative expenses budget 
. Budgeted income statement 


ONAN KRW DY 


After the budgeted income statement is prepared, the budgeted balance sheet is 
prepared. Two major budgets comprising the budgeted balance sheet are the cash 


budget and the capital expenditures budget. 
Exhibit 7 shows the relationships among the income statement budgets. 
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Prepaethe income Statement Budgets 


basic income 
statement budgets 
for a manufacturing 
company. 


The integrated budgets that support the income statement budget are described and 
illustrated in this section. Elite Accessories Inc., a small manufacturing company, is 
used as a basis for illustration. 


Sales Budget 


The sales budget begins by estimating the quantity of sales. As a starting point, the 
prior year’s sales quantities are often used. These sales quantities are then revised 
for such factors as the following: 


. Backlog of unfilled sales orders from the prior period 
. Planned advertising and promotion 

Productive capacity 

. Projected pricing changes 

. Findings of market research studies 


NN RW NY 


. Expected industry and general economic conditions 


Once sales quantities are estimated, the expected sales revenue can be determined 
by multiplying the volume by the expected unit sales price. 

To illustrate, Elite Accessories Inc. manufactures wallets and handbags that are sold 
in two regions, the East and West regions. Elite Accessories estimates the following 
sales quantities and prices for 2012: 


East Region West Region Unit Selling Price 


Wallets 287,000 241,000 $12 
Handbags 156,400 123,600 25 
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Exhibit 8 illustrates the sales budget for Elite Accessories based on the preceding data. 


E x H 1B IT 3 
Sales Budget 


Elite Accessories Inc. 
Sales Budget 
For the Year Ending December 31, 2012 


| 
H 


0.$ 3,444,000 


[241,000 | 
528,000 ‘$6,336,000 


| me 
| ! 
156,400 $25.00'$ 3,910,000 


[123,600 25.00) 3,090,000 

280,000 '$. 7,000,000) 

& : i 
gue 2 — | 
16 Total revenue from sales ; L $13,336,000 
be a i 


Production Budget 


The production budget should be integrated with the sales budget to ensure that produc- 

tion and sales are kept in balance during the year. The production budget estimates the 

number of units to be manufactured to meet budgeted sales and desired inventory levels. 
The budgeted units to be produced are determined as follows: 


Expected units to be sold XXX units 

Plus desired units in ending inventory + XXX 

Less estimated units in beginning inventory — XXX 
Total units to be produced _XXX units 


Elite Accessories Inc. expects the following inventories of wallets and handbags: 


Estimated Inventory Desired Inventory 

January 1, 2012 December 31, 2012 
Wallets 88,000 80,000 
Handbags 48,000 60,000 


Exhibit 9 illustrates the production budget for Elite Accessories Inc. 


) : EXHIBIT 9 © 
Elite ccessori ; . Production 
ROCCO Ug Cn Budget 


PSS Sa ‘. evessssnsene ‘Wallet 4 - & ahaa z 
Expected units ‘to be sold (ftom Exhibit je = == $28;000 -|-280;000 


: Plus desired ending inventory, December 31, 2012 __|__ 80,000 60,000 
~ Total 608,000 | 340,000 


J Less estimated beginning inventory, January 1, 2012 88,000 48,000 
Total unitstobe produced 520,000 _|_292,000 
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excel A spreadsheet can be used to create a sales budget, as illustrated below: 
SUCCESS a as 
Elite Accessories 
Sales Budget 
For the Year Ending December 31, 2012 


| 
Unit Selling | 
Price 


| Unit Sales 
ion | Volume 


Total Sales 


287,000 | $ 12,00 | =B7*C7 Lb. 
West 241 000 12.00 | =B8*C8 | 
Total | | | “=SUM(D7-D8) <——- 


1 | Handbag: 
East 156,400 | $ 25.00 | =B12*C12 
West 123,600 25.00 | =B13*C13 | 

Total =SUM(D1ZD13) <— & 


4 | Total revenue from sales | | =D9+D14 <—f. 


a. Format the budget in a spreadsheet, centering the heading in merged 
cells over four columns. Enter row text and data in the first 
three columns as shown. 

b. Enter in cell D7 the formula for the total sales for the first line of data 
(East region, wallet), =B7*C7. 

Cc: Copy cell D7 to D8, D12, and D13. Thus, the product of the units sales 
volume and unit selling price are now calculated for each region. 

d. Enter in D9 the sum of D7 and D8, =SUM(D7:D8). 

e. Copy D9 to D14. 

f. Enter in D16 the formula to sum the two region subtotals, =D9+D14. 


The remaining budgets illustrated in this chapter can also be constructed on a spreadsheet 
using appropriate formulas and cell references. The complete master budget is shown on 
a spreadsheet at the end of this chapter illustrating selected formula entries. 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 22-2 ru 


Landon Awards Co. projected sales of 45,000 brass plaques for 2012. The estimated January 1, 2012, inventory is 
3,000 units, and the desired December 31, 2012, inventory is 5,000 units. What is the budgeted production (in 
units) for 2012? 


Follow My Example 22-2 


EXpectedsuiaits tasberSold ing a args el oe a tena eiesle aa aaa > Tie Oc ea 45,000 
Plus desired ending inventory,. December 31, 2012. :<ss.ianselewes hogean scarccoewees 5,000 
sc 2 | Gee acest ne EOUER ERRINNE Fyne ih ACen CURR Sai RSS OS - 50,000 
Less estimated beginning inventory, January 1, 2012........ cece ccueeceueceeeuceuns 3,000 
Total wmitsrto Be Produced oc Minn ctsas bos accede ohe wins to uae 47,000 


FS EE) SETTERS CIS A FRRIB SNS SO RLe are eins ectey a aaheahes aie ef'he, (may eins) a eune vibe ® elim AU sys nieliRiA/ 8 cele sie vexe¥lb nub miMen WAR Jn iaiey XY) MPA. WAS) MTRMG, aLOU8s rec DYNUACST ani AEN TR Tele oe Pelee ig tei weet scotia” al Gitta cas een rT a 


Practice Exercises: PE 22-2A, PE 22-2B 


Direct Materials Purchases Budget 


The direct materials purchases budget should be integrated with the production bud- 
get to ensure that production is not interrupted during the year. The direct materials 
purchases budget estimates the quantities of direct materials to be purchased to 
support budgeted production and desired inventory levels. 
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The direct materials to be purchased are determined as follows: 


Materials required for production XXX 
Plus desired ending materials inventory + XXX 
Less estimated beginning materials inventory — XXX 

Direct materials to be purchased XXX 


Elite Accessories Inc. uses leather and lining in producing wallets and handbags. 
The quantity of direct materials expected to be used for each unit of product is as 
follows: 


Wallet Handbag 
Leather: 0.30 sq. yd. per unit Leather: 1.25 sq. yds. per unit 
Lining: 0.10 sq. yd. per unit Lining: 0.50 sq. yd. per unit 


Elite Accessories Inc. expects the following direct materials inventories of leather 
and lining: 


Estimated Desired 
Direct Materials Inventory Direct Materials Inventory 
January 1, 2012 December 31, 2012 
Leather 18,000 sq. yds. 20,000 sq. yds. 
Lining 15,000 sq. yds. 12,000 sq. yds. 


The estimated price per square yard of leather and lining during 2012 is shown 
below. 


Price per Square Yard 


Leather $4.50 
Lining 1.20 


Exhibit 10 illustrates the direct materials purchases budget for Elite Accessories Inc. 


EXHIBIT 10 | 
Direct Materials 
Purchases Budget 


Elite Accessories Inc. LEHR 
Direct Materials Purchases Budget _ 

For the Year Ending December 31, 2012 

Direct Materials 


Handbag (NoteB) —=~=—*«|~_—_—- 365,000, — 146,000] 2 | 
} Plus desired inventory, December 31 aU 20,000 T2000 WOE — Fee 
Hoosen el Se | 641,000, 210,000 | 


TS, 8 ~ 1 48.000 15,000) 
| 523,000/ 195,000] | 
en PAHO toe PLO cay — eck. 


$2,353,500, _$234,000| $2,587,500 
__ 82,953,900] __9238,000] ye08 fo 


| 
CNet 5 RT a | Ieee os Reecra ae 
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The timing of the direct materials purchases should be coordinated between the 
purchasing and production departments so that production is not interrupted. 


Example Exercise 22-3 Di re 
Landon Awards Co. budgeted production of 47,000 brass plaques in 2012. Brass sheet is required to produce a brass 
plaque. Assume 96 square inches of brass sheet are required for each brass plaque. The estimated January 1, 2012, 


brass sheet inventory is 240,000 square inches. The desired December 31, 2012, brass sheet inventory is 200,000 square 
inches. If brass sheet costs $0.12 per square inch, determine the direct materials purchases budget for 2012. 


Follow My Example 22-3 


~ Square inches required for production: 


Brass sheet (47,000 5 96 sq. ims... eran eee A otennccas nace be ett eee 4,512,000 
Plus desired ending inventory, December 31, 2012... ieee eee cc tees nenseeecessnrecees 200,000 
MO tases vic d hrvainie nes eielo aes Me oon a vs aeeeea te wl ccina, Wig aeata a Sale aR Meta aoa Shela tna 4,712,000 
Less estimated beginning inventory, January 1, 2012 Bi rte Ws mid ata ae tac aoa ate eta oer nla eveete 240,000 
Total square inches to be purchased RO Nh ean rE erty HGR te Serve arene MIN eri 4,472,000 
Unit priceN(persquare inch ses aedeagal ae ae arse ee ree ee deta ca sake aoe = X= S082 
Total direct materials to ‘be purchased. 5. crasuinink cic dune ners tuscany ak iat aaa ee are $ 536,640 


Fe ial niet msl Pema), orn laa wala iG ak) i6\m lnian a’ linen iret ya halia myatat Beats oat ata weeroneceinl etal lobita atin tid wle tal alleles) wiles in in/ ao euy aa gabeiil aiid Minted sap hg ane tena oem atetbrh goat at a) aL Dn a ates ee oft a) mien REST ip 


Practice Exercises: PE 22-3A, PE 22-38 re 


Direct Labor Cost Budget 


The direct labor cost budget estimates the direct labor hours and related cost needed 
to support budgeted production. 

Elite Accessories Inc. estimates that the following direct labor hours are needed 
to produce a wallet and handbag: 


Wallet Handbag 
Cutting Department: 0.10 hr. per unit Cutting Department: 0.15 hr. per unit 
Sewing Department: 0.25 hr. per unit Sewing Department: 0.40 hr. per unit 


The estimated direct labor hourly rates for the Cutting and Sewing departments 
during 2012 are shown below. 


Hourly Rate 
Cutting Department $12 
Sewing Department tS 


Exhibit 11 illustrates the direct labor cost budget for Elite Accessories Inc. 


EXHIBIT 11_ 


Direct Labor ao = _____Elite Accessories Inc. _ cardinal 


= Direct Labor Cost Budget 
Cost Budget a| For the Year Ending December 31, 2012 


Hours ‘required | for production: 


4 

el 
6| Wallet (Note A) [52000 136,000) ee 
8 


’ Handbag (Note B) 
pe fotal 
_ 9 Hourly rate si 


10 Total direct labor ‘cost 
(4. Pes 


12) Note A’) Cutting Department: 520,000 units x 0.10 hr. per unit = 52,000 hrs. 


[13] ___| Sewing Department: 520,000 units X 0.25 hr. per unit = 130,000 hrs. _ 


[7ST ‘Note By Cutting Department: 292, 000 units 0.15 hr. per unit = 43, 800 hrs. 
+ | Sewing Department: 292, 000 units X 0.40 hr. per unit = 116,800 hrs. 


a a a8 [ | 
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As shown in Exhibit 11, for Elite Accessories Inc. to produce 520,000 wallets, 
52,000 hours (520,000 units x 0.10 hr. per unit) of labor are required in the Cutting 
Department. Likewise, to produce 292,000 handbags, 43,800 hours (292,000 units x 
0.15 hour per unit) of labor are required in the Cutting Department. Thus, the esti- 
mated total direct labor cost for the Cutting Department is $1,149,600 [(52,000 hrs. + 
43,800 hrs.) x $12 per hr.). In a similar manner, the direct labor hours and cost for 
the Sewing Department are determined. 

The direct labor needs should be coordinated between the production and person- 
nel departments so that there will be enough labor available for production. 


Example Exercise 22-4 


Landon Awards Co. budgeted production of 47,000 brass plaques in 2012. Each plaque requires engraving. Assume that 


12 minutes are required to engrave each plaque. If engraving labor costs $11.00 per hour, determine the direct labor 
cost budget for 2012. 


Follow My Example 22-4 


Hours required for engraving: 
Biss Plague (4 000 APM ho oe kb es eae 564,000 min. — 
Convert minutes to hours............. es fe oe See eae ey ee 60 min. 
ESS OU Sst eee a ee ee 9,400 hrs. 
HOWE Tate ae is aca dae cin eG ar a ee a BOE A Ge a x $11.00 
lealeeet JabGh COs i eee eo as aes $103,400 


serene ec eters nen aeoetrmemer se RARE 


Fee) oaiei'e 6 6 8 8) 0 60 010 040) 6.06 010 eieis 0.06 0190 9\0 0/0/6810 6 o)e cleise vie oe slle\\viel eee eae) a ee leia elm /a: «'(éilaleile cee \eiejels/oieieale sielisiielieeleie sie ee allelee sieileiiei si elie) eoieisiaie eleielale,e\'sis!¥/s) ale/e ee 


Practice Exercises: PE 22-4A, PE 22-4B | 


Factory Overhead Cost Budget 


The factory overhead cost budget estimates the cost for each item of factory over- 
head needed to support budgeted production. 
Exhibit 12 illustrates the factory overhead cost budget for Elite Accessories Inc. 


(cy Sane a 


ney (OSE 


XHIBIT 1 2 te 
Factory 


ia E er sao ieee Overhead Cost 
Budget 


rsurance a ndpropertytaxes |, 200) 


[$2,089,080 


The factory overhead cost budget shown in Exhibit 12 may be supported by 
departmental schedules. Such schedules normally separate factory overhead costs 
into fixed and variable costs to better enable department managers to monitor and 
evaluate costs during the year. 

The factory overhead cost budget should be integrated with the production budget 
to ensure that production is not interrupted during the year. 
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Cost of Goods Sold Budget 


The cost of goods sold budget is prepared by integrating the following budgets: 


1. Direct materials purchases budget (Exhibit 10) 
2. Direct labor cost budget (Exhibit 11) 
3. Factory overhead cost budget (Exhibit 12) 


In addition, the estimated and desired inventories for direct materials, work in 
process, and finished goods must be integrated into the cost of goods sold budget. 


Elite Accessories Inc. expects the following direct materials, work in process, and 
finished goods inventories: 


Estimated Inventory Desired Inventory 
Jan. 1, 2012 Dec. 31, 2012 
Direct materials: 
Leather $ 81,000 (18,000 sq. yds. x $4.50) § 90,000 (20,000 sq. yds. x $4.50) 
Lining 18,000 (15,000 sq. yds. x $1.20) 14,400 (12,000 sq. yds. x $1.20) 
Total direct 
materials S$ 99,000 S$ 104,400 
Work in process: S$ 214,400 § 220,000 
Finished goods: $1,095,600 $1,565,000 . 


Exhibit 13 illustrates the cost of goods sold budget for Elite Accessories Inc. It 
indicates that total manufacturing costs of $9,522,780 are budgeted to be incurred in 
2012. Of this total, $2,582,100 is budgeted for direct materials, $4,851,600 is budgeted 
for direct labor, and $2,089,080 is budgeted for factory overhead. After considering 
work in process inventories, the total budgeted cost of goods manufactured and 
transferred to finished goods during 2012 is $9,517,180. Based on expected sales, 
the budgeted cost of goods sold is $9,047,780. 


EXHIBIT 13 
Cost of Goods 
Sold Budget 


Cost of Goods Sold Budget 
For the Year Ending December 31, 2012 
4 Finished goods inventory, January 1, 2012 $ 1,095,600} 
__ 5} Work in process inventory, January 1, 2012 $ 214,400 

6| Direct materials: jai iy ae 


Direct materials inventory, | 
January 1, 2012 $ 99,000 = 


Direct materials purchases (from Exhibit 10) 2,587,500] <<. Direct materials 


On Cost of direct materials available for use $2,686,500 purchases 
Less direct materials inventory, 
December 31, 2012 

Cost of direct materials placed in production 
Direct labor (from Exhibit 11) 
15) Factory overhead (from Exhibit 12) 
Total manufacturing costs 
17| Total work in process during period 
Less work in process inventory, 

19| December 31, 2012 _ . oh 
20) Cost of goods manufactured pie er 
21| Cost of finished goods available for sale iA 
22) Less finished goods inventory, > If 


23| December 31, 2012 | 


budget 


Direct labor 


ae 
_ 
——— cost budget 
Factory overhead 
9,522,780 cost budget 
$9,737,1 80) 


220,000 


9,517,180! 
$10,612,780 


. 1,565,000) 


$ 9,047,780, 


24) Cost of goods sold 
| 26 
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Example Exercise 22-5 me 


Prepare a cost of goods sold budget for Landon Awards Co. using the information in Example Exercises 22-3 and 
22-4. Assume the estimated inventories on January 1, 2012, for finished goods and work in process were $54,000 and 
$47,000, respectively. Also assume the desired inventories on December 31, 2012, for finished goods and work in 
process were $50,000 and $49,000, respectively, Factory overhead was budgeted for $126,000. 


Follow My Example 22-5 


Finished goods inventory, January 1, 2012 ........ 6. <5... s0..000 5, $ 54,000 
Work in process inventory, January 1,2012................... $ 47,000 
Direct materials: 

Direct materials inventory, January 1, 2012 


AO O00 S012 from EE 22-3) Se $ 28,800 
Direct materials purchases (from EE 22-3)........................ 536,640 
Cost of direct materials available for use..............0.ccc0e005. $565,440 
Less direct materials inventory, December 31, 2012 
Q0G 006 50:12; from EE 22-3) 6 ee 24,000 
Cost of direct materials placed in production................0... $541,440 
Dmeceianor (rOnvEr 22-4) 0. 103,400 
PaUONy OVETNEAG yea er ee eek Se 126,000 
focal Mantiactinnc costs: 2) 770,840 
wOrarwonk in process during penOd <3  o2 oe i eek ou $817,840 
Less work in process inventory, December 31, 2012 ..............0005 49,000 
Goat of deeds manurachiwed.- 768,840 
Cost of finished goods available for sale.............0 0.0.0 cece ec ee ees $822,840 
Less finished goods inventory, December 31, 2012 ..............00005 50,000 


PE ATR ea Uae tide So OGRG Tene Mac SHER ITE Sos Cee $772,840 


 TOOOUIUOIOOOIOIUIOICCIOICIOCIOICICCIOIGICICOIOCI CIO ICICI CINCO ICO OIC SIC CIC ICCICICICIGn ICICI ICIC OIC CICS ICIS Gan oii iCiC cine inieicn etc isco ci icicc sie icin ico IcinOio i ciciccr ia nic icici icISIcICr IIc: 


Practice Exercises: PE 22-5A, PE 22-5B 1 


Selling and Administrative Expenses Budget 


The sales budget is often used as the starting point for the selling and administra- 
tive expenses budget. For example, a budgeted increase in sales may require more 
advertising expenses. 

Exhibit 14 illustrates the selling and administrative expenses budget for Elite 
Accessories Inc. 


EXHIBIT 14 
“Elite Accessories Inc. Selling and 


5 Bui os 2 Administrative 
Expenses Budget 


ellingexpenses; 
~ Advertising expense | 360,000 
Travel expense ae ea: LL 115,000; Ss 
~~ Total selling expenses > 0, $1,190,000 
Administrative expenses: oe [ ib 
“Office salaries expense =—=—=S=S=~=~S=~~=« OST 
Officerentexpense Sa 500 | a 
Office supplies expense 17,500 | | 
Miscvilaneous administrative expenses a ZOOU0 Yn 
Total administrative expenses ‘i |__ 695,000 
Total selling and administrative expenses _| $1 ,885,000 
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The selling and administrative expenses budget shown in Exhibit 14 is normally 
supported by departmental schedules. For example, an advertising expense schedule 
for the Marketing Department could include the advertising media to be used (news- 
paper, direct mail, television), quantities (column inches, number of pieces, minutes), 
and related costs per unit. 


Budgeted Income Statement 
The budgeted income statement is prepared by integrating the following budgets: 


1. Sales budget (Exhibit 8) 
2. Cost of goods sold budget (Exhibit 13) 
3. Selling and administrative expenses budget (Exhibit 14) 


In addition, estimates of other income, other expense, and income tax are also 
integrated into the budgeted income statement. 

Exhibit 15 illustrates the budgeted income statement for Elite Accessories Inc. This 
budget summarizes the budgeted operating activities of the company. In doing so, 
the budgeted income statement allows management to assess the effects of estimated 
sales, costs, and expenses on profits for the year. 


= Prepare balance Balance Sheet Budgets 


sheet budgets 
for a manufacturing 


While the income statement budgets reflect the operating activities of the company, 


ee naee the balance sheet budgets reflect the financing and investing activities. In this section, 
the following balance sheet budgets are described and illustrated: 
1. Cash budget (financing activity) 
2. Capital expenditures budget Ginvesting activity) 
Note: 
The cash budget 


presents the expected Cash Bud g et 


receipts and payments . ; / 
of cash for a period of The cash budget estimates the expected receipts (inflows) and payments (outflows) 


time. of cash for a period of time. The cash budget is integrated with the various operating 


EXHIBIT 15 


U3 For the Year Ending December 31, 2012 _ ae 

_4) Revenue from sales (from Exhibit8) = === | «($13,336 6,000 <—_—— Sales budget 
|_5 Cost of goods sold (from Exhibit13) = | | 9,047,780 ~-——_Cosst of goods sold 
Lo, _ is es a ee budget 

_7 Gross profit | $4, 288, 220 

8 Selling and administrative expenses; 

| x Selling expenses (from Exhibit14) ===, $1,190,000 ~ Selling and 

110) hee administrative 
11) Administrative expenses (from Exhibit 14) _|__ 695,000| =< Nia} expenses budget 
12 Total selling and administrative expenses _ ~ 1,885,000 

43) Income from Operations SS nn ie (i) 

14] Other income: thi (ie? | 

fia| _Interestrevenue = | 98,000) #—+'«| 

16) Othef expenses’ = Mi ae 

[17|_Interestexpense .€ |. | 90,000). 8,000 

| 18! Income before i income tax aa: as $ 2,411,220 

19 Income tax | 4 600,000, 

| a Netincome ee ed, $1,817,220 

ee eee 


Chapter 22 Budgeting 1033 


budgets. In addition, the capital expenditures budget, dividends, and equity or long- 
term debt financing plans of the company affect the cash budget. 
To illustrate, a monthly cash budget for January, February, and March 2012 for 


Elite Accessories Inc. is prepared. The preparation of the cash budget begins by es- 
timating cash receipts. 


Estimated Cash Receipts The primary source of estimated cash receipts is from cash 
sales and collections on account. In addition, cash receipts may be obtained from plans to 
issue equity or debt financing as well as other sources such as interest revenue. 

To estimate cash receipts from cash sales and collections on account, a schedule 
of collections from sales is prepared. To illustrate, the following data for Elite Acces- 
sories Inc. are used: 


January February March 
Sales: 
BUGGeteGSaleS aa... emer Bye oe os cine, cerceios $1,080,000 $1,240,000 $970,000 
RercentionGasisalesmec: arc sacs uate cies susie 10% 10% 10% 
Accounts receivable, January 1,2012................05. $ 370,000 
Receipts from sales on account: 
From prior month's sales on account ................. 40% 
From current month's sales on account............... _60 
100% 


Using the preceding data, the schedule of collections from sales is prepared, as 
shown in Exhibit 16. Cash sales are determined by multiplying the percent of cash 
sales by the monthly budgeted sales. The cash receipts from sales on account are 
determined by adding the cash received from the prior month’s sales on account 
(40%) and the cash received from the current month’s sales on account (60%). To 
simplify, it is assumed that all accounts receivable are collected. 


: EXHIBIT 16 — 
Elite Accessories Inc. i j mre y Schedule of 
Schedule of Collections from Sales 7 Collections 


For the Three Months Ending March 31, 2012 
January | February March 


from Sales 


— +. a — —— 


oe ann 


“| $408,000| $ 124,000] _$ 97,000] 


= t- 


~ $370,000] $ 388,800] $446,400 


583,200 


669,600) 


$669,600 = $1,240,000 x 90% x 60% 


$523,800 = $ 970,000 x 90% x 60% 
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Estimated Cash Payments Estimated cash payments must be budgeted for operat- 
ing costs and expenses such as manufacturing costs, selling expenses, and administrative 
expenses. In addition, estimated cash payments may be planned for capital expenditures, 
dividends, interest payments, or long-term debt payments. 

To estimate cash payments for manufacturing costs, a schedule of payments for 
manufacturing costs is prepared. To illustrate, the following data for Elite Accessories 


Inc. are used: 


January February March 

Manufacturing Costs: 

BudgetedimanUifactuninGlCOstSas.tace tl. trite r tater: $840,000 $780,000 $812,000 

Depreciation on machines included 

[OMAR UA CCU INGKGOSES ota: jrerorectatoeetbetst> nleveloicleteleielectestoters 24,000 24,000 24,000 

Accounts Payable: 

ANGCOUNTS payable; Jan Waryetp-2 Ol 20 reine trterctartisttaretestera- $190,000 
Payments of manufacturing costs on account: 

From prior month's manufacturing costs ...............055: 25% 

From current month’s manufacturing costs................- AS 

100% > 


Using the preceding data, the schedule of payments for manufacturing costs is 
prepared, as shown in Exhibit 17. The cash payments are determined by adding the 
cash paid on costs incurred from the prior month (25%) to the cash paid on costs 
incurred in the current month (75%). The $24,000 of depreciation is excluded from 
all computations, since depreciation does not require a cash payment. 


Completing the Cash Budget Assume the additional data for Elite Accessories Inc. 
shown below. 


Cash balance on January 1, 2012 $280,000 
Quarterly taxes paid on March 31, 2012 150,000 
Quarterly interest expense paid on January 10, 2012 22,500 
Quarterly interest revenue received on March 21, 2012 24,500 
Sewing equipment purchased in February 2012 274,000 


EXHIBIT 17. are? 
Schedule of Ce itn 


Payments for ee er tha Tae 
Manufacturing far oy] January | February March 
Costs 


h’s manufacturing costs _ 


Hi 
13] Note 
14, 


17) Note B:| $612,000 = ($840,000 — $24,000) x 75% 


aed 


ee Se peice as 


beet 

— ea 
17 
18 

19) 
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Selling and administrative expenses (paid in month incurred): 


January February March 


$160,000 $165,000 $145,000 


i the ae data, the cash pugee is et as shown in n Exhibit 18. 


Ponds ~ Elite Thceeesotlas Inc. _ 


al aad | February | Warch 
i \ | 
| 


i: =e 10, $ 97,000) Schedule of 
er ae | = collections 
(from Exhibit 16) > a 4 2.007 058, 10 OE from sales 


Interestrevenuet—t~™*S ail. Tir rid, 500 
$1,061, 200 $1,182 400 $1,091, 700) 


Totalcashreceipts. A 


Estimated cash paymentsfor 
Manufacturing costs (from Exhibit 17) Te 302,000 $71 000 $ 780,000 ~———. Schedule of cash 
[Selling and administrative expenses 160,000, 165 ,000, fo 145, 000 payments for 
14 Capital additions (sewing equipment) 2 ieee manufacturing 
15|Interestexpense 22 500 (esta costs 
Income taxes _ OE CYS 150,000) 
Total cash payments prises Shas nu, ___| $ 984,500! $1,210,000/ $1,075, 000) 
fe Cash increase (decrease) 7 ea Ene ~ (27,600) 600) $ 16,700, 
19) Cash balance at beginning of month _ eee — 280,000, _ 356, 700| 329,100 
(20, Cash balance atendofmonth ie 3 356,700 $ 329, 1001 $ 345,800 
(21 Minimum cash balance 340,000, 340,000) 340,000) 
(22) [Excess (deficiency) _ _ | 16,700, 10,900 5,800) 
al wie se (Ean re eee ee 


As shown in Exhibit 18, Elite Accessories Inc. has estimated that a minimum cash 
balance of $340,000 is required at the end of each month to support its operations. 
This minimum cash balance is compared to the estimated ending cash balance for 
each month. In this way, any expected cash excess or deficiency is determined. 

Exhibit 18 indicates that Elite Accessories expects a cash excess at the end of 
January of $16,700. This excess could be invested in temporary income-producing 
securities such as U.S. Treasury bills or notes. In contrast, the estimated cash defi- 
ciency at the end of February of $10,900 might require Elite Accessories to borrow 
cash from its bank. 


Example Exercise 22-6 


Landon Awards Co. collects 25% of its sales on account in the month of the sale and 75% in the month following the 
sale. If sales on account are budgeted to be $100,000 for March and $126,000 for April, what are the budgeted cash 
receipts from sales on account for April? 


Follow My Example 22-6 


April 
§ 75,000 
31,500 
$1 eoeyey 


Pe ee eC CC Cicer 


Cem em meee eee eee eter ern meee seers eenses 


AUG CRONE CCRC OC CROCCO CECB ik aCe Ck De at eC et YE I at CL aK Sa ak 


Practice Exercises: PE 22-6A, PE 22-6B 


Capital Expenditures Budget 


The capital expenditures budget summarizes plans for acquiring fixed assets. Such 
expenditures are necessary as machinery and other fixed assets wear out or become 
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ESHTBTT 19° 


Capital 


Expenditures 


Budget 


excel 


SUCCESS 


obsolete. In addition, purchasing additional fixed assets may be necessary to meet 


increasing demand for the company’s product. 
To illustrate, a five-year capital expenditures budget for Elite Accessories Inc. is 


shown in Exhibit 19. 


arene nero nena 


3 For the Five Years Ending Desornber 31, 2016 
[ Item 2012 | 2013 | 2014 | 2015 | 2016 
x ee 
__9| Machinery—Cutting Department_ nt_| $400, 000 ($280,000) $360,000 
| 6| Machinery—Sewing Department | 274, 09 $260, 000) $560, 000) 200,000) 


| 7 Office equipment ae 90,000! 60,000 
"8 Total a $674,000 $350,000) $560,000) $480,000] $420,000 


As shown in Exhibit 19, capital expenditures budgets are often prepared for five 
to ten years into the future. This is necessary since fixed assets often must be ordered 
years in advance. Likewise, it could take years to construct new buildings or other 
production facilities. ‘ 

The capital expenditures budget should be integrated with the operating and 
financing budgets. For example, depreciation of new manufacturing equipment affects 
the factory overhead cost budget. The plans for financing the capital expenditures 
also affect the cash budget. 


Budgeted Balance Sheet 


The budgeted balance sheet is prepared based on the operating, financing, and 
investing budgets of the master budget. The budgeted balance sheet is dated as of 
the end of the budget period and is similar to a normal balance sheet except that 
estimated amounts are used. For this reason, a budgeted balance sheet for Elite Ac- 
cessories Inc. is not illustrated. 


Comprehensive Spreadsheet Illustration: Master Budget 

The master budget is often developed on a spreadsheet. A spreadsheet to create the master 
budget is shown below. Spreadsheet formulas in selected cells are identified to illustrate 
the relationships. 


Selected information concerning estimated sales and production for Cabot Co. for July 2012 are 
summarized in a spreadsheet as follows: 


a. Estimated sales: 


| 
| Product K 40,000 | $ 0 
| 4 | Product L 20,000 1$ 65 
| 2 | Total 


Price per 
Unit 
4,000 | Product K 
pe Meter B | 3,600 | Product | 2,700 $ 35 


| 12 | There were no work-in-process inventories estimated for July 1, 2012) 


Cc. Desired inventories, July 31, 2012: 


Desired Inventories, July 31, 2012 


3,000 


H Product K 
2,500, 


ProductL | 


July 31, 2012 | 
d. 
Product L 
e. 
27 | Unit costs for direct materials 
Material A . 
[29 | Material B 
f. Direct labor requirements per unit: 
| Direct labor requirements (hours per unit 
ProductK “eae —_ 
OLS SS erece ee ee ee 
g. Direct labor rate: 


Direct labor rate (per hour) 


h. Estimated factory overhead costs for July: 


=stimated factory overhead costs for July: 


Indirect factory wages 
Depreciation of plant and equipment 
Power and light 25,000 
34,000 
$299,000 
Instructions: 
1. Prepare a sales budget for July. 
Zs Prepare a production budget for July. 
3. Prepare a direct materials budget for July. 
4. Prepare a direct labor cost budget for July. 
5. Prepare a cost of gooas sold budget for July. 


Note: Numbers correlate to the solutions outlined in the following pages. 
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Spreadsheet Solution 


Formulas are provided for selected cells. Many formulas are provided for Product L. Use 
the Product L formulas as a pattern to determine the correct Product K cell references and 
formulas. 


1. Sales Budget: 


aes ee 


2. Production Budget: 


3. 


_ | =SUM(B88:C88) 


4. 


Cabot Co. 


__Direct Labor Cost Budget ___ 


Hourlyrate 
Total direct labor cost 
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5: Cost of Goods Sold Budget 


Cabot Co. 
Cost of Goods Sold Budget 
5 For the Month Ending July 31, 2012 
Hoe Finished goods inventory, July 1, 2012 __ : $ 145,500 
107) Direct materials: ee 
108) Direct materials inventory, July 1, 1, 2012 (Note A) =D124 


|109| Direct materials purchases __ =D88 

_Cost of direct materials available for use __ __| =SUM(B108:B109) _ 
_Less direct materials inventory, July 31, 2012 (Note B) =D129 
Cost of direct materials placed in production mv .=B110-B111_ 
Direct labor ; i =D100 
Factory overhead _ a 3 =n SBAO OU iCt | af 
Cost of goods manufactured > = reese | =SUM(B112:B114) 

Cost of finished goods available for sale =SUM(C106:C115) 

Less fi finished goods inventory, July 31, 2012 ceed tec E(DICTEIGHDIZE17), = 2 
18 Cost of goods sold | =C116-C117__ 


Pounds | Price per Ib. 
4,000 | $ 
3,900 | $ _ 


Pounds | 


FT| Material A = cae as SOOO “17000 
128) Material B . 2,500 | 5,000 
ki 29) C 17,000 


At a Glance 


a Describe budgeting, its objectives, and its impact on human behavior. 


Key Points Budgeting involves (1) establishing plans (planning), (2) directing operations (directing), and 
(3) evaluating performance (controlling). In addition, budgets should be established to avoid human behavior 
problems. 


Practice 
Exercises 


Example 
Exercises 


Learning Outcomes 


* Describe the planning, directing, controlling, and feedback elements 
of the budget process. 


* Describe the behavioral issues associated with tight goals, loose goals, 
and goal conflict. 
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Describe the basic elements of the budget process, the two major types of budgeting, and the use of 


computers in budgeting. 


| Key Points The budget estimates received by the budget committee should be carefully studied, analyzed, 
revised, and integrated. The static and flexible budgets are two major budgeting approaches. Computers can 


_ be used to make the budget process more efficient and organizationally integrated. ' 
’ : i; 
_ Learning Outcomes Example Practice f 
| Exercises Exercises | 
| * Describe a static budget and explain when it might be used. 
| * Describe and prepare a flexible budget and explain when it might be EE22-1 PE22-1A, 22-1B| | 
/ used. 
© Describe the role of computers in the budget process. % ; 


Describe the master budget for a manufacturing company. 


Key Points The master budget consists of the budgeted income statement and budgeted balance sheet. 


. 


Example Practice 


| 

_ Learning Outcome : 

| Exercises Exercises 

_ * Illustrate the connection between the major income statement and bal- ' 

/ ance sheet budgets. i 

) 
= 


Prepare the basic income statement budgets for a manufacturing company. 


_ Key Points The basic income statement budgets are the sales budget, production budget, direct materials 
purchases budget, direct labor cost budget, factory overhead cost budget, cost of goods sold budget, and 


_ selling and administrative expenses budget. 

| Learning Outcomes Example | Practice 

i Exercises Exercises 

| °¢ Prepare a sales budget. 

¢ Prepare a production budget. EE22-2 PE22-2A, 22-2B 
| ¢ Prepare a direct materials purchases budget. EE22-3 PE22-3A, 22-3B 
| * Prepare a direct labor cost budget. EE22-4 PE22-4A, 22-4B 
4 

* Prepare a factory overhead cost budget. 

. ¢ Prepare a cost of goods sold budget. EE22-5 PE22-5A, 22-5B 
. ¢ Prepare a selling and administrative expenses budget. 

; 

' 


Prepare balance sheet budgets for a manufacturing company. 


| KeyPoints = The cash budget and capital expenditures budget can be used in preparing the budgeted 

/ balance sheet. 

| 

| Learning Outcomes Example Practice 
Exercises Exercises 

| * Prepare cash receipts and cash payments budgets. EE22-6 PE22-6A, 22-6B 
ee Prepare a capital expenditures budget. 


EERE TT LI eT A RE Ra TR MR TSO Ct A 
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budget (1016) direct labor cost budget (1028) master budget (1023) 
budgetary slack (1018) direct materials purchases production budget (1025) 
capital expenditures budget (1035) budget (1026) responsibility center (1017) 
cash budget (1032) factory overhead cost budget (1029) sales budget (1024) 
continuous budgeting (1018) flexible budget (1020) static budget (1019) 

cost of goods sold budget (1030) goal conflict (1018) zero-based budgeting (1019) 


Illustrative Problem 


Selected information concerning sales and production for Cabot Co. for July 2012 are 
summarized as follows: 


a. Estimated sales: 
Product K: 40,000 units at $30.00 per unit 
Product L: 20,000 units at $65.00 per unit 


b. Estimated inventories, July 1, 2012: 


Material A: 4,000 Ibs. Product K: 3,000 units at $17 per unit $ 51,000 
Material B: 3,500 lbs. Product L: 2,700 units at $35 per unit 94,500 
Total $145,500 


There were no work in process inventories estimated for July 1, 2012. 


c. Desired inventories at July 31, 2012: 


Material A: 3,000 Ibs. Product K: 2,500 units at $17 per unit $ 42,500 
Material B: 2,500 lbs. Product L: 2,000 units at $35 per unit 70,000 
Total $112,500 


There were no work in process inventories desired for July 31, 2012. 


d. Direct materials used in production: 


Product K Product L 
Material A: 0. 7 Ib. per unit 3.5 lbs. per unit 
Material B: 1.2 Ibs. per unit 1.8 Ibs. per unit 


e. Unit costs for direct materials: 


Material A: $4.00 per lb. 
Material B: $2.00 per Ib. 


f. Direct labor requirements: 


Department 1 Department 2 

Product K 0.4 hr. per unit 0.15 hr. per unit 
Product L 0.6 hr. per unit 0.25 hr. per unit 

g. Department 1 Department 2 


Direct labor rate $12.00 per hr. $16.00 per hr. 
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h. Estimated factory overhead costs for July: 
Indirect factory wages $200,000 
Depreciation of plant and equipment 40,000 
Power and light 25,000 
Indirect materials 34,000 
Total $299,000 
Instructions 
1. Prepare a sales budget for July. 
2. Prepare a production budget for July. 
3. Prepare a direct materials purchases budget for July. 
4, Prepare a direct labor cost budget for July. 
5. Prepare a cost of goods sold budget for July. 
Solution 
1. [J ___a__]__p_—_[__¢__]_p 
Ea ali auGabptiCon. a 
al rae = Sales Budget , 
[3 For the Month Ending July 31, 2012 
| 4 Product | Unit Sales Volume Unit Selling Price Total Sales | 
| §/Productk | 40,000 | $30.00 __| $1,200,000 | 
| 6 Product L_ rs ae ee ae 
LT Totalrevenuefromsales | $2,500,000 | 
ES | | | Se 
2. (Ce 
im eee ean Ce Se 2 eee a 
eee! Production Budget ee ee | 
3 For the Month Ending July 31, 2012 | 
| 4 Units 
a ar —— ere 
| 3) Product K | Product L | 
_ 6 Sales [40,000] 20, 000 
oa Plus desired inventories at July 31, 2012 | 2,500 2,000) 
_ 8 Total i ae, ws AREOO, 22000) 
9 Less estimated inventories, July1,2012, 3,000, 2,700) 
eu Total production Heat aco 500) 19,300! 
3. Gee ee 


19, **67,550 = 19,300 x 3.5}. 34,740 = 19,00 x 1.8| 


ee Cabot Co. 
ol Direct Materials Purchases Budget 
3 For the Month Ending July 31, 2042 
4 | Direct Materials 
5 __MaterialA | MaterialB Total 
6 | 
7 


_Units required for production: 


| | 

Product K (39,500 x Ibs. per unit) | 27,650/Ibs. " 47,400 Ibs. | 

Product L (19,300 x Ibs. perunit) | 67,550** | 34, 740)\** | 
ye 


8 
| 

9 Plus desired units of inventory, 
+ 


10 July 31, 2012 ~__| _ 3,000] 2,500| _| 

11 Total | 98,200|lbs. 84,640 ibs. | 

12 Less estimated units of inventory, | Load ‘eg 

(13) July 1, 2012 t~--4, 000) le BOO 

14 Total units to be purchased _94,200|Ibs. | 81,140 /Ibs._ 

15. Unit price |X $4.00) [x $2.00] | —s 

| ud Total direct materials purchases $376,800) ea ese 080 
18 “27,850 = 39,500 x 0.7| “47,400 = 39,500 x 1.2) ——— 5 ea ae 5 


Poses z | 
| | | 
—- = - — | | 
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_ Cabot Co. aE ad 
_ Direct Labor Cost Budget _ eee 


__For the Month Ending July 31, 2012 


- a <a kel awa 1. | Deparment 2) Total | 

ours required f for production: he | ee ar ares 

6 Product K (39,500 x hrs. _per unit) ie 15, 800 * | 5, 925 * | 

7 Product L (19,300 x hrs. per unit) | _11,580"* 4.825" | 

oe oor Soro ici ee | 

9 Hourly rate $12.00) | x$i600F ie 
Total directlaborcost SS _[$172, 000, $500,560, 

2/ _*15,800 = 39,500 x 0. Al 5926 =39500x015, | i Sarit 2 

"11,580 = 19,300 x 0. 6, 4,825 = 19,300 x 0. 25) i a | 


Seay iy 2 Cabot Goncan fc Hee Pid eiieeiarees: 

P aE Costs of Goods Sold Budget _ ithe 3 ahs aa! 

13 For the Month Ending July a1, 2012 
__4 Finished goods inventory, July 1, 2012 eS iar E 145,500. 
‘5 Direct materials: _ “ ts Gia 
Direct materials inventory, July 1, 2012—(Note Aye TS. 23 000 | 
Direct materials purchases : oe | 539,080 a 
Cost of direct materials available foruse if OS $56210805 Ri rack i 

Less direct materials inventory, July 34, 2012— —(Note Bit | ear 000 Nontcay’ is 

___ Cost of direct materials placed in production TAR. 2 $545 ,0805) ey 

“11 Direct labor — i. ; [|__| 500,560 ae 
Factory overhead 299,000 | a 


13 Cost of goods manufactured _ _ 


ee ‘490, 140 


2012 _ ] de | 112,500) 
baat canals 3 ___$1,377,640_ 
__Note A: ais eS Re 
Material A 4,000 Ibs. at $4.00 per Ib. __| $16,000 ee | 
20 MaterialB 3,500 lbs. at$2.00perlb. == 7) 0007 tee *% 
) _ Direct materials inventory, July 1, 2012, 1 $23,000 | a 2 
| Peat : $12, 000 bs 
Material B Ae 5,000 pao OOC Sim, ME Tk 
= _ Direct materials inventory, July 31, 2012 a 7 . 000 | 
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Discussion Questions 


. What are the three major objectives of budgeting? 


. Briefly describe the type of human behavior prob- 
lems that might arise if budget goals are set too 
tightly. 


. What behavioral problems are associated with set- 
ting a budget too loosely? 


. What behavioral problems are associated with es- 
tablishing conflicting goals within the budget? 


. Under what circumstances would a static budget 
be appropriate? 


. How do computerized budgeting systems aid firms 
in the budgeting process? 


10. 


Why should the production requirements set forth 
in the production budget be carefully coordinated 
with the sales budget? 


Why should the timing of direct materials purchases 
be closely coordinated with the production budget? 


a. Discuss the purpose of the cash budget. 


b. If the cash for the first quarter of the fiscal 
year indicates excess cash at the end of each 
of the first two months, how might the excess 
cash be used? 


Give an example of how the capital expenditures 
budget affects other operating budgets. 
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Practice Exercises 


Learning 
Objectives 


OBJ. 2 


OBJ. 4 


OBJ. 4 


OBJ. 4 


OBJ. 4 


OBJ.4 


Example 
Exercises 


OBJ.2 EE22-1 p 1022 


EE 22-1 


EE 22-2 


EE 22-2 


EE 22-3 


EE 22-3 p 


EE 22-4 


p 


p. 1026 


1028 


1028 


1029 


PE 22-1A_ Flexible budgeting 


At the beginning of the period, the Assembly Department budgeted direct labor of $166,500 
and property tax of $12,000 for 9,000 hours of production. The department actually com- 
pleted 11,200 hours of production. Determine the budget for the department, assuming 
that it uses flexible budgeting. 


PE 22-1B_ Flexible budgeting 


At the beginning of the period, the Fabricating Department budgeted direct labor of 
$6,500 and equipment depreciation of $2,000 for 400 hours of production. The department 
actually completed 500 hours of production. Determine the budget for the department, 
assuming that it uses flexible budgeting. 


PE 22-2A Production budget 

MyLife Publishers Inc. projected sales of 165,000 diaries for 2012. The estimated January 
1, 2012, inventory is 24,200 units, and the desired December 31, 2012, inventory is 18,200 
units. What is the budgeted production (in units) for 2012? 


PE 22-2B Production budget 

Confederate Candle Co. projected sales of 64,000 candles for 2012. The estimated January 
1, 2012, inventory is 2,900 units, and the desired December 31, 2012, inventory is 3,200 
units. What is the budgeted production (in units) for 2012? 


PE 22-3A Direct materials purchases budget 

MyLife Publishers Inc. budgeted production of 159,000 diaries in 2012. Paper is required 
to produce a diary. Assume eight square yards of paper are required for each diary. The 
estimated January 1, 2012, paper inventory is 30,500 square yards. The desired December 
31, 2012, paper inventory is 27,000 square yards. If paper costs $0.70 per square yard, 
determine the direct materials purchases budget for 2012. 


PE 22-3B Direct materials purchases budget 

Confederate Candle Co. budgeted production of 64,300 candles in 2012. Wax is required 
to produce a candle. Assume eight ounces (one-half of a pound) of wax is required for 
each candle. The estimated January 1, 2012, wax inventory is 3,000 pounds. The desired 
December 31, 2012, wax inventory is 3,200 pounds. If candle wax costs $3.60 per pound, 
determine the direct materials purchases budget for 2012. 


PE 22-4A Direct labor cost budget 

MyLife Publishers Inc. budgeted production of 159,000 diaries in 2012. Each diary requires 
assembly. Assume that 12 minutes are required to assemble each diary. If assembly labor 
costs $14.50 per hour, determine the direct labor cost budget for 2012. 
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Learning Example 
Objectives Exercises 


OBJ.4 EE22-4 p. 1029 


OBJ.4 EE22-5 p. 103! 


OBJ.4 EE22-5 p.103/ 


OBJ.5 EE22-6 p 1035 


OBJ.5 EE22-6 p. 1035 


PE 22-4B Direct labor cost budget 

Confederate Candle Co. budgeted production of 64,300 candles in 2012. Each candle 
requires molding. Assume that 15 minutes are required to mold each candle. If molding 
labor costs $13.00 per hour, determine the direct labor cost budget for 2012. 


PE 22-5A_ Cost of goods sold budget 

Prepare a cost of goods sold budget for MyLife Publishers Inc. using the information 
in Practice Exercises 22-3A and 22-4A. Assume the estimated inventories on January 1, 
2012, for finished goods and work in process were $32,000 and $15,000, respectively. 
Also assume the desired inventories on December 31, 2012, for finished goods and work 
in process were $34,500 and $14,000, respectively. Factory overhead was budgeted at 
$225,000. 


PE 22-5B_ Cost of goods sold budget 

Prepare a cost of goods sold budget for Confederate Candle Co. using the information 
in Practice Exercises 22-3B and 22-4B. Assume the estimated inventories on January 1, 
2012, for finished goods and work in process were $11,500 and $3,200, respectively. Also 
assume the desired inventories on December 31, 2012, for finished goods and work in 
process were $7,200 and $4,000, respectively. Factory overhead was budgeted at $116,000. 


PE 22-6A Cash budget 


MyLife Publishers Inc. collects 25% of its sales on account in the month of the sale and 
75% in the month following the sale. If sales on account are budgeted to be $340,000 
for April and $300,000 for May, what are the budgeted cash receipts from sales on 
account for May? 


PE 22-6B Cash budget 


Confederate Candle Co. pays 20% of its purchases on account in the month of the pur- 
chase and 80% in the month following the purchase. If purchases are budgeted to be 
$18,000 for October and $19,500 for November, what are the budgeted cash payments 
for purchases on account for November? 


OBJ. 2,5 


VY a. December 
31cash balance, 
$3,600 


Sak Kae 
we, 


EX 22-1 Personal budget 


At the beginning of the 2012 school year, Candace Thompson decided to prepare a cash 
budget for the months of September, October, November, and December. The budget must 
plan for enough cash on December 31 to pay the spring semester tuition, which is the 
same as the fall tuition. The following information relates to the budget: 


Cash balance, September 1 (froma summer job)............00e00e eee $6,500 
Purchase season football tickets in September. .................0000- 120 
Additional entertainment for each Month............0cce eee eee eeee 270 
Pay fall semester tuition in September ...............cceecceeeceeees 4,000 
Pay rent at the beginning of each month................cc.eeeeeeees 250 
Pay Tor food! Gachiinvontihiin. cateae ern .niee serch alee emia tae 175 
Pay apartment deposit on September 2 (to be returned Dec. 15)...... 500 
Part-time job earnings each month (net of taxes) ................000- 1,000 


a. Prepare a cash budget for September, October, November, and December. 


b. Are the four monthly budgets that are presented prepared as static budgets or flexible 
budgets? 


c ii NX7at are the budget implications for Candace Thompson? 


OBJ.2,4 


V Total selling and 
administrative 
expenses at $125,000 
sales, $69,250 


OBJ. 2,4 


WV b. Excess of actual 
over budget for 
March, $14,800 


OBJ. 2 


V Total department 
cost at 12,000 units, 
$1,377,800 


iii i sie 
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EX 22-2 Flexible budget for selling and administrative expenses 
Net Vision uses flexible budgets that are based on the following data: 


10% of sales 

18% of sales 

$2,800 per month plus 4% of sales 
$18,000 per month 

3% of sales 

$2,200 per month plus 2% of sales 


Miscellaneous selling expense 
Office salaries expense 


Prepare a flexible selling and administrative expenses budget for January 2012 for sales 
volumes of $100,000, $125,000, and $150,000. (Use Exhibit 5 as a model.) 


EX 22-3 Static budget vs. flexible budget 


The production supervisor of the Machining Department for Cramer Company agreed to 
the following monthly static budget for the upcoming year: 


Cramer Company 
Machining Department 
Monthly Production Budget 


Ne sare eae A AI a act aoa, Note sauces bisesoucn es $552,000 
UNE era IMR ES eS Ia ake ace a) « Satine cast eave ates n 48,300 
DEPLCCIANO Miner e aie cocoa clSona tt ee eee Le 60,000 

2 | Real el a pA IE ROMER Pr og $660,300 


The actual amount spent and the actual units produced in the first three months of 2012 
in the Machining Department were as follows: 


Amount Spent Units Produced 


January $545,000 90,000 
February 595,000 100,000 
March 649,000 110,000 


The Machining Department supervisor has been very pleased with this performance, 
since actual expenditures have been less than the monthly budget. However, the plant 
manager believes that the budget should not remain fixed for every month but should 
“flex” or adjust to the volume of work that is produced in the Machining Department. 
Additional budget information for the Machining Department is as follows: 


Wages per hour $16.00 
Utility cost per direct labor hour $1.40 
Direct labor hours per unit 0.30 
Planned monthly unit production 115,000 


a. Prepare a flexible budget for the actual units produced for January, February, and 
March in the Machining Department. Assume depreciation is a fixed cost. 

b. «ida Compare the flexible budget with the actual expenditures for the first three 
months. What does this comparison suggest? 


EX 22-4 Flexible budget for Fabrication Department 

Steelcase Inc. is one of the largest manufacturers of office furniture in the United States. 
In Grand Rapids, Michigan, it produces filing cabinets in two departments: Fabrication 
and Trim Assembly. Assume the following information for the Fabrication Department: 


Site | [oats Tiltlanke eel ell nV elias ay POR Coe e ONO Toe) o COM OCOD CCI ears 50 pounds 

Dikechlabonperilingicapineteri acer Melek ct ccc ccee esse tees 18 minutes 

SUPEN VI SOtpSG LANIOS fo tareceertiecters ofosrepeleueie eyete tee atciais oe/rhevoyeis teil ole hPa fehe eae shes $160,000 per month 
$25,000 per month 


Yaya cleldielladuerp o sn Ay ob OKO Ob On onc Ic LOBOS nttcC croc cine on or 
Drie saa phi, SS ec fe dee oS Oe ices Snes Citar nee rerarrnG 
Seal COG Aas oN rc Ort OOD Cnt On SCM TOE Sherry Ot ac 


$23 per hour 
$1.85 per pound 
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OBJ.4 


¥ Small scale 
budgeted 
production, 59,600 
units 


OBJ.4 


V b. Model DL total 
production, 3,415 
units 


4 ¥ 


OBJ. 4 


V Total professional 
fees earned, 
$7,784,000 


Budgeting 


Prepare a flexible budget for 12,000, 15,000, and 18,000 filing cabinets for the month of 
October 2012, similar to Exhibit 5, assuming that inventories are not significant. 


EX 22-5 Production budget 
Rite Weight, Inc. produces a small and large version of its popular electronic scale. The 
anticipated unit sales for the scales by sales region are as follows: 


Small Scale Large Scale 
North Region unit sales 29,000 46,000 
South Region unit sales 31,000 55,000 
Total 60,000 101,000 


The finished goods inventory estimated for May 1, 2013, for the small and large scale 
models is 1,500 and 2,300 units, respectively. The desired finished goods inventory for 
May 31, 2013, for the small and large scale models is 1,100 and 2,500 units, respectively. 

Prepare a production budget for the small and large scales for the month ended May 
31, 2013. 


EX 22-6 Sales and production budgets : 

Audio Mechanics, Inc. manufactures two models of speakers, DL and XL. Based on the 
following production and sales data for September 2012, prepare (a) a sales budget and 
(b) a production budget. 


DL XL 

Estimated inventory (units), September 1 ............20.0000e- 250 60 

Desired inventory (units), September 30 .............0ee sees 275 48 
Expected sales volume (units): 

EAStIREG TOM AMM E Pera sie: ars:e:s ors .e  Seepessjens) 3 RMN. arate ates ep erste 1,850 820 

WESt REGQIOMPZ MRR Ree. o.cac 5 cre cans olnte oy SUI eis sods one ernest ater 1,540 710 

Unit sales PriGCeHRAs. «ci sa aainsssene sa teem sta oceans $145 $210 


EX 22-7 Professional fees earned budget 


Perez and Ford, CPAs, offer three types of services to clients: auditing, tax, and small 
business accounting. Based on experience and projected growth, the following billable 
hours have been estimated for the year ending December 31, 2012: 


Billable Hours 

Audit Department: 

Staff... sacbseesbyesree Sates waberttoees Eeprerageeiate on ae eres suis cotgai ets 19,200 

OT Fld ed eR: Chee ee TER eT a TEN irra = Boma Soa An MEE A 6,200 
Tax Department: 

Sh/e) feats ati Case eee Por Rob RRR Meee NEN Ie tie hier con AE, aac rte ree ene Gach Ae 12,300 

Pantmens: cecit fbr 8 cL a kath a ee hs Sa SRE, ous 4,100 
Small Business Accounting Department: 

Stati cess, sevasarepoter« Otis vom epeemgee by « aa aonakoconntel Sean Sted tries ee ere 4,900 

BP AUGENN CUS: asin ounscnau!calaus gna heeeoxadCoknalh suet nee aa CRUE Acc Eo 1,900 


The average billing rate for staff is $120 per hour, and the average billing rate for 
partners is $280 per hour. Prepare a professional fees earned budget for Perez and Ford, 
CPAs, for the year ending December 31, 2012, using the following column headings and 
showing the estimated professional fees by type of service rendered: 

Billable Hours 


Hourly Rate Total Revenue 


OBJ. 4 


v Staff total labor 
cost, $1,456,000 


OBJ.4 


V Total cheese 
purchases, $43,904 


OBJ. 4 


V Concentrate 
budgeted purchases, 
$79,560 


> Wy 


OBJ.4 


V Total steel 
belt purchases, 
$1,701,000 
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EX 22-8 Professional labor cost budget 

Based on the data in Exercise 22-7 and assuming that the average compensation per hour 
for staff is $40 and for partners is $150, prepare a professional labor cost budget for each 
department for Perez and Ford, CPAs, for the year ending December 31, 2012. Use the 
following column headings: 


Staff Partners 


EX 22-9 Direct materials purchases budget 


Romano’s Frozen Pizza Inc. has determined from its production budget the following 
estimated production volumes for 12” and 16” frozen pizzas for June 2012: 


Units 
12” Pizza 16” Pizza 
5,200 9,400 


Budgeted production volume 


There are three direct materials used in producing the two types of pizza. The quantities 
of direct materials expected to be used for each pizza are as follows: 


12” Pizza 16” Pizza 


Direct materials: 


Dough 0.90 Ib. per unit 1.50 Ibs. per unit 
Tomato 0.60 1.00 
Cheese 0.75 E25 


In addition, Romano’s has determined the following information about each material: 


Dough Tomato Cheese 
Estimated inventory, June 1, 2012 580 Ibs. 210 Ibs. 325 Ibs. 
Desired inventory, June 30, 2012 640 Ibs. 200 Ibs. 355 Ibs. 
Price per pound $1.10 $2.60 $2.80 


Prepare June’s direct materials purchases budget for Romano’s Frozen Pizza Inc. 


EX 22-10 Direct materials purchases budget 

Coca-Cola Enterprises is the largest bottler of Coca-Cola® in Western Europe. The com- 
pany purchases Coke® and Sprite® concentrate from The Coca-Cola Company, dilutes and 
mixes the concentrate with carbonated water, and then fills the blended beverage into 
cans or plastic two-liter bottles. Assume that the estimated production for Coke and 
Sprite two-liter bottles at the Wakefield, UK, bottling plant are as follows for the month 
of March: 


143,000 two-liter bottles 
104,000 two-liter bottles 


Coke 
Sprite 


In addition, assume that the concentrate costs $90 per pound for both Coke and Sprite 
and is used at a rate of 0.2 pound per 100 liters of carbonated water in blending Coke 
and 0.15 pound per 100 liters of carbonated water in blending Sprite. Assume that two 
liters of carbonated water are used for each two-liter bottle of finished product. Assume 
further that two-liter bottles cost $0.10 per bottle and carbonated water costs $0.08 per liter. 

Prepare a direct materials purchases budget for March 2012, assuming no changes 
between beginning and ending inventories for concentrate, bottles, and carbonated water. 


EX 22-11 Direct materials purchases budget 

Anuicipated sales for Safe Ride Tire Company were 36,000 passenger car tires and 16,000 
truck tires. Beginning and ending finished goods inventories for both products were neg- 
ligible, and thus were omitted from the sales budget. Rubber and steel belts are used in 
producing passenger car and truck tires according to the following table: 
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OBJ.4 


¥ Total direct labor 
cost, Assembly, 
$72,300 


OBJ. 4 


V Average weekday 
total, $1,800 


OBJ.4 


Y a. Total production 
of 501 Jeans, 45,000 


Passenger Car Truck 
Rubber 30 Ibs. per unit 70 Ibs. per unit 
Steel belts 6 lbs. per unit 10 Ibs. per unit 


The purchase prices of rubber and steel are $3.60 and $4.50 per pound, respectively. 
The desired ending inventories of rubber and steel belts are 40,000 and 10,000 pounds, 
respectively. The estimated beginning inventories for rubber and steel belts are 46,000 
and 8,000 pounds, respectively. 

Prepare a direct materials purchases budget for Safe Ride Tire Company for the year 
ended December 31, 2012. 


EX 22-12 Direct labor cost budget 


Ace Racket Company manufactures two types of tennis rackets, the Junior and Pro Striker 
models. The production budget for May for the two rackets is as follows: 


Junior Pro Striker 
Production budget 1,400 units 7,100 units 


Both rackets are produced in two departments, Forming and Assembly. The direct labor 
hours required for each racket are estimated as follows: 


Forming Department Assembly Department 
Junior 0.30 hour per unit 0.40 hour per unit 
Pro Striker 0.35 hour per unit 0.60 hour per unit 


The direct labor rate for each department is as follows: 


Forming Department $18.00 per hour 
Assembly Department $15.00 per hour 


Prepare the direct labor cost budget for May 2012. 


EX 22-13 Direct labor budget—service business 


Executive Inn, Inc., operates a downtown hotel property that has 200 rooms. On average, 
90% of Executive Inn’s rooms are occupied on weekdays, and 60% are occupied during 
the weekend. The manager has asked you to develop a direct labor budget for the house- 
keeping and restaurant staff for weekdays and weekends. You have determined that the 
housekeeping staff requires 30 minutes to clean each occupied room. The housekeeping 
staff is paid $12 per hour. The restaurant has six full-time staff (eight-hour day) on duty, 
regardless of occupancy. However, for every 60 occupied rooms, an additional person is 
brought in to work in the restaurant for the eight-hour day. The restaurant staff is paid 
$10 per hour. 

Determine the estimated housekeeping, restaurant, and total direct labor cost for an 
average weekday and average weekend day. Format the budget in two columns, labeled 
as weekday and weekend day. 


EX 22-14 Production and direct labor cost budgets 


Levi Strauss & Co. manufactures slacks and jeans under a variety of brand names, such as 
Dockers® and 501 Jeans”. Slacks and jeans are assembled by a variety of different sewing 
operations. Assume that the sales budget for Dockers and 501 Jeans shows estimated sales 


of 20,500 and 44,200 pairs, respectively, for March 2012. The finished goods inventory 
is assumed as follows: 


Dockers 501 Jeans 
March 1 estimated inventory 980 1,590 
March 31 desired inventory 480 2,390 


Assume the following direct labor data per 10 pairs of Dockers and 501 Jeans for four 
different sewing operations: 


OBJ. 4 


V Total variable 
factory overhead 
costs, $242,000 


a 
4 ~~, 


OBJ. 4 


¥ Cost of goods sold, 
$2,954,700 


— 


OBJ. 4 


V Cost of goods sold, 
$449,690 
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Direct Labor per 10 Pairs 


Dockers 501 Jeans 
Inseam 18 minutes 12 minutes 
Outerseam 21 TS 
Pockets 6 9 
Zipper 2 6 
Total 57 minutes 42 minutes 


a. Prepare a production budget for March. Prepare the budget in two columns: Dockers® 
and 501 Jeans®. 


b. Prepare the March direct labor cost budget for the four sewing operations, assuming a 
$13 wage per hour for the inseam and outerseam sewing operations and a $15 wage 
per hour for the pocket and zipper sewing operations. Prepare the direct labor cost 
budget in four columns: inseam, outerseam, pockets, and zipper. 


EX 22-15 Factory overhead cost budget 


Blondie Candy Company budgeted the following costs for anticipated production for July 
2012: 


Advertising expenses $245,000 Production supervisor wages $126,000 
Manufacturing supplies 12,000 Production control wages 29,000 
Power and light 41,000 Executive officer salaries 272,000 
Sales commissions 285,000 Materials management wages 34,000 
Factory insurance 25,000 Factory depreciation 20,000 


Prepare a factory overhead cost budget, separating variable and fixed costs. Assume that 
factory insurance and depreciation are the only fixed factory costs. 


EX 22-16 Cost of goods sold budget 


Dover Chemical Company uses oil to produce two types of plastic products, P1 and P2. 
Dover budgeted 30,000 barrels of oil for purchase in April for $78 per barrel. Direct labor 
budgeted in the chemical process was $240,000 for April. Factory overhead was budgeted 
$375,000 during April. The inventories on April 1 were estimated to be: 


Olle adi teh trotraauet catara tes iets eect $15,800 
PU epee SRO Cie A ete RCO TRO cache at 9,800 
PQ Abie anee dares tye weeds, cae Ne eee aes 8,900 
VAKOIA SIM OL OCERS Se a uc enpomeuosomoncdoT 12,100 


Ol aes eieheiccass crteicicr te RRO eR ORO DIO IIe $16,100 
Fale aehevce Miu Vasu-gis auc aaa Rnind > RAF ot ias gaaekn sks 9,400 
Ped rene me oisfeitn sone ore athe peace pares eae ge seat 7,900 
WOKS NOCOSS caret eerste die casi sae 13,500 


Use the preceding information to prepare a cost of goods sold budget for April 2013. 


EX 22-17 Cost of goods sold budget 


The controller of Oriental Ceramics Inc. wishes to prepare a cost of goods sold budget 
for June. The controller assembled the following information for constructing the cost of 
goods sold budget: 


Direct materials: Enamel Paint Porcelain Total 
Tetal direct materials purchases budgeted for June $33,840 $6,940 $134,200 $174,980 
Estimated inventory, June 1, 2012 1,150 2,800 4,620 8,570 


Desired inventory, June 30, 2012 2,550 2,310 6,000 10,860 
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Total direct labor cost budgeted for June $44,700 $132,500 $177,200 
Finished goods inventories: Dish Bowl Figurine Total 
Estimated inventory, June 1, 2012 $5,240 $2,970 $2,470 $10,680 
Desired inventory, June 30, 2012 3,350 4,150 3,920 11,420 
Work in process inventories: 
Estimated inventory, June 1, 2012 $3,200 
Desired inventory, June 30, 2012 1,760 
Budgeted factory overhead costs for June: 
Indirect factory wages $77,900 
Depreciation of plant and equipment 12,600 
Power and light 4,900 
Indirect materials 3,700 

Total $99,100 


Use the preceding information to prepare a cost of goods sold budget for June 2012. 


OBJ.5 EX 22-18 Schedule of cash collections of accounts receivable ; 
V Total cash Pet Mart Wholesale Inc., a pet wholesale supplier, was organized on March 1, 2012. 
collected in May, Projected sales for each of the first three months of operations are as follows: 
$191,400 
March $ 90,000 
ye April 150,000 
| SN May 240,000 


The company expects to sell 10% of its merchandise for cash. Of sales on account, 
50% are expected to be collected in the month of the sale, 35% in the month following 
the sale, and the remainder in the second month following the sale. 

Prepare a schedule indicating cash collections from sales for March, April, and May. 


OBJ.5 EX 22-19 Schedule of cash collections of accounts receivable 

V Total cash Office Universe Supplies Inc. has “cash and carry” customers and credit customers. Office 

aa in August, Universe estimates that 25% of monthly sales are to cash customers, while the remaining 
128,000 


sales are to credit customers. Of the credit customers, 20% pay their accounts in the month 
of sale, while the remaining 80% pay their accounts in the month following the month of 
sale. Projected sales for the next three months of 2012 are as follows: 


August $120,000 
September 150,000 
October 220,000 


The Accounts Receivable balance on July 31, 2012, was $80,000. 
Prepare a schedule of cash collections from sales for August, September, and October. 


OBJ.5 EX 22-20 Schedule of cash payments 
V Total cash Sage Learning Systems Inc. was organized on September 30, 2012. Projected selling and 
payments in administrative expenses for each of the first three months of operations are as follows: 
December, $73,940 

October $67,500 

November 75,200 

December 88,100 


Depreciation, insurance, and property taxes represent $9,000 of the estimated monthly 
expenses. The annual insurance premium was paid on September 30, and property taxes 
for the year will be paid in June. Sixty percent of the remainder of the expenses are 
expected to be paid in the month in which they are incurred, with the balance to be 
paid in the following month. 

Prepare a schedule indicating cash payments for selling and administrative expenses 
for October, November, and December. 


OBJ.5 


V Total cash 
payments in 
September, $141,760 


OBJ.5 


V Total capital 
expenditures in 
2012, $5,500,000 


—— 
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EX 22-21 Schedule of cash payments 


Select Physical Therapy Inc. is planning its cash payments for operations for the third 
quarter (July-September), 2013. The Accrued Expenses Payable balance on July 1 is 
$28,000. The budgeted expenses for the next three months are as follows: 


July August September 

Salaries $ 63,200 $ 78,100 $ 84,900 
Utilities 5,300 5,600 7,100 
Other operating expenses 48,500 52,700 58,200 
Total $117,000 $136,400 $150,200 


Other operating expenses include $3,500 of monthly depreciation expense and $800 
of monthly insurance expense that was prepaid for the year on March 1 of the current 
year. Of the remaining expenses, 70% are paid in the month in which they are incurred, 
with the remainder paid in the following month. The Accrued Expenses Payable balance 
on July 1 relates to the expenses incurred in June. 

Prepare a schedule of cash payments for operations for July, August, and September. 


EX 22-22 Capital expenditures budget 


On January 1, 2012, the controller of Med-Tek Inc. is planning capital expenditures for 
the years 2012-2015. The following interviews helped the controller collect the necessary 
information for the capital expenditures budget: 


Director of Facilities: A construction contract was signed in late 2011 for the construction of a new factory building at 
a contract cost of $9,000,000. The construction is scheduled to begin in 2012 and be completed in 2013. 


Vice President of Manufacturing: Once the new factory building is finished, we plan to purchase $1.2 million in 
equipment in late 2013. | expect that an additional $150,000 will be needed early in the following year (2014) to test 
and install the equipment before we can begin production. If sales continue to grow, | expect we'll need to invest 
another $900,000 in equipment in 2015. 


Vice President of Marketing: We have really been growing lately. | wouldn't be surprised if we need to expand the size 
of our new factory building in 2015 by at least 40%. Fortunately, we expect inflation to have minimal impact on con- 
struction costs over the next four years. Additionally, | would expect the cost of the expansion to be proportional to 

the size of the expansion. 


Director of Information Systems: We need to upgrade our information systems to wireless network technology. It 
doesn’t make sense to do this until after the new factory building is completed and producing product. During 
2014, once the factory is up and running, we should equip the whole facility with wireless technology. | think it 
would cost us $1,200,000 today to install the technology. However, prices have been dropping by 25% per year, so it 
should be less expensive at a later date. 


President: | am excited about our long-term prospects. My only short-term concern is financing the $5,500,000 of 
construction costs on the portion of the new factory building scheduled to be completed in 2012. 


Use the interview information above to prepare a capital expenditures budget for 
Med-Tek Inc. for the years 2012-2015. 


OBJ.4 


Y 3. Total revenue 
from sales, $855,111 


PR 22-1A_ Forecast sales volume and sales budget 
Da Vinci Frame Company prepared the following sales budget for the current year: 


Da Vinci Frame Company 


Sales Budget 
For the Year Ending December 31, 2012 
Unit Sales Unit Selling Total 
Product and Area Volume Price Sales 
Lr ROU MUCHO AUGE eS EE ee 
8" x 10" Frame: 
NS RU RR crer otaete sais o ie) a cia) eyniare sinia>s 9,400 $15.00 $141,000 
(Cre iniial erase cre norco ano OCne CR ae Iie nec 6,900 15.00 103,500 
WEG A need Se Oe are CCS 13,200 15.00 198,000 


TGH RA oes a Re a eee eee 29,500 $442,500 
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OBJ. 4 


Y 3. Total direct 
materials purchases, 
$939,065 


12" x 16" Frame: 


East ne ifd AOS ee ints creases 4,200 $25.00 $105,000 
CeNthal tact watca Meer 3,100 25.00 77,500 
WGS Corrie ar craters etre teleccsls cera 5,900 25.00 147,500 
TOtali sain as arerroorts «0 otain tenet 13,200 $330,000 

Total revenue from sales..............6- $772,500 


At the end of December 2012, the following unit sales data were reported for the year: 


Unit Sales 
8" x 10" Frame 12" x 16" Frame 
East 9,870 4,116 


Central 7,107 3,224 
West 13,068 6,018 


For the year ending December 31, 2013, unit sales are expected to follow the patterns 
established during the year ending December 31, 2012. The unit selling price for the 
8" x 10" frame is expected to increase to $16 and the unit selling price for the 12" x 16" 
frame is expected to increase to $27, effective January 1, 2013. 


Instructions 
1. Compute the increase or decrease of actual unit sales for the year ended December 31, 
2012, over budget. Place your answers in a columnar table with the following format: 


Unit Sales, Increase (Decrease) 
Year Ended 2012 Actual Over Budget 
Budget Actual Sales Amount Percent 


8" x 10" Frame: 


2. Assuming that the increase or decrease in actual sales to budget indicated in part (1) 
is to continue in 2013, compute the unit sales volume to be used for preparing the 
sales budget for the year ending December 31, 2013. Place your answers in a columnar 
table similar to that in part (1) above but with the following column heads. Round 
budgeted units to the nearest unit. 


2012 Percentage 2013 
Actual Increase Budgeted 
Units (Decrease) Units (rounded) 


3. Prepare a sales budget for the year ending December 31, 2013. 


PR 22-2A Sales, production, direct materials purchases, and direct labor cost budgets 


The budget director of Outdoor Chef Grill Company requests estimates of sales, produc- 
tion, and other operating data from the various administrative units every month. Selected 
information concerning sales and production for May 2012 is summarized as follows: 


a. Estimated sales for May by sales territory: 


Maine: 


Backyard Chesgiitalits.<.... 2500090 d00hu wns Oe 280 units at $750 per unit 


Master Cheprerititiant cathe ne chai wee ee 250 units at $1,500 per unit 
Vermont: 

Backyard Chel om srccecee at reese r ee ee ee 210 units at $800 per unit 

Masten Che tia wcrc: sss. scctente see merce etna 160 units at $1,600 per unit 


New Hampshire: 


Backyard CRT ots ar.e-< «5 gemateet sec ars seve ce tet ee 305 units at $850 per unit 
Master Chetty sarc cose: a a 2mmeat a re acne te eee 275 units at $1,700 per unit 
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b. Estimated inventories at May 1: 


Direct materials: Finished products: 
GOLESI ttc c crccantosnescteed 300 units BaGhvelcnGhetmr cern cericnn 36 units 
Stainless steel. ...5. ccc. eeccs ees 1,800 Ibs. Masten Ghefexciccs «+60. <i. 18 units 
Burner subassemblies .......... 150 units 
Sielvesmere more «.< cae vows acs 300 units 


c. Desired inventories at May 31: 


Direct materials: Finished products: 
GHEMSS Seas ee ree 320 units BackVediGhetameanrreciae 31 units 
Stainle@ss*steel eo. osc ccc a lees 2,100 lbs. Masten Ghetsa-nncicn ere: 23 units 
Burner subassemblies .......... 135 units 
ShHEWeSe WE... «Too I By. 285 units 


d. Direct materials used in production: 


In manufacture of Backyard Chef: 


Gal espeerracyte: steer cee eo ttrstsie eto catch eaters Otten mete 3 units per unit of product 
SUaiMleSSeste element cna. nuance te ana eran a aet chet ene 24 Ibs. per unit of product 
BUMmMemsuOAasSeMolesimamrctertencics cn ucaeore ienareane ce rae oa vee 2 units per unit of product 
SIRCW ESR pitt Ce eaters sietenstisctiers 4 alc diy get oag-aialgtenale wie ci ORES 4 units per unit of product 
In manufacture of Master Chef: 
GYAN CS eres sprees gece ht ok oes asyaitte en sauoiogn SORRELL ARERR 6 units per unit of product 
SIGTINIESSSIGEIES cee g ohie a dean Oeee be oee CoGenre iebe rh emccils rosa an 42 Ibs. per unit of product 
Burnnensubassembli@sienp mut ser myes oc. a areenaat) sea aeen - 4 units per unit of product 
SHEIVES ee eon ier ci a namie ene ca als an. teemyyetyacpedd alot reams 5 units per unit of product 


e. Anticipated purchase price for direct materials: 


Grateser, someton. Jee ¢ $16 perunit Burner subassemblies ......... $125 per unit 
Stainless steel............... $5 per lb. ShelV.eS\.ce ci sagpath «.. ioc autames $8 per unit 


f. Direct labor requirements: 


Backyard Chef: 


StampingiDepantmentsais8. sa sciswes. scathioee deeeeiets Saraderianrays 0.60 hr. at $17 per hr. 
FOLMIMNGIDE PALtIMENIt d..cnAlkeac..cha bel. viele rand ele MRE Ree dene MS Am oe 0.80 hr. at $14 per hr. 
AssemblyiDepartment “x44 avaible Sula enias chebtealepemie tenes 2.0 hrs. at $12 per hr. 
Master Chef: 
Started Departments «oo as... PUMICE Rate SAN AINR ORI Sees 0.80 hr. at $17 per hr. 
BOR A uIDE Dante Mts circceiavcrete orelers raisers «lore qnretiaerslettabietactaste eres 1.50 hrs. at $14 per hr. 
ASSEMMDOIVIDEDANUIMEIE 10 «cece sie mciarocecaie «a's arene ntabe Mot tom mnthanie! moet stesd 2.50 hrs. at $12 per hr. 
Instructions 


1. Prepare a sales budget for May. 

2. Prepare a production budget for May. 

3. Prepare a direct materials purchases budget for May. 
4, Prepare a direct labor cost budget for May. 


OBJ. 4 PR 22-3A Budgeted income statement and supporting budgets 

V 4. Total direct The budget director of Feathered Friends Inc., with the assistance of the controller, trea- 
labor cost in surer, production manager, and sales manager, has gathered the following data for use in 
Fabrication Dept., developing the budgeted income statement for October 2012: 

$32,760 


a. Estimated sales for October: 


ISiiitol [ROWS Sot a ui Owe OS Roo O Ue gin ecm OIae Cae 3,500 units at $45 per unit 
[RyicoRERCIAE, o Malo hod gO nae Ie EN Si ioe oario Boe emer: 3,700 units at $65 per unit 
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b. Estimated inventories at October 1: 


Direct materials: Finished products: 
Woodie. 240 ft. Bird house....... 300 units at $22 per unit 
Plasticneee -=.; 360 Ibs. Bird feeder....... 200 units at $33 per unit 


c. Desired inventories at October 31: 


Direct materials: Finished products: 
Wooclinnancras 290 ft. BiKcinOUSGrrmeeee 360 units at $22 per unit 
Plasticnenrere. 340 Ibs. Bird feeder....... 180 units at $34 per unit 


d. Direct materials used in production: 


In manufacture of Bird House: In manufacture of Bird Feeder: 
WOOC se tera erene 0.80 ft. per unit of product Woodieyitrecsic 1.20 ft. per unit of product 
BlastiGzanawience 0.50 Ib. per unit of product Pl aStiC wee rameaaire 0.75 Ib. per unit of product 


e. Anticipated cost of purchases and beginning and ending inventory of direct materials: 


WOO detanecttucle cana ee eee $6.00 per ft. Plastic. suppames eee $0.80 per lb. 
f. Direct labor requirements: : 
Bird House: 
FabricationmDepartment <.. «men caemermertrte tere create arene ete 0.20 hr. at $15 per hr. 
Assembly: Depanitrm@ tices gececcrer. gayeradestroxsvare ctuctettorsrescaalelerer atten erie 0.30 hr. at $11 per hr. 
Bird Feeder: 
Fabrication: Department icc.:ccsschatnros eee ten ae eels 0.40 hr. at $15 per hr. 
Assembly D@partime@nts.x. .t:ai2 hrtasteltottototatatetale me tonpatattae ee ene 0.35 hr. at $11 per hr. 


g. Estimated factory overhead costs for October: 


Indirect factory wages $70,000 Power and light $5,000 
Depreciation of plant and equipment 18,000 Insurance and property tax 2,500 


h. Estimated operating expenses for October: 


Sales salaries expense $65,000 
Advertising expense 15,000 
Office salaries expense 22,000 
Depreciation expense—office equipment 500 
Telephone expense—selling 450 
Telephone expense—administrative 150 
Travel expense—selling 3,700 
Office supplies expense 350 
Miscellaneous administrative expense 500 


i. Estimated other income and expense for October: 


Interest revenue $170 
Interest expense 118 


j. Estimated tax rate: 30% 


Instructions 
Prepare a sales budget for October. 


Prepare a production budget for October. 

Prepare a direct materials purchases budget for October. 
Prepare a direct labor cost budget for October. 

Prepare a factory overhead cost budget for October. 


Prepare a cost of goods sold budget for October. Work in process at the beginning 
of October is estimated to be $27,000, and work in process at the end of October is 
estimated to be $32,400. 


7. Prepare a selling and administrative expenses budget for October. 


OY eS ate 


8. Prepare a budgeted income statement for October. 


OBJ.5 


V 1. May deficiency, 
$5,130 


OBJ. 4,5 


V 1. Budgeted net 
income, $44,800 
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PR 22-4A Cash budget 


The controller of Santa Fe Housewares Inc. instructs you to prepare a monthly cash bud- 
get for the next three months. You are presented with the following budget information: 


March April May 
SEVGSI Sy Ea dn.ich ole AO Oe aan eae TET Cn ern $70,000 $84,000 $92,000 
Man UTA GUTIM OREO StScmss vem cmnetr stele rac. rere c.icsteccvechonemrat case 32,000 39,000 42,500 
Selling and administrative expenses .............e.ce eee eees 12,000 18,000 21,000 
Gap itallexPeMmaieUnes ccyae es eves «ies aiars ucts 5 epslo eacgns avateas 20,000 


The company expects to sell about 10% of its merchandise for cash. Of sales on 
account, 70% are expected to be collected in full in the month following the sale and the 
remainder the following month. Depreciation, insurance, and property tax expense repre- 
sent $3,000 of the estimated monthly manufacturing costs. The annual insurance premium 
is paid in July, and the annual property taxes are paid in November. Of the remainder 
of the manufacturing costs, 80% are expected to be paid in the month in which they are 
incurred and the balance in the following month. 

Current assets as of March 1 include cash of $10,000, marketable securities of $40,000, 
and accounts receivable of $75,600 ($60,000 from February sales and $15,600 from Janu- 
ary sales). Sales on account for January and February were $52,000 and $60,000, respec- 
tively. Current liabilities as of March 1 include a $12,000, 15%, 90-day note payable due 
May 20 and $4,000 of accounts payable incurred in February for manufacturing costs. All 
selling and administrative expenses are paid in cash in the period they are incurred. It 
is expected that $1,800 in dividends will be received in March. An estimated income tax 
payment of $16,000 will be made in April. Santa Fe’s regular quarterly dividend of $3,000 
is expected to be declared in April and paid in May. Management desires to maintain a 
minimum cash balance of $30,000. 


Instructions 
1. Prepare a monthly cash budget and supporting schedules for March, April, and May. 


2. <iiéiéii/z Cy the basis of the cash budget prepared in part (1), what recommendation 
should be made to the controller? 


PR 22-5A Budgeted income statement and balance sheet 

As a preliminary to requesting budget estimates of sales, costs, and expenses for the fiscal 
year beginning January 1, 2013, the following tentative trial balance as of December 31, 
2012, is prepared by the Accounting Department of Tahiti Blossom Soap Co.: 


CAS saa a ce eee gaara RETA RE ERA SL RIA i oO BIg og $100,000 

OCOUIMES REGEIVAD Cannel aerecot calc aeriusior cravareltre ave eigitte ene oieustay ellis a agate 112,300 

FITISIVCCNGOOCS eee cre ee en cee ee Sieae) oar avarwaniw w/ecn Seyeuereenel 76,700 

WN THIGIVPICOSS Rese cr-cycre cawhete evoleistete, sini euel tivraseyt ais syeinien sana sre onotarauapebraaien 24,300 

MOA See ae ca ciata vee tine oaseeniane: clavetetens,aileterstisasiasel suey 54,100 

PR epAIPMOONSES fica -:cwisiee oie cia eenied Hensal oa nsdn erate Ve Venn aew ees 3,400 

lint: Auer "te (Ulf olmahgagn amen caocop une 2 pdecoouboduonOD Gon noose oc 295,000 

Accumulated Depreciation—Plant and Equipment ............-.+45: $140,400 

RECOUMBUPAVADIOi iiss Kea Ge ese ue ee ce cep prea eels ea wane heh 59,000 

GOMIMOnEStOGK Oil ONAN ten terada os cee ie cio ec reco vein oar taeteaer yaar 210,000 

RYSteMNecl FAN ae Geocoin agone MOBO OO oOn UoroGuMOUUCMOUD NOON y onbibso5 256,400 
$665,800 $665,800 


Factory output and sales for 2013 are expected to total 160,000 units of product, which 
are to be sold at $4.50 per unit. The quantities and costs of the inventories at December 31, 
2013, are expected to remain unchanged from the balances at the beginning of the year. 
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Budget estimates of manufacturing costs and operating expenses for the year are 
summarized as follows: 


Estimated Costs and Expenses 


Fixed Variable 
(Total for Year) (Per Unit Sold) 


Cost of goods manufactured and sold: 


Direct materials 3 eewes teen ee eee nC ee ee — $0.90 
DIFECE AD ON ioe scan ketene Moc ne eRe ere eae Cree = 0.55 
Factory overhead: 
Depreciation of plant and equipment.................eee ee eeee $45,000 — 
OtherfactoryoverhGadsy.srepere lees aemecsre ey ees SOC oe 8,000 0.35 
Selling expenses: 
Sales SalaniesiandicominmissiOns. saehianecta herd uaeeaerl are aera 37,000 0.40 
AdVertisinGitcs. ue ceernsk: sen oenins \eikee map meee eb. See tees 55,000 — 
Miscellaneous sellingvexpemse .. fa.o.ui. .snutdes ckleebint . peleslonis 5,000 0.20 
Administrative expenses: 
Officeand/officersisalaries:s. sams. tates aan eaek eee ne ation a eee 58,200 0.15 
SUpplieses ok AIT MAAS ee oe, OUI e epee eee 4,000 0.08 
Miscellaneous administrative expense ........... 000 cece e eee eee 3,000 : 0.12 


Balances of accounts receivable, prepaid expenses, and accounts payable at the end 
of the year are not expected to differ significantly from the beginning balances. Federal 
income tax of $20,000 on 2013 taxable income will be paid during 2013. Regular quarterly 
cash dividends of $0.10 per share are expected to be declared and paid in March, June, 
September, and December on 21,000 shares of common stock outstanding. It is anticipated 
that fixed assets will be purchased for $60,000 cash in May. 


Instructions 
1. Prepare a budgeted income statement for 2013. 


2. Prepare a budgeted balance sheet as of December 31, 2013, with supporting calculations. 


Problems Series B 
NTE AL ELLE TEDL RE LL TE ES ORL E ELD SI LEE LL ISR IT RED AL EEE NTE EINES ALENT SLED ERE AEDS EEC AAO TTA EEE, 


OBJ. 4 PR 22-1B_ Forecast sales volume and sales budget 

V 3. Total revenue Alert Systems Inc. prepared the following sales budget for the current year: 
from sales, 

$20,373,510 Alert Systems Inc. 


Sales Budget 
For the Year Ending December 31, 2012 


Unit Sales Unit Selling Total 
Product and Area Volume Price Sales 
Home Alert System: 
WIRES Tales sae nranc creer trs crore care maar ee ree Ree 18,900 $250 $ 4,725,000 
EUODER Bota cc cctete noe oe coe tee ee 5,400 250 1,350,000 
ASIA ERT ee Lata atte cote oe ree ee 4,500 250 1,125,000 
Totals ksecar granu cali eus:./etot Re aan ee 28,800 $ 7,200,000 
Business Alert System: 
UNIteGES tattess.ccs Atnaren an cities ae 9,500 $800 $ 7,600,000 
EURGD SPSS b.Sti aide ak nae etch a earcaareet cee mrerae eae 3,200 800 2,560,000 
BGia cco <b. srrawbeinaguets toe osc aked oe a Reet eae 2,700 800 2,160,000 
dos Demaieateemen torts, Brie mM ete eran yk mone ll 9 15,400 $12,320,000 
FOtal revenue Tom saeee caccn cnet aoe. a See eee $19,520,000 


At the end of December 2012, the following unit sales data were reported for the year: 
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Unit Sales 
Home Alert Business Alert 
System System 
United States 19,845 9,880 
Europe 5,292 3,264 
Asia 4,545 2,619 


For the year ending December 31, 2013, unit sales are expected to follow the patterns 
established during the year ending December 31, 2012. The unit selling price for the Home 
Alert System is expected to increase to $270, and the unit selling price for the Business 
Alert System is expected to be decreased to $750, effective January 1, 2013. 


Instructions 


1. Compute the increase or decrease of actual unit sales for the year ended December 31, 
2012, over budget. Place your answers in a columnar table with the following format: 


Unit Sales, Increase (Decrease) 
Year Ended 2012 Actual Over Budget 
Budget Actual Sales Amount Percent 


Home Alert System: 
WnitediStatesmerrnicanencinnnnt 


Business Alert System: 
Uinited?States: 2.0: Awe... 


2. Assuming that the increase or decrease in actual sales to budget indicated in part (1) is 
to continue in 2013, compute the unit sales volume to be used for preparing the sales 
budget for the year ending December 31, 2013. Place your answers in a columnar table 
similar to that in part (1) above but with the following column heads. Round budgeted 
units to the nearest unit. 

2012 Percentage 2013 


Actual Increase Budgeted 
Units (Decrease) Units (rounded) 


3. Prepare a sales budget for the year ending December 31, 2013. 


OBJ.4 PR 22-2B Sales, production, direct materials purchases, and direct labor cost budgets 

V 3. Total direct The budget director of Monarch Furniture Company requests estimates of sales, produc- 
materials purchases, tion, and other operating data from the various administrative units every month. Selected 
$9,234,648 information concerning sales and production for November 2012 is summarized as follows: 


a. Estimated sales of King and Prince chairs for November by sales territory: 


Northern Domestic: 


INEST x cst ttc bbc eae fc: ap nAPeSe SISO SMEAR 5,800 units at $750 per unit 

PLCC nee Meroe ee eM care cr eters cewmeme ae 7,200 units at $570 per unit 
Southern Domestic: 

RMR ee ha Pf elec ih Coun cag a thei 9S Aarbie we 3,600 units at $690 per unit 

RGICcmmmitit cree tc antes amucmmnts acetic er ere 4,100 units at $580 per unit 


CHING haiicoiewexeiemtaran e ctenprnrenctnint UG did 0.5.83 Sino Te cols cE 1,750 units at $780 per unit 
1,100 units at $610 per unit 


b. Estimated inventories at November 1: 


Direct materials: Finished products: 
Rab ilcent taatenver chert: eaves 4,500 sq. yds. KitiGieeme-cceseuecten vase 950 units 
NV@O Clipe rare-beapecrs starayel-ratacdc 6,000 linear ft. PRINGE promt tcocmetrs crt 280 units 
Tall leer Mercctetiotes sonnet 2,800 cu. ft. 


Sjolilite ews pe ca ctocoeunoun 6,700 units 
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c. Desired inventories at November 30: 


Direct materials: Finished products: 
FADHIC © snes cn eee aeons 4,100 sq. yds. KiniQis:-:.:c:. Seheeteiarne 900 units 
WOOd oe iccieuete etree ters 6,200 linear ft. PHIRGE:. nore optreuaate 400 units 
FUL eee So csrarto on ae 3,100 cu. ft. 
SPHINGS statis ents ok ene 7,200 units 


d. Direct materials used in production: 


In manufacture of King: 


Ba til Geacs wien: orerstazesrarctevevaeserctentera Oia tt. ol CR PAC cas ete 6.0 sq. yds. per unit of product 
Alo keXe iy ae CR PO eater a ane ctcs mudiGo.o acres 38 linear ft. per unit of product 
Ei lacey and oiteioss ak oer eee eee’ 4.2 cu. ft. per unit of product 
SIOTINGS syaca acera n cotoveresepr rome tinue na tan eizesal eee stenete macs ate « 16 units per unit of product 
In manufacture of Prince: 

Fab air. peccretce, pttnee tisca oS sakevelvatvea quate oroiere PIT eee as tote Te gar ve 4.0 sq. yds. per unit of product 
VOC IS 5c STI 3.6. ¢ ROE cI OninG aac CAR e ee 26 linear ft. per unit of product 
PIER re siac.e acovs't.atoce sot a ocecateholobe- aus vepeeenercrenelene ore ets kT Re 3.4 cu. ft. per unit of product 
S}o) tale Cee eerie een anor co eabocus bates Eon. coo 12 units per unit of product 


e. Anticipated purchase price for direct materials: ‘ 


Re E Cacao strike gaueecnovonien cite S44:00' per Sq: Vas wsEill Stade crerlepeetl sa vcraccte-- $3.50 per cu. ft. 
WOO baer ae tehtesrnrr a 8.00‘per lineantit. “Spring Smue asses eerie 4.00 per unit 


f. Direct labor requirements: 


King: 
Framing Dea rtineimntscm canst serait ita rareracreio sic eee 2.6 hrs. at $12 per hr. 
Gucting/ Depaltine nts rcs. crraa anita ket eat iene tes eer 1.4 hrs. at $11 per hr. 
VionolstenvsDepantMent a. snatece nu et cyan pe ee ice eer eee 2.2 hrs. at $15 per hr. 
Prince: 
Framing! Departments. «.imcccstoceeence nie saree eerie 2.0 hrs. at $12 per hr. 
Gutting!Departmenteiincs nate Meee 0.5 hr. at $11 per hr. 
Upholstery:/Departmenticcs ccasuk.. scocsc erie ae eit cis ae 1.8 hrs. at $15 per hr. 
Instructions 


1. Prepare a sales budget for November. 

2. Prepare a production budget for November. 

3. Prepare a direct materials purchases budget for November. 
4 


Prepare a direct labor cost budget for November. 


OBJ.4 PR 22-3B Budgeted income statement and supporting budgets 
v 4. Total direct The budget director of Hi Performance Athletic Co., with the assistance of the controller, 
labor cost in treasurer, production manager, and sales manager, has gathered the following data for 
Pec a Dept., use in developing the budgeted income statement for January 2012: 

: a. Estimated sales for January: 
7 Ni Beets RMAs. scarsGeintar ore arse ates ayanelletia hae TSP ae 305 units at $70 per unit 


OE AOU RII OM emote nec tendo outree.s oe Soh oae 630 units at $135 per unit 


b. Estimated inventories at January 1: 


Direct materials: Finished products: 


PlaStiCz mcs arrenetee 80 Ibs. Batting helmet........ 35 units at $40 per unit 
Foamiliningee css. 60 Ibs. Football helmet....... 40 units at $60 per unit 
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c. Desired inventories at January 31: 

Direct materials: Finished products: 
Plastigrene tees eet 90 Ibs. Batting helmet......... 30 units at $40 per unit 
EoanmiliminGh es... < 55 lbs. Football helmet........ 50 units at $58 per unit 

d. Direct materials used in production: 

In manufacture of batting helmet: 
PIBRUIC » odow we SER OO atte 6 cease cn MEE eae ae 1.20 Ibs. per unit of product 
FOE INNS Lacoeeecpolereencd on ee rais Gree ee nr Gee tn 0.50 Ib. per unit of product 

In manufacture of football helmet: 
PIGISUNG cones eroncueatuermaacleeededea staan eye tea aoe pare rede eaghe to Mt hE 2.80 Ibs. per unit of product 
[COREY ah VITUS ot ereteereseerecec tes cies cae ees ean ica eM ht 1.40 Ibs. per unit of product 

e. Anticipated cost of purchases and beginning and ending inventory of direct materials: 

PUCISERG oa oft aa cod ORO COTO ERNE GL nee Pe $5.50 per Ib. 

OAM Orme yore ps piace sax dneyin ces Do assess $4.00 per Ib. 

f. Direct labor requirements: 

Batting helmet: 
Molding) Depaniinentuses stuns sachet ks ee 0.20 hr. at $15 per hr. 
ASsembly Depahtiment ccs o-.. ecdeaacs cecete scales 0.50 hr. at $13 per hr. 

Football helmet: 
Molding iDe pantimenty seacir chia toaien sttcerlesma sracisists 0.30 hr. at $15 per hr. 
ASSEMb IN, De partine litera act cist aera clone td orcecys 0.65 hr. at $13 per hr. 

g. Estimated factory overhead costs for January: 

Indirect factory wages $14,500 Power and light $2,000 

Depreciation of plant and equipment 4,200 Insurance and property tax 1,700 
h. Estimated operating expenses for January: 

Sales salaries expense $15,400 

Advertising expense 8,500 

Office salaries expense 11,500 

Depreciation expense—office equipment 3,200 

Telephone expense—selling 950 

Telephone expense—administrative 600 

Travel expense—selling 2,300 

Office supplies expense 550 

Miscellaneous administrative expense 400 
i. Estimated other income and expense for January: 

Interest revenue $140 

Interest expense WP 

j. Estimated tax rate: 30% 

Instructions 
Prepare a sales budget for January. 

2. Prepare a production budget for January. 

3. Prepare a direct materials purchases budget for January. 

4, Prepare a direct labor cost budget for January. 

5. Prepare a factory overhead cost budget for January. 

6. Prepare a cost of goods sold budget for January. Work in process at the beginning 
of January is estimated to be $12,500, and work in process at the end of January is 
desired to be $13,500. 

7. Prepare a selling and administrative expenses budget for January. 


Prepare a budgeted income statement for January. 
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OBJ.5 


¥ 1. August 
deficiency, $5,860 


OBJ. 4,5 


V 1. Budgeted net 
income, $63,780 


PR 22-4B Cash budget 


The controller of Fleet Shoes Inc. instructs you to prepare a monthly cash budget for the 
next three months. You are presented with the following budget information: 


June July August 
SAlOS die scaccavis as cavwiee sie 4 a nesece SA ee ean $140,000 $176,000 $240,000 
Manufacturing COStS=.11.<nracriches emi areriste ste ee reinterer tere 60,000 75,000 94,000 
Selling and administrative expenses................5. 35,000 40,000 45,000 
Gapital’expenditures’ +25 snes tees ase eet eee = = 55,000 


The company expects to sell about 10% of its merchandise for cash. Of sales on 
account, 60% are expected to be collected in full in the month following the sale and 
the remainder the following month. Depreciation, insurance, and property tax expense 
represent $10,000 of the estimated monthly manufacturing costs. The annual insurance 
premium is paid in February, and the annual property taxes are paid in November. Of 
the remainder of the manufacturing costs, 80% are expected to be paid in the month in 
which they are incurred and the balance in the following month. 

Current assets as of June 1 include cash of $48,000, marketable securities of $65,000, 
and accounts receivable of $168,000 ($124,000 from May sales and $44,000 from April 
sales). Sales on account in April and May were $110,000 and $124,000, respectively. Cur- 
rent liabilities as of June 1 include a $65,000, 8%, 90-day note payable due August 20 
and $8,000 of accounts payable incurred in May for manufacturing costs. All selling and 
administrative expenses are paid in cash in the period they are incurred. It is expected 
that $4,000 in dividends will be received in June. An estimated income tax payment of 
$18,000 will be made in July. Fleet Shoes’ regular quarterly dividend of $8,000 is expected 
to be declared in July and paid in August. Management desires to maintain a minimum 
cash balance of $45,000. 


Instructions 
1. Prepare a monthly cash budget and supporting schedules for June, July, and August 
2012. 


2. <li Cn the basis of the cash budget prepared in part (1), what recommendation 
should be made to the controller? 


PR 22-5B Budgeted income statement and balance sheet 


As a preliminary to requesting budget estimates of sales, costs, and expenses for the fiscal 
year beginning January 1, 2013, the following tentative trial balance as of December 31, 
2012, is prepared by the Accounting Department of Franklin Publishing Co.: 


Gr RO et Ee eT aS yeti an eg Ors ice Foetal $ 22,000 

ACCOUNTS RECEIVE DIES oes cence ocynoters aha ee ae tee ar ee 24,500 

EinishediGOods: wa wont ae ae ra Rens ee ee ae ree 14,300 

WOrkIMIRRG GOSS fans acramactuectsr iat, saree cut Co. tate ene 3,500 

Meattenital se srcse aescersh- tere -ss0'0ssiser'a ca: Spec eR RSE SS « rsa: ev ate Oe ee 5,100 

PREDAIGIEXPENSES vcccssc:aie.e says ood. oo are quete peices eRe eee 400 

PlamtamcliE Gull pmemt: as... crcace cashes crass ayes ese ene ore eee 55,000 

Accumulated Depreciation—Plant and Equipment..............0.0e5 $ 26,000 

ACCOUMCS PAVADe iii is acacia Fkn-e ce vainly 4 ethee RIPE Ee en ea 17,900 

GommeoniStock,,$1.50: par... ......,.ssare teh eee eee ee 45,000 

Retained Earmitigsic «ss... eRReGk Oe Oe, gene a ee 35,900 
$124,800 $124,800 


Factory output and sales for 2013 are expected to total 3,200 units of product, which 
are to be sold at $100 per unit. The quantities and costs of the inventories at December fs 
2013, are expected to remain unchanged from the balances at the beginning of the year. 
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Budget estimates of manufacturing costs and operating expenses for the year are 


summarized as follows: 


Estimated Costs and Expenses 


Fixed Variable 
(Total for Year) (Per Unit Sold) 
Cost of goods manufactured and sold: 
DIKCGUIMatetbal Seren qe er oe ore dc cos ete ae sieges — $25.00 
DirectlabOtemec grt ieminccntcciscoctaass vars sere tee tones — 7.80 
Factory overhead: 
Depreciation of plant and equipment................... $ 3,200 — 
Othemfacronyoverheadins semers 6 ns ccs. a0 weinsveese tne 1,100 4.50 
Selling expenses: 
Sales salaries and commissions..............0.cc0cceeeees 10,500 12.80 
ACVEKES (INO terpathieit isp daetss reseed a duirteorancarmles aes 11,800 — 
Miscellaneous selling expense .......... 00.0 cece eee eens 900 2.00 
Administrative expenses: 
Officecandiofficersisalaries’: 42; 22 ARAU, S 7,400 6.25 
SUDDIES at tant oe Hh Cone eee, POL, 32 400 1.00 
Miscellaneous administrative expense..............00000- 200 1.50 


Balances of accounts receivable, prepaid expenses, and accounts payable at the end 
of the year are not expected to differ significantly from the beginning balances. Federal 
income tax of $26,000 on 2013 taxable income will be paid during 2013. Regular quarterly 
cash dividends of $0.15 per share are expected to be declared and paid in March, June, 
September, and December on 30,000 shares of common stock outstanding. It is anticipated 


that fixed assets will be purchased for $17,500 cash in May. 


Instructions 
1. Prepare a budgeted income statement for 2013. 


2. Prepare a budgeted balance sheet as of December 31, 2013, with supporting calculations. 


Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


SA 22-1 Sales budget 


Cramden Talent Agency, Inc., books musical performances for the bands that it has under 


contract. The booking agent has partially completed a sales budget for two of the 


fed 3 Sosa ae See lOGe Poe 


xn Talent Agency, Inc. 
Sales Budget _ — 
For November and December 2012 


Number Fee iL Total _ 
of per _| Performance 

| Band and Month Performances | Performance Revenue 
| The Saturn Five: eae 
; $ 10,000 
15,000 | 


Total Revenue from Performances 


bands: 
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a. Open Excel file SA22-1_2e and complete the sales budget. 

b. If the Christmas season is unusually active, the number of performances for each of 
the bands will increase. Revise the sales budget, assuming that the number of per- 
formances for each of the bands increases by two performances in November and by 
three in December. 

[Hint: Copy and paste the spreadsheet you created in part (a) into the Revised Sales 
Budget worksheet and then modify it.] 

c. When you have completed the sales budget and revisions, perform a “save as,” replac- 

ing the entire file name with the following: 


SA22-1_2e[your first name initial]_[your last name] 


excel SA 22-2 Sales budget 


SUCCESS Bluewater Sailing, Inc., manufactures and sells three cruising sailboats: the $200,000 Nan- 
tucket, the $350,000 Circumnavigator, and the $500,000 Cape Horn. Boats of this class 
require months to build; thus, long-range sales forecasts are critical in managing opera- 
tions. The cruisers are manufactured in boatyards in California, North Carolina, and Italy. 
The estimated number of boats that will be delivered to customers during 2012 follows: 


Product West Coast East Coast Italy Total 
Nantucket 1 2 0 3 
Circumnavigator 3 3 4 10 
Cape Horn 2 2 2 6 


a. Open Excel file SA22-2_2e to complete the sales budget. 


b. Using the sales volume data and your spreadsheet software, prepare a sales budget 
that displays total sales volume and revenue for 2012. Your budget should display total 
estimated sales volume and revenue for each vessel and for all three boatyards. 

c. When you have completed the sales budget and revisions, perform a “save as,” replac- 
ing the entire file name with the following: 


SA22-2_2e[your first name initial]_[your last name] 


excel SA 22-3 Sales budget 


SUCCESS Completely Fit, Inc., sells exercise equipment through three retail outlets in California. 
Among the fitness equipment items are two elliptical trainers: the Enduro (priced at $1,500 
per unit) and the Marathon (priced at $2,500 per unit). 


a. Open Excel file S422-3_2e to complete the sales budget. 
b. Using the estimated sales volume data below and your spreadsheet software, prepare 


a sales budget that displays total estimated sales volume and revenue for the first 
quarter of 2012. 


Completely Fit, Inc. 
Projected Unit Sales 
For the Quarter Ending March 31, 2012 


Outlet and Model Estimated Sales Volume (Units) 
Northern California Outlet: 
Enduro 10 
Marathon 7 
Bay Area Outlet: 
Enduro 23 
Marathon 18 
Southern California Outlet: 
Enduro 40 
Marathon 48 


Total 146 
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c. The marketing department has recommended that the price of the Enduro model be 
reduced by $150 in order to stimulate sales. If this is done, Enduro sales will increase 
by an estimated 6 units per quarter in Northern California, by 12 units per quarter in 
the Bay Area, and by 15 units per quarter in Southern California. Prepare a revised 
sales budget for the quarter. 


[Hint: Copy and save the spreadsheet created in part (a) to another worksheet and 
then modify it.] 


d. When you have completed the sales budget and revisions, perform a “save as,” replac- 
ing the entire file name with the following: 


SA22-3_2ef[your first name initial]_[your last name] 


fan 
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Performance Evaluation Using 
Variances from Standard Costs 


hen you play a sport, you are evaluated with respect to how 

well you perform compared to a standard or to a competi- 
tor. In bowling, for example, your score is compared to a perfect 
score of 300 or to the scores of your competitors. In this class, you 
are compared to performance standards. These standards are often 
described in terms of letter grades, which provide a measure of 
how well you achieved the class objectives. On your job, you are 


also evaluated according to performance standards. 

Just as your class performance is evaluated, managers are 
evaluated according to goals and plans. For example, 
uses manufacturing standards at its automobile assembly plants 
to guide performance. The Mini Cooper, a BMW Group car, is 
manufactured in a modern facility in Oxford, England. There are a 


number of performance targets used in this plant. For example, the 
bodyshell is welded by over 250 robots so as to be two to three 
times stiffer than rival cars. In addition, the bodyshell dimensions 
are tested to the accuracy of the width of a human hair. Such 
performance standards are not surprising given the automotive 
racing background of John W. Cooper, the designer of the original 
Mini Cooper. 

If you want to take an online tour of the Oxford plant to see 
how a Mini Cooper is manufactured, go to http://www.mini 
.com/com/en/ manufacturing. 

Performance is often measured as the difference between 
actual results and planned results. In this chapter, we will discuss 
and illustrate the ways in which business performance is evaluated. 


Learning Objectives 

After studying this chapter, you should be able to: Example Exercises 
Describe the types of standards and how they are established. 
Standards 

Setting Standards 

Types of Standards 

Reviewing and Revising Standards 

Criticisms of Standard Costs 


Describe and illustrate how standards are used in budgeting. 
Budgetary Performance Evaluation 

Budget Performance Report 

Manufacturing Cost Variances 


Direct Materials and Direct Labor Variances 
Direct Materials Variances EE 23-1 
Direct Labor Variances EE 23-2 excel 


Compute and interpret factory overhead controllable and 
volume variances. 
Factory Overhead Variances 


| OBJ.| 
1 
ea 
= Compute and interpret direct materials and direct labor variances. 


The Factory Overhead Flexible Budget eNcel 
Variable Factory Overhead Controllable Variance EE 23-3 excel 
Fixed Factory Overhead Volume Variance EE 23-4 

Reporting Factory Overhead Variances er 


Factory Overhead Account 


Journalize the entries for recording standards in the accounts and 
prepare an income statement that includes variances from standard. 
Recording and Reporting Variances from Standards EE 23-5, 23-6 
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Describe and provide examples of nonfinancial performance measures. 
Nonfinancial Performance Measures EE 23-7 1089 


At a Glance Page 1090 


of 


= Describethe Standards 


types of 
standards and how they 


al: Standards are performance goals. Manufacturing companies normally use standard 


cost for each of the three following product costs: 


1. Direct materials 


| 2. Direct labor 
| 3. Factory overhead 


Drivers for Unitedifarcel Accounting systems that use standards for product costs are called standard cost 
Service (UPS) are expected systems. Standard cost systems enable management to determine the following: 
to drive a standard 


distance per day. i. How much a product should cost (standard cost) 


Salespersons for The 2. How much it does cost (actual cost) 
Limited are expected to d 
meet sales'standards: When actual costs are compared with standard costs, the exceptions or cost vari- 


ances are reported. This reporting by the principle of exceptions allows management 
to focus on correcting the cost variances. 


Setting Standards 


The standard-setting process normally requires the joint efforts of accountants, engi- 
neers, and other management personnel. The accountant converts the results of judg- 
ments and process studies into dollars and cents. Engineers with the aid of operation 
managers identify the materials, labor, and machine requirements needed to produce 
the product. For example, engineers estimate direct materials by studying the product 
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specifications and estimating normal spoilage. Time and motion studies may be used 
to determine the direct labor required for each manufacturing operation. Engineering 
studies may also be used to determine standards for factory overhead, such as the 
amount of power needed to operate machinery. 


Types of Standards 


Standards imply an acceptable level of production efficiency. One of the ma- 
jor objectives in setting standards is to motivate employees to achieve efficient 
operations. 

Ideal standards, or theoretical standards, are standards that can be achieved only 
under perfect operating conditions, such as no idle time, no machine breakdowns, and 
no materials spoilage. Such standards may have a negative impact on performance, 
because they may be viewed by employees as unrealistic. 

Currently attainable standards, sometiines called normal standards, are stan- 
dards that can be attained with reasonable effort. Such standards, which are used 
by most companies, allow for normal production difficulties and mistakes. When 
reasonable standards are used, employees focus more on cost and are more likely 
to put forth their best efforts. 

An example from the game of golf illustrates the distinction between ideal and 
normal standards. In golf, “par” is an ideal standard for most players. Each player’s 
USGA (United States Golf Association) handicap is the player’s normal standard. 
The motivation of average players is to beat their handicaps because beating par is 
unrealistic for most players. 


Reviewing and Revising Standards 


Standard costs should be periodically reviewed to ensure that they reflect current 
operating conditions. Standards should not be revised, however, just because they 
differ from actual costs. For example, the direct labor standard would not be revised 
just because employees are unable to meet properly set standards. On the other 
hand, standards should be revised when prices, product designs, labor rates, or 
manufacturing methods change. 


Criticisms of Standard Costs 


Some criticisms of using standard costs for performance evaluation include the 
following: 


1. Standards limit operating improvements by discouraging improvement beyond the 
standard. 

2. Standards are too difficult to maintain in a dynamic manufacturing environment, 
resulting in “stale standards.” 

3. Standards can cause employees to lose sight of the larger objectives of the organization 
by focusing only on efficiency improvement. 

4. Standards can cause employees to unduly focus on their own operations to the 
possible harm of other operations that rely on them. 


Regardless of these criticisms, standards are widely used. In addition, standard 
costs are only one part of the performance evaluation system used by most com- 
panies. As discussed in this chapter, other nonfinancial performance measures are 
often used to supplement standard costs, with the result that many of the preceding 
criticisms are overcome 
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WORLD—THE 360-DEGREE REVIEW 


When you leave school and take your first job, you will likely 
be subject to an employee evaluation. These reviews pro- 
vide feedback on performance that is often very detailed, 
providing insights to strengths and weaknesses that often 
go beyond mere grades. 

One feedback trend is the 360-degree review. As stated 
by the human resources consulting firm Towers Perrin, the 
360-degree review “is a huge wave that’s just hitting—not 
only here, but all over the world.” In a 360-degree review, 
six to twelve evaluators who encircle an employee's sphere 


© TRIANGLE IMAGES/DIGITAL VISION/GETTY IMAGES 


of influence, such as superiors, peers, and subordinates, are 
selected to fill out anonymous questionnaires. These ques- 
tionnaires rate the employee on various criteria including 
the ability to work in groups, form a consensus, make timely 
decisions, motivate employees, and achieve objectives. The 
results are summarized and used to identify and strengthen 
weaknesses. 

For example, one individual at Intel Corporation was 
very vocal during team meetings. In the 360-degree 


review, the manager thought this behavior was “refresh- 
ing.” However, the employee’s peers thought the vocal 
behavior monopolized conversations. Thus, what the 
manager viewed as a positive, the peer group viewed 
as a negative. The 360-degree review provided valuable 
information to both the manager and the employee to 
adjust behavior. 


Sources: Llana DeBare, "360-Degrees of Evaluation: More Companies Turning to Full-Circle Job Reviews,” San Francisco Chronicle, May 5, 1997; Francie 
Dalton, “Using 360 Degree Feedback Mechanisms,” Occupational Health and Safety, Vol. 74, Issue 7, 2005. 


TAR ADORABLE! 
= 


Integr 
COMPANY REPUTATION: THE BEST OF THE BEST 

Harris Interactive annually ranks American corporations in 
terms of reputation. The ranking is based on how respondents 


rate corporations on 20 attributes in six major areas. The six 
areas are emotional appeal, products and services, financial 


PALER MiRrEORRNNILIAN Ne 


y OWectvty and Ethics a Business 


and vision and leadership. What are the five highest ranked 
companies in its 2008 survey? The five highest (best) ranked 
companies were Johnson & Johnson, Google, Sony Corpo- 
ration, The Coca-Cola Company, and Kraft Foods. 


performance, workplace environment, social responsibility, 


Source: Harris Interactive, February 2009. 


= Describe and 

illustrate how 
standards are used in 
budgeting. 


Budgetary Performance Evaluation 


As discussed in Chapter 22, the master budget assists a company in planning, direct- 
ing, and controlling performance. The control function, or budgetary performance 
evaluation, compares the actual performance against the budget. 

To illustrate, Western Rider Inc., a manufacturer of blue jeans, uses standard costs 
in its budgets. The standards for direct materials, direct labor, and factory overhead 
are separated into the following two components. 


1. Standard price 
2. Standard quantity 
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The standard cost per unit for direct materials, direct labor, and factory overhead 
is computed as follows: 


Standard Cost per Unit = Standard Price x Standard Quantity 


Western Rider’s standard costs per unit for its XL jeans are shown in Exhibit 1. 


| Direct materials $5.00 per sq. yd. 1.5 sq. yds. 
Direct labor $9.00 per hr. 0.80 hr. per pair 7.20 
Factory overhead $6.00 per hr. 0.80 hr. per pair 4.80 


Total standard cost per pair 


As shown in Exhibit 1, the standard cost per pair of XL jeans is $19.50, which 
consists of $7.50 for direct materials, $7.20 for direct labor, and $4.80 for factory 
overhead. 


The standard price and standard quantity are separated for each product cost. 
For example, Exhibit 1 indicates that for each pair of XL jeans, the standard price 
for direct materials is $5.00 per square yard and the standard quantity is 1.5 square 
yards. The standard price and quantity are separated because the department respon- 
sible for their control is normally different. For example, the direct materials price 
per square yard is controlled by the Purchasing Department, and the direct materials 
quantity per pair is controlled by the Production Department. 

As illustrated in Chapter 22, the master budget is prepared based on planned 
sales and production. The budgeted costs for materials purchases, direct labor, and 
factory overhead are determined by multiplying their standard costs per unit by the 
planned level of production. Budgeted (standard) costs are then compared to actual 
costs during the year for control purposes. 


Budget Performance Report 


The report that summarizes actual costs, standard costs, and the differences for the 
units produced is called a budget performance report. To illustrate, assume that 
Western Rider produced the following pairs of jeans during June: 


XL jeans produced and sold 5,000 pairs 
Actual costs incurred in June: 
Direct materials $ 40,150 
Direct labor 38,500 
Factory overhead 22,400 
Total costs incurred $101,050 


Exhibit 2 illustrates the budget performance report for June for Western Rider 
Inc. The report summarizes the actual costs, standard costs, and the differences for 
each product cost. The differences between actual and standard costs are called cost 
variances. A favorable cost variance occurs when the actual cost is less than the 
standard cost. An unfavorable cost variance occurs when the actual cost exceeds 


the standard cost. 


Standard Cost 
for XL Jeans 


Note: 

Favorable cost 
variance: Actual cost 
< Standard cost at 
actual volumes 


Unfavorable cost 
variance: Actual cost 
> Standard cost at 
actual volumes 
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IBIT 2 


Budget 
Performance 
Report 


-EXH 


IBIT 3 


Western Rider Inc. 
Budget Performance Report 
For the Month Ended June 30, 2012 


Peak senile $37,500 


Direct TabOrMciccrer vacates ee eeaes ee ee 38,500 36,000 2,500 
Factony overhicadhtins is cuccvacine apace syere stants 22,400 24,000 (1,600) 
Total manufacturing costs.............. $101,050 $97,500 $3,550 


*5,000 pairs x $7.50 per pair = $37,500 
5,000 pairs x $7.20 per pair = $36,000 
5,000 pairs x $4.80 per pair = $24,000 


The budget performance report shown in Exhibit 2 is based on the actual units 
produced in June of 5,000 XL jeans. Even though 6,000 XL jeans might have been 
planned for production, the budget performance report is based on actual production. 


Manufacturing Cost Variances 


The total manufacturing cost variance is the difference between total standard costs 
and total actual cost for the units produced. As shown in Exhibit 2, the total manufac- 
turing cost unfavorable variance and the variance for each product cost is as follows: 


Cost Variance 
(Favorable) 
Unfavorable 


Direct materials $ 2,650 
Direct labor 2,500 
Factory overhead (1,600) 

Total manufacturing variance $ 3,550 


For control purposes, each product cost variance is separated into two additional 
variances as shown in Exhibit 3. 


Chapter 23 Performance Evaluation Using Variances from Standard Costs 1073 


The total direct materials variance is separated into a price and quantity variance. 
This is because standard and actual direct materials costs are computed as follows: 


Actual Direct Materials Cost = Actual Price x Actual Quantity 
Standard Direct Materials Cost = -Standard Price x Standard Quantity 
Direct Materials Cost Variance = Price Difference + Quantity Difference 


Thus, the actual and standard direct materials costs may differ because of either 
a price difference (variance) or a quantity difference (variance). 

Likewise, the total direct labor variance is separated into a rate and a time 
variance. This is because standard and actual direct labor costs are computed as 
follows: 


Actual Direct Labor Cost = Actual Rate x  ActualTime 
Standard Direct Labor Cost = -Standard Rate x Standard Time 
Direct Labor Cost Variance = Rate Difference + Time Difference 


Therefore, the actual and standard direct labor costs may differ because of either 
a rate difference (variance) or a time difference (variance). 

The total factory overhead variance is separated into a controllable and volume 
variance. Because factory overhead has fixed and variable cost elements, it uses 
different variances than direct materials and direct labor, which are variable costs. 

In the next sections, the price and quantity variances for direct materials, the rate 
and time variances for direct labor, and the controllable and volume variances for 
factory overhead are further described and illustrated. 


Direct Materials and 
Direct Labor Variances 


As indicated in the prior section, the total direct materials and direct labor variances 
are separated into the following variances for analysis and control purposes: 


Total Direct Materials Cost Variance —————> Direct Materials Price Variance 
Direct Materials Quantity Variance 


Total Direct Labor Cost Variance —————> Direct Labor Rate Variance 
Direct Labor Time Variance 


As a basis for illustration, the variances for Western Rider Inc.’s June operations 
shown in Exhibit 2 are used. 


Direct Materials Variances 


During June, Western Rider reported an unfavorable total direct materials cost vari- 
ance of $2,650 for the production of 5,000 XL style jeans, as shown in Exhibit 2. 
This variance was based on the following actual and standard costs: 


Actual costs $40,150 
Standard costs 37,500 
Total direct materials cost variance $ 2,650 


The actual costs incurred of $40,150 consist of the following: 


Actual Direct Materials Cost = Actual Price x Actual Quantity 
Actual Direct Materials Cost = ($5.50 per sq. yd.) x (7,300 sq. yds.) 
Actual Direct Materials Cost = $40,150 


= Compute and 
interpret direct 


materials and direct 
labor variances. 
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The standard costs of $37,500 consist of the following: 


Standard Direct Materials Cost = Standard Price x Standard Quantity 
Standard Direct Materials Cost = ($5.00 per sq. yd.) x (7,500 sq. yds.) 
Standard Direct Materials Cost = $37,500 


The standard price of $5.00 per square yard is taken from Exhibit 1. In addition, 
Exhibit 1 indicates that 1.5 square yards is the standard for producing one pair of 
XL jeans. Thus, 7,500 (5,000 x 1.5) square yards is the standard for producing 5,000 
pairs of XL jeans. 

Comparing the actual and standard cost computations shown above indicates that 
the total direct materials unfavorable cost variance of $2,650 is caused by the following: 


1. A price per square yard of $0.50 ($5.50 — $5.00) more than standard 
2. A quantity usage of 200 square yards (7,300 sq. yds. — 7,500 sq. yds.) less than standard 


The impact of these differences from standard is reported and analyzed as a direct 
materials price variance and direct materials quantity variance. 


Direct Materials Price Variance The direct materials price variance is computed 
as follows: 


Direct Materials Price Variance = (Actual Price — Standard Price) x Actual Quantity 


If the actual price per unit exceeds the standard price per unit, the variance is 
unfavorable. This positive amount (unfavorable variance) can be thought of as in- 
creasing costs (a debit). If the actual price per unit is less than the standard price 
per unit, the variance is favorable. This negative amount (favorable variance) can be 
thought of as decreasing costs (a credit). 

To illustrate, the direct materials price variance for Western Rider Inc. is computed 
as follows:! 


Direct Materials Price Variance = (Actual Price — Standard Price) x Actual Quantity 
Direct Materials Price Variance = ($5.50 — $5.00) x 7,300 sq. yds. 
Direct Materials Price Variance = $3,650 Unfavorable Variance 


As shown above, Western Rider has an unfavorable direct materials price variance 
of $3,650 for June. 


Direct Materials Quantity Variance The direct materials quantity variance is 
computed as follows: 


Direct Materials Quantity Variance = (Actual Quantity - Standard Quantity) x Standard Price 


If the actual quantity for the units produced exceeds the standard quantity, the 
variance is unfavorable. This positive amount (unfavorable variance) can be thought 
of as increasing costs (a debit). If the actual quantity for the units produced is less 
than the standard quantity, the variance is favorable. This negative amount (favorable 
variance) can be thought of as decreasing costs (a credit). 

To illustrate, the direct materials quantity variance for Western Rider Inc. is com- 
puted as follows: 


Direct Materials Quantity Variance = (Actual Quantity - Standard Quantity) x Standard Price 
Direct Materials Quantity Variance = (7,300 sq. yds. — 7,500 sq. yds.) x $5.00 
Direct Materials Quantity Variance = —$1,000 Favorable Variance 


As shown above, Western Rider has a favorable direct materials quantity variance 
of $1,000 for June. 


Direct Materials Variance Relationships The relationship among the total direct 


materials cost variance, the direct materials price variance, and the direct materials quantity 
variance is shown in Exhibit 4. 


1 To simplify, it is assumed that there is no change in the beginning and ending materials inventories. Thus, the amount of materials 
budgeted for production equals the amount purchased. 
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EXHIBIT 4 ~ 
MUMAIMB IVES Ee EIUTTSI aE IaOoRIS | Direct Materials 
Actual cost: Standard cost: Variance 
Actual Quantity Actual Quantity x Standard Quantity | Relationships 
x Actual Price Standard Price x Standard Price 
7,300 x $5.50 = 7,300 x $5.00 = 7,500 x $5.00 = 
$40,150 $36,500 $37,500 


Direct Direct 
materials materials 
price variance quantity variance 


$40,150 — $36,500 = $36,500 — $37,500 = 
$3,650 U —$1,000 F 


perpen gant temaorantmncorseosteate 


Total direct materials cost variance 


$40,150 — $37,500 = $2,650 U | 


1 
| 


Reporting Direct Materials Variances The direct materials quantity variances 
should be reported to the manager responsible for the variance. For example, an unfavor- 
able quantity variance might be caused by either of the following: 


1. Equipment that has not been properly maintained 
2. Low-quality (inferior) direct materials 


In the first case, the operating department responsible for maintaining the equip- 
ment should be held responsible for the variance. In the second case, the Purchasing 
Department should be held responsible. 

Not all variances are controllable. For example, an unfavorable materials price 
variance might be due to market-wide price increases. In this case, there is nothing 
the Purchasing Department might have done to avoid the unfavorable variance. On 
the other hand, if materials of the same quality could have been purchased from 
another supplier at the standard price, the variance was controllable. 


WOULD YOU LIKE DESSERT? contract locks in the price for a period of time, thus eliminat- 


ing materials price variances (favorable or unfavorable) for 
Many restaurants use standards to manage the business. these items over the contract term. 
Food quantity standards are used to control the amount Standards can also be used in innovative ways to monitor 
of food that is served to a customer. For example, Darden revenues. Brinker International, the operator of popular 
Restaurants, Inc., the operator of the Red Lobster chain, chains such as Chili’s and On the Border, uses “theoretical 
establishes food quantity standards for the number of food system” software that enables it to compare customer 
shrimp, scallops, or clams on a seafood plate. traffic and menu item volumes over a period of time. Thus, 
A food price variance can be used to control the price actual order revenue can be compared to expected (stan- 
paid for food products. For example, Uno Restaurant Hold- dard) revenues based on actual traffic volumes. In this way, 
ings Corp. controls food prices by using “forward contracts” the restaurant can monitor trends in check composition 
for about 80% of its cheese and 50% of its wheat. Such a and size. 


Source: Edward Teach, “Table Stakes,” CFO (December 2008), pp. 44-49. 
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Example Exercise 23-1 - 


Tip Top Corp. produces a product that requires six standard pounds per unit. The standard price is $4.50 per pound. 
If 3,000 units required 18,500 pounds, which were purchased at $4.35 per pound, what is the direct materials (a) price 
variance, (b) quantity variance, and (c) cost variance? 


Follow My Example 23-1 


| a. Direct materials price variance (favorable) ~§2,775 [($4.35 — $4.50) x 18,500 pounds] : 

_ b. Direct materials quantity variance (unfavorable) $2,250 [(18,500 pounds - 18,000 pounds*) x $4.50] | 

_¢. Direct materials cost variance (favorable) -$525 [($2,775) + $2,250] or [($4.35 x 18,500 pounds) 
— ($4.50 x 18,000 pounds)] = $80,475 - $81,000 

| *3,000 units x 6 pounds 

ee ee Oe OR ei nee hee 


Practice Exercises: PE 23-1A, PE 23-1B | 


fe Direct Labor Variances 


During June, Western Rider reported an unfavorable total direct labor cost variance 


The Internal Revenue of $2,500 for the production of 5,000 XL style jeans, as shown in Exhibit 2. This 
Service publishes a time variance was based on the following actual and standard costs: 

standard for completing 

a tax return. The average Actual costs $38,500 

1040EZ return is expected Standard costs 36,000 

to require eight hours to Total direct labor cost variance $ 2,500 

prepare. 


The actual costs incurred of $38,500 consist of the following: 


Actual Direct Labor Cost = Actual Rate per Hour x Actual Time 
Actual Direct Labor Cost = $10.00 per hr. x 3,850 hrs. 
Actual Direct Labor Cost = $38,500 


The standard costs of $36,000 consist of the following: 


Standard Direct Labor Cost = Standard Rate per Hour x Standard Time 
Standard Direct Labor Cost = $9.00 per hr. x 4,000 hrs. 
Standard Direct Labor Cost = $36,000 


The standard rate of $9.00 per direct labor hour is taken from Exhibit 1. In addi- 
tion, Exhibit 1 indicates that 0.80 hour is the standard time required for producing 
one pair of XL jeans. Thus, 4,000 (5,000 x 0.80) direct labor hours is the standard 
for producing 5,000 pairs of XL jeans. 

Comparing the actual and standard cost computations shown above indicates that 
the total direct labor unfavorable cost variance of $2,500 is caused by the following: 


1. A rate of $1.00 per hour ($10.00 — $9.00) more than standard 
2. A quantity of 150 hours (4,000 hrs. — 3,850 hrs.) less than standard 


The impact of these differences from standard is reported and analyzed as a direct 
labor rate variance and a direct labor time variance. 


Direct Labor Rate Variance The direct labor rate variance is computed as follows: 
Direct Labor Rate Variance = (Actual Rate per Hour — Standard Rate per Hour) x Actual Hours 


If the actual rate per hour exceeds the standard rate per hour, the variance is 
unfavorable. This positive amount (unfavorable variance) can be thought of as in- 
creasing costs (a debit). If the actual rate per hour is less than the standard rate per 


hour, the variance is favorable. This negative amount (favorable variance) can be 
thought of as decreasing costs (a credit). 
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To illustrate, the direct labor rate variance for Western Rider Inc. is computed 
as follows: 


Direct Labor Rate Variance = (Actual Rate per Hour — Standard Rate per Hour) 
x Actual Hours 

Direct Labor Rate Variance = ($10.00 - $9.00) x 3,850 hours 

Direct Labor Rate Variance = $3,850 Unfavorable Variance 


As shown above, Western Rider has an unfavorable direct labor rate variance of 
$3,850 for June. 


Direct Labor Time Variance The direct labor time variance is computed as follows: 


Direct Labor Time Variance = (Actual Direct Labor Hours — Standard Direct Labor Hours) 
x Standard Rate per Hour 


If the actual direct labor hours for the units produced exceeds the standard direct 
labor hours, the variance is unfavorable. This positive amount (unfavorable variance) 
can be thought of as increasing costs (a debit). If the actual direct labor hours for 
the units produced is less than the standard direct labor hours, the variance is fa- 
vorable. This negative amount (favorable variance) can be thought of as decreasing 
costs (a credit). 

To illustrate, the direct labor time variance for Western Rider Inc. is computed 
as follows: 


Direct Labor Time Variance = (Actual Direct Labor Hours — Standard Direct Labor Hours) 
x Standard Rate per Hour 

Direct Labor Time Variance = (3,850 hours — 4,000 direct labor hours) x $9.00 

Direct Labor Time Variance = — $1,350 Favorable Variance 


As shown above, Western Rider has a favorable direct labor time variance of 
$1,350 for June. 


Direct Labor Variance Relationships The relationships among the total direct 
labor cost variance, the direct labor rate variance, and the direct labor time variance is 
shown in Exhibit 5. 


ser hes lea 
Standard cost: 


Sie See SALA ai mage NN 


Actual cost: 


Actual Hours x Actual Hours x Standard Hours 
Actual Rate Standard Rate x Standard Rate 
3,850 x $10 = 3,850 x $9 = 4,000 x $9 = 
$38,500 $34,650 $36,000 


Direct labor Direct labor 
rate variance time variance 


$38,500 — $34,650 = $34,650 — $36,000 = 
$3,850 U =$1/350 E 


Total direct labor cost variance 


$38,500 — $36,000 = $2,500 U 


Reporting Direct Labor Variances Production supervisors are normally responsi- 
ble for controlling direct labor cost. For example, an investigation could reveal the follow- 
ing causes for unfavorabl~ rate and time variances: 


1. An unfavorable rate variance may be caused by the improper scheduling and use of 
employees. In such cases, skilled, highly paid employees may be used in jobs that are 
normally performed by unskilled, lower-paid employees. In this case, the unfavorable 
rate variance should be reported to the managers who schedule work assignments. 


Direct Labor 
Variance 
Relationships 
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2. An unfavorable time variance may be caused by a shortage of skilled employees. In 
such cases, there may be an abnormally high turnover rate among skilled employees. 
In this case, production supervisors with high turnover rates should be questioned 
as to why their employees are quitting. 


Direct Labor Standards for Nonmanufacturing Activities Direct labor time stan- 
dards can also be developed for use in administrative, selling, and service activities. This is 
most appropriate when the activity involves a repetitive task that produces a common output. 
In these cases, the use of standards is similar to that for a manufactured product. 

To illustrate, standards could be developed for customer service personnel who 
process sales orders. A standard time for processing a sales order (the output) could be 
developed and used to control sales order processing costs. Similar standards could be de- 
veloped for computer help desk operators, nurses, and insurance application processors. 

When labor-related activities are not repetitive, direct labor time standards are less 
commonly used. For example, the time spent by a senior executive or the work of a re- 
search and development scientist would not normally be controlled using time standards. 


Example Exercise 23-2 


Tip Top Corp. produces a product that requires 2.5 standard hours per unit at a standard hourly rate of $12 per hour. 
_ If 3,000 units required 7,420 hours at an hourly rate of $12.30 per hour, what is the (a) direct labor rate variance, — 
(b) direct labor time variance, and (c) total direct labor cost variance? 


Follow My Example 23-2 


a. Direct labor rate variance (unfavorable) $2,226 [($12.30 — $12.00) x 7,420 hours] 
b. Direct labor time variance (favorable) -$960 [(7,420 hours — 7,500 hours*) x $12.00] 
c. Total direct labor cost variance (unfavorable) $1,266 [$2,226 + ($960)] or [($12.30 x 7,420 hours) — 


*3,000 units x 2.5 hours 


Compute and 
interpret factory 


overhead controllable 
and volume variances. 


($12.00 x 7,500 hours)] = $91,266 — $90,000 


Practice Exercises: PE 23-2A, PE 23-2B | 


Factory Overhead Variances 


Factory overhead costs are analyzed differently than direct labor and direct materials 
costs. This is because factory overhead costs have fixed and variable cost elements. 
For example, indirect materials and factory supplies normally behave as a variable 
cost as units produced changes. In contrast, straight-line plant depreciation on fac- 
tory machinery is a fixed cost. 

Factory overhead costs are budgeted and controlled by separating factory overhead 
into fixed and variable components. Doing so allows the preparation of flexible budgets 
and the analysis of factory overhead controllable and volume variances. 


The Factory Overhead Flexible Budget 


The preparation of a flexible budget was described and illustrated in Chapter 22. Exhibit 6 
illustrates a flexible factory overhead budget for Western Rider Inc. for June 2012. 

Exhibit 6 indicates that the budgeted factory overhead rate for Western Rider is 
$6.00, as computed below. 


Budgeted Factory Overhead at N i 
Factoly Gverhead Rate = Budgeted Factory Overhead at Normal Capacity. 


Normal Productive Capacity 


Factory Overhead Rat ee $ d 
actory Overhead Rate = ——————————— = $6.00 per direct labor hr. 
5,000 direct labor hrs. A i, 
The normal productive capacity is expressed in terms of an activity base such as 
direct labor hours, direct labor cost, or machine hours. For Western Rider, 100% of 
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 EXHIBIT6 _ 


Factory Overhead 
Cost Budget 
: Indicating 
L Percent of normal capacity 80%) 90%] 100% | 110% 
| Units produced 5,000| 5,625| 6,250 6,875 Sere acsery 
| Direct labor hours (0.80 hr. per unit) |  4,000/ _4,500/ 5,000 5,500 Overhead Rate 


Budgeted factory overhead: 


Variable costs: in [ Pedi hi ale’ 
¢ Indirect factory wages | $ 8,000) $ 9,000 $10,000! $11,000 
Power and light | 4,000; 4,500! 5,000 


indirect materials 2,400| 2,700) ~—_-3,000 
Total variable cost $14,400, $16,200} $18,000 


Fixed costs: _ 1 A 
Supervisory salaries $ 5,500) $ 5,500 | $ 5,500 $55 
Depreciation of plant Ble [ 
and equipment 4,500 4,500) 4,500 | 


Insurance and property taxes 2,000 2,000 2,000 
Total fixed cost | $12,000, $12,000! $12,000 
Total factory overhead cost $28,200; $30,000 


i 
Factory overhead rate per direct labor hour, $30,000/5,000 hours = $6.00 


normal capacity is 5,000 direct labor hours. The budgeted factory overhead cost at 
100% of normal capacity is $30,000, which consists of variable overhead of $18,000 
and fixed overhead of $12,000. 

For analysis purposes, the budgeted factory overhead rate is subdivided into a 
variable factory overhead rate and a fixed factory overhead rate. For Western Rider, 
the variable overhead rate is $3.60 per direct labor hour, and the fixed overhead rate 
is $2.40 per direct labor hour, as computed below. 


Budgeted Variable Overhead at Normal Capacity 
Variable-Factory Overhead Rate == ————— SS 
Normal Productive Capacity 


$18,000 
Variable Factory Overhead Rate = ——————————— = $3.60 per direct labor hr. 
5,000 direct labor hrs. 


Budgeted Fixed Overhead at Normal Capacity 
FixediFactonryOverhead Rate = re ee 
Normal Productive Capacity 


$12,000 
Fixed Factory Overhead Rate = ——————————— = $2.40 per direct labor hr. 
5,000 direct labor hrs. 
To summarize, the budgeted factory overhead rates for Western Rider Inc. are 
as follows: 


Variable factory overhead rate $3.60 
Fixed factory overhead rate 2.40 
Total factory overhead rate $6.00 


As mentioned earlier, factory overhead variances can be separated into a control- 
lable variance and a volume variance as discussed in the next sections. 


Variable Factory Overhead Controllable Variance 


The variable factory overhead controllable variance is the difference between the 
actual variable overhead costs and the budgeted variable overhead for actual produc- 
tion. It is computed as shown below. 


Variable Factory Overhead Actual Budgeted 
Controllable Variance = Variable Factory Overhead — Variable Factory Overhead 
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If the actual variable overhead is less than the budgeted variable overhead, the 
variance is favorable. If the actual variable overhead exceeds the budgeted variable 
overhead, the variance is unfavorable. 

The budgeted variable factory overhead is the standard variable overhead for 
the actual units produced. It is computed as follows: 


Budgeted Variable Factory Overhead = Standard Hours for Actual Units Produced 
x Variable Factory Overhead Rate 


To illustrate, the budgeted variable overhead for Western Rider for June is $14,400, 
as computed below. 


Budgeted Variable Factory Overhead = Standard Hours for Actual Units Produced 
x Variable Factory Overhead Rate 

Budgeted Variable Factory Overhead = 4,000 direct labor hrs. x $3.60 

Budgeted Variable Factory Overhead = $14,400 


The preceding computation is based on the fact that Western Rider produced 5,000 
XL jeans, which requires a standard of 4,000 (5,000 x 0.8 hr.) direct labor hours. The 
variable factory overhead rate of $3.60 was computed earlier. Thus, the budgeted 
variable factory overhead is $14,400 (4,000 direct labor hrs. x $3.60). > 

During June, assume that Western Rider incurred the following actual factory 
overhead costs: 


Actual Costs in June 


Variable factory overhead $10,400 
Fixed factory overhead 12,000 
Total actual factory overhead $22,400 


Based on the actual variable factory overhead incurred in June, the variable factory 
overhead controllable variance is a $4,000 favorable variance, as computed below. 


Variable Factory Overhead Actual Budgeted 
Controllable Variance = Variable Factory Overhead - Variable Factory Overhead 


Variable Factory Overhead 
Controllable Variance = $10,400- $14,400 


Variable Factory Overhead 
Controllable Variance = -—$4,000 Favorable Variance 


The variable factory overhead controllable variance indicates the ability to keep 
the factory overhead costs within the budget limits. Since variable factory overhead 
costs are normally controllable at the department level, responsibility for controlling 
this variance usually rests with department supervisors. 


Example Exercise 23-3 | 


Tip Top Corp. produced 3; 000 units of rian that er ad PS Ane hours per unit. it The shea alan. bs 3 ‘ 
_ overhead cost per unit is $2.20 per hour. The actual paps baba js oes $16,850. Determine the vi jable 
factory overhead controllable variance. Koala eebrp ) tered E BEG ee ae 


Follow My Example 23-3 
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Fixed Factory Overhead Volume Variance 


Western Rider’s budgeted factory overhead is based on a 100% normal capacity of 
5,000 direct labor hours, as shown in Exhibit 6. This is the expected capacity that 
management believes will be used under normal business conditions. Exhibit 6 in- 
dicates that the 5,000 direct labor hours is less than the total available capacity of 
110%, which is 5,500 direct labor hours. 

The fixed factory overhead volume variance is the difference between the bud- 
geted fixed overhead at 100% of normal capacity and the standard fixed overhead 
for the actual units produced. It is computed as follows: 


Fixed Factory Standard Hours — Standard Hours for te 
Overhead = for100% of - — Actual Units x ae oe 
Volume Variance Normal Capacity Produced Ve eaunete 


The volume variance measures the use of fixed overhead resources (plant and 
equipment). The interpretation of an unfavorable and a favorable fixed factory over- 
head volume variance is as follows: 


1. Unfavorable fixed factory overhead variance. The actual units produced is Jess 
than 100% of normal capacity; thus, the company used its fixed overhead resources 
(plant and equipment) less than would be expected under normal operating con- 
ditions. 

2. Favorable fixed factory overhead variance. The actual units produced is more than 
100% of normal capacity; thus, the company used its fixed overhead resources 
(plant and equipment) more than would be expected under normal operating 
conditions. 


To illustrate, the volume variance for Western Rider is a $2,400 unfavorable vari- 
ance, as computed below. 


Fixed Factory Standard Hours Standard Hours for Fixed Factor 
Overhead = for 100% of - Actual Units x y 
: : Overhead Rate 
Volume Variance Normal Capacity Produced 


Overhead = 
Volume Variance 


Fixed Factory 
( labor hrs. labor hrs. 


5,000 direct 4,000 ae Rire 


Fixed Factory 
Overhead = $2,400 Unfavorable Variance 
Volume Variance 


Since Western Rider produced 5,000 XL jeans during June, the standard for the 
actual units produced is 4,000 (5,000 x 0.80) direct labor hours. This is 1,000 hours 
less than the 5,000 standard hours of normal capacity. The fixed overhead rate of 
$2.40 was computed earlier. Thus, the unfavorable fixed factory overhead volume 
variance is $2,400 (1,000 direct labor hrs. x $2.40). 

Exhibit 7 illustrates graphically the fixed factory overhead volume variance for 
Western Rider Inc. The budgeted fixed overhead does not change and is $12,000 at 
all levels of production. At 100% of normal capacity (5,000 direct labor hours), the 
standard fixed overhead line intersects the budgeted fixed costs line. For production 
levels more than 100% of normal capacity (5,000 direct labor hours), the volume 
variance is favorable. For production levels less than 100% of normal capacity (5,000 
direct labor hours), the volume variance is unfavorable. 

Exhibit 7 indicates that Western Rider’s volume variance is unfavorable in June 
because the actual production is 4,000 direct labor hours, or 80% of normal volume. 
The unfavorable volume variance of $2,400 can be viewed as the cost of the unused 


capacity (1,000 direct labor hours). 
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EXHIBIT 7 $16,000 : ; 
Graph of Fixed Western Rider Inc.'s Favorable 
ese a Se unfavorable volume 
Gremiead ; $14,000 volume variance variance 
Volume Variance 
Budgeted fixed costs 
$12,000 : 
iv 
1 Standard 
$10,000 I fixed 
y overhead 
= $8,000 ; at 100% of 
a Standard | normal 
$6,000 fixed ! capacity 
overhead 
at actual 
saute production 
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Direct Labor Hours 


An unfavorable volume variance may be due to factors such as the following: 


1. Failure to maintain an even flow of work 

2. Machine breakdowns 

3. Work stoppages caused by lack of materials or skilled labor 

4. Lack of enough sales orders to keep the factory operating at normal capacity 


Management should determine the causes of the unfavorable variance and consider 
taking corrective action. For example, a volume variance caused by an uneven flow 
of work could be remedied by changing operating procedures. Lack of sales orders 
may be corrected through increased advertising. 

Favorable volume variances may not always be desirable. For example, in an at- 
tempt to create a favorable volume variance, manufacturing managers might run the 
factory above the normal capacity. However, if the additional production cannot be 
sold, it must be stored as inventory, which would incur storage costs. 


Example Exercise 23-4 re 


: Tip Top Corp. produced 3,000 units of product that required 2.5 standard hours per unit. The standard fixed overhead 
cost per unit is $0.90 per hour at 8,000 hours, which is 100% of normal capacity. Determine the fixed factory overhead 
volume variance. 


Follow My Example 23-4 


' 
Fixed 1 Factory Cees Volume Variance = (Standard Hours for 100% of Normal Capacity - Standard Hours © 
| for Actual Units Produced) x Fixed Factory Overhead Rate — 

_ Fixed Factory Breernend Volume Variance = [8,000 hrs. — (3,000 units x 2.5 hrs.)] x $0.90 

. Fixed Factory Overhead Volume Variance = (8,000 hrs. — 7,500 hrs.) x $0.90 

Fixed Factory Overhead Volume avenee | = $450 Unfavorable Variance 

: 


eS ie Sh amc aleraya lalla, 'e ete: ANS Steels Sabres) 0/0 9, 99) ace RI6,e)s 418 8.6/8 bb Se wee alec h Gip)a'n alm vele @ib)alaia@iv Wie) .e 16s: oie 76) 4) ee n,(elaie/aierbse.wie,eialareuntare Lal ciara are terete Enea ie en eae 
aoe ese SSS RAST SEE ie Se aie e Rec a ncn 8 Ses aidln a8) €S0/ai8. 61 rwiuie)a oie cae ol sista’ eaiadelulgcarwlotes dain siea oib)sieiy at ueniua’ ai paTeleenrer le telaisi cea tahetn ave ear area eT ae 


Practice Exercises: PE 23-48, PE 23-48 
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Reporting Factory Overhead Variances 


The total factory overhead cost variance can also be determined as the sum of the fac- 
tory overhead controllable and volume variances, as shown below for Western Rider Inc. 


Variable factory overhead controllable variance -$4,000 Favorable Variance 
Fixed factory overhead volume variance 2,400 Unfavorable Variance 
Total factory overhead cost variance -$1,600 Favorable Variance 


A factory overhead cost variance report is useful to management in controlling fac- 
tory overhead costs. Budgeted and actual costs for variable and fixed factory overhead 
along with the related controllable and volume variances are reported by each cost element. 

Exhibit 8 illustrates a factory overhead cost variance report for Western Rider 
Inc. for June. 


Sauce an in Msi asia iss 
rea ea Te oer 
Sra wac wet ager ‘y 
EXHIBIT 8 
7 ; 4 ca ers 


cl Western Rider ne nia: aaa wei Factory 
L Ea 2 50} Factory Overhead Cost Variance Report : Overhead Cost 
zz For the Month Ending June 30, 2012 Variance Report 
4 Productive capacity for the month (100% of normal) 5,000 hours eae : 
5 Actual production for the month “4 000 poursen oe es aA, 
6 i 
BET po eS es or 
8 Se ee a | _(atActual | Variances 
9 — elem Actual __ Favorable [Unfavorable| 
| 10 Variable factory overhead costs: be tecgh gt | Sa 
11, __Indirectfactory wages $8,000 ___ $5,100 
42. ~+Power and light at adel 4,000) = 4,200) 
Indirect materials | 2,400 1,100 
Total variable factory J as otk sit de gerney 
Joes overhead cost. «| ~—*$14,400, $10,400 
5 Fixed factory overhead costs: es eet 17 
Supervisory salaries ae. co uy 500 _$ 5,500 | 
Depreciation of plant and _ i IAAT ZE 
equipment | nz 
Insurance and property taxes _ 
Total fixed factory 


[24 Total controllable variances _ 
: [251 
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Factory Overhead Account 


To illustrate, the applied factory overhead for Western Rider for the 5,000 XL jeans 
produced in June is $24,000, as computed below. 


Standard Hours for Actual 5 Total Factory 

Units Produced Overhead Rate 
Applied Factory Overhead = (5,000 jeans x 0.80 direct labor hr. per pair of jeans) x $6.00 
Applied Factory Over..ead = 4,000 direct labor hrs. x $6.00 = $24,000 


Applied Factory Overhead = 


The total actual factory overhead for Western Rider, as shown in Exhibit 8, was 
$22,400. Thus, the total factory overhead cost variance for Western Rider for June is 
a $1,600 favorable variance, as computed below. 
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Total Factory Overhead 


. = Actual Factory Overhead — Applied Factory Overhead 
Cost Variance 


Total Factory Overhead 


: = $22,400 — $24,000 = -$1,600 Favorable Variance 
Cost Variance 


At the end of the period, the factory overhead account normally has a balance. A debit 
balance in Factory Overhead represents underapplied overhead. Underapplied overhead 
occurs when actual factory overhead costs exceed the applied factory overhead. A credit 
balance in Factory Overhead represents overapplied overhead. Overapplied overhead 
occurs when actual factory overhead costs are less than the applied factory overhead. 

The difference between the actual factory overhead and the applied factory overhead 
is the total factory overhead cost variance. Thus, underapplied and overapplied factory 
overhead account balances represent the following total factory overhead cost variances: 


1. Underapplied Factory Overhead = Unfavorable Total Factory Overhead Cost Variance 
2. Overapplied Factory Overhead = Favorable Total Factory Overhead Cost Variance 


The factory overhead account for Western Rider Inc. for the month ending June 
30, 2012, is shown below. 


Factory Overhead . 


Actual factory overhead 22,400 24,000 Applied factory overhead 
($10,400 + $12,000) (4,000 hrs. x $6.00 per hr.) 
Bal., June 30 1,600 Overapplied factory overhead 


The $1,600 overapplied factory overhead account balance shown above and the 
favorable total factory overhead cost variance shown in Exhibit 8 are the same. 

The variable factory overhead controllable variance and the volume variance can 
be computed by comparing the factory overhead account with the budgeted total 
overhead for the actual level produced, as shown below. 


Factory Overhead 


Actual factory overhead 22,400 | Applied factory overhead 24,000 
Actual Factory Budgeted Factory Overhead Applied Factory 
Overhead for Amount Produced Overhead 
Variable factory overhead (4,000 x $3.60) $14,400 
$22,400 Fixed factory overhead 12,000 $24,000 

Total $26,400 

—$4,000 F $2,400 U 

Controllable Volume 

Variance Variance 


—$1,600 F 
Total Factory Overhead 
Cost Variance 


The controllable and volume variances are determined as follows: 


1. The difference between the actual overhead incurred and the budgeted overhead is 
the controllable variance. 


2. The difference between the applied overhead and the budgeted overhead is the vol- 
ume variance. 


If the actual factory overhead exceeds (is less than) the budgeted factory over- 
head, the controllable variance is unfavorable (favorable). In contrast, if the applied 


factory overhead is less than (exceeds) the budgeted factory overhead, the volume 
variance is unfavorable (favorable). 
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excel A spreadsheet can be used to compute the cost variances as follows: 


SUCCESS i cE 
Inputs: | | | 
| Standard Actual 
| Direct Materials | | 
Square yards _ : 7,900 7,300 
Price per square yard $ 5.00 | $ 5.50 
irect Labor 
Hours 4,000 3,850 
Rate per hour $ 9.00 | $ 10.00 
| Factory Overhead | 
Variable cost $ 10,400 . 
Fixed cost 12,000 
Variable factory overhead rate _ $ 3.60 
Fixed factory overhead rate $ 2.40 | 
Normal productive capacity (hrs.) 5,000 
utputs: 
| Direct Materials Variances _ 


Price variance 


(Actual Quantity - Standard Quantity) x Standard | 


Quantity variance =(C4-B4)*B5 | Price 
Direct materials cost variance - =SUM(B21:B22) | Sum | 


| Direct Labor Variances 
(Actual Rate per Hour - Standard Rate per Hour) x 


ad Rate variance =(C9-B9)*C8 _ Actual Hours 
(Actual Hours - Standard Hours) x Standard Rate per | 
Time variance =(C8-B8)*B9 Hour 
Direct labor cost variance =SUM(B26:B27) | Sum | 


actory Overhead Variance 
Actual Variable Factory Overhead - Budgeted 
Variable factory overhead controllable variance) =(C12-(B14*B8) | Variable Factory Overhead 


(Normal Capacity in Hours - Standard Hours for 


Fixed factory overhead volume =(B16-B8)*B15__| Actual Units) x Fixed Factory Overhead Rate | 
Factory overhead cost variance =SUM(B31:B32) | Sum | 


The spreadsheet is divided into inputs and outputs. The inputs provide the information 
needed to develop the cost variance formulas. The formulas for each variance are 
explained by the adjacent text explanation. Thus, for example, the direct materials price 
variance is determined as: 


a. (Actual Price - Standard Price) x Actual Quantity 
The formula referencing cells from the input area is: 
=(C5-B5)*C4 


The remaining formulas reference the input cells in a similar manner. 


Trylt Go to the hands-on Excel Tutor for this example! 


Recording and Reporting Variances = onal ee 


entries for 
from Sta nda rds recording standards 
in the accounts and 
prepare an income 
statement that includes 
variances from standard. 


Standard costs may be used as a management tool to control costs separately from 
the accounts in the general ledger. However, many companies include standard costs 
in their accounts. One method for doing so records standard costs and variances at 
the same time the actual product costs are recorded. 
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To illustrate, assume that Western Rider Inc. purchased, on account, the 7,300 
square yards of blue denim used at $5.50 per square yard. The standard price for 
direct materials is $5.00 per square yard. The entry to record the purchase and the 
unfavorable direct materials price variance is as follows: 


Materials (7,300 sq. yds. x $5.00) 36,500 
Direct Materials Price Variance 3,650 
Accounts Payable (7,300 sq. yds. x $5.50) 40,150 


The materials account is debited for the actual quantity purchased at the stan- 
dard price, $36,500 (7,300 square yards x $5.00). Accounts Payable is credited for 
the $40,150 actual cost and the amount due the supplier. The difference of $3,650 
is the unfavorable direct materials price variance [($5.50 — $5.00) x 7,300 sq. yds.]. 
It is recorded by debiting Direct Materials Price Variance. If the variance had been 
favorable, Direct Materials Price Variance would have been credited for the variance. 

A debit balance in the direct materials price variance account represents an un- 
favorable variance. Likewise, a credit balance in the direct materials price variance 
account represents a favorable variance. ° 

The direct materials quantity variance is recorded in a similar manner. For example, 
Western Rider Inc. used 7,300 square yards of blue denim to produce 5,000 pairs 
of XL jeans. The standard quantity of denim for the 5,000 jeans produced is 7,500 
square yards. The entry to record the materials used is as follows: 


Work in Process (7,500 sq. yds. x $5.00) 37,500 
Direct Materials Quantity Variance 1,000 
Materials (7,300 sq. yds. x $5.00) 36,500 


Work in Process is debited for $37,500, which is the standard cost of the direct 
materials required to produce 5,000 XL jeans (7,500 sq. yds. x $5.00). Materials is 
credited for $36,500, which is the actual quantity of materials used at the standard 
price (7,300 sq. yds. x $5.00). The difference of $1,000 is the favorable direct materials 
quantity variance [(7,300 sq. yds. — 7,500 sq. yds.) x $5.00]. It is recorded by credit- 
ing Direct Materials Quantity Variance. If the variance had been unfavorable, Direct 
Materials Quantity Variance would have been debited for the variance. 

A debit balance in the direct materials quantity variance account represents an 
unfavorable variance. Likewise, a credit balance in the direct materials quantity vari- 
ance account represents a favorable variance. 


Example Exercise 23-5 


_ Tip Top Corp. produced 3,000 units that require six standard pounds per unit at the $4.50 standard price per pound. 
_ The company actually used 18,500 pounds in production. Journalize the entry to record the standard direct materials 
used in production. 


Follow My Example 23-5 
Work in Process (18,000* pounds x $4.50) 81,000 


Direct Materials Quantity Variance [(18,500 pounds — 18,000 pounds) x $4.50] 
Materials (18,500 pounds x $4.50) 83,250 — 


*3,000 units x 6 pounds per unit = 18,000 standard pounds for units produced 


BORE NSURTY SOROS CSC STATE SEN 0 SCRA Ok POON Se MOOT k PACT eT IC Tear RCN Cn aPC IO i as 
PER SII GON SBIR OR 9-008 O10): R) 8 MH RLRLS iano) ai Riipl~eip olezai ural ¥fesoxelem\alta tial wi¥j ini sie) avails) s/s @ialnz alsa eye) ete raier cts Ge imuteietraienavee Ga AER Te 


_ Practice Exercises: PE 23-5A, PE 23- 


B “ 
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The journal entries to record the standard costs and variances for direct labor are 
similar to those for direct materials. These entries are summarized below. 


1. Work in Process is debited for the standard cost of direct labor. 

2. Wages Payable is credited for the actual direct labor cost incurred. 

3. Direct Labor Rate Variance is debited for an unfavorable variance and credited for a 
favorable variance. 


4. Direct Labor Time Variance is debited for an unfavorable variance and credited for 
a favorable variance. 


As illustrated in the prior section, the factory overhead account already incorpo- 
rates standard costs and variances into its journal entries. That is, Factory Overhead 
is debited for actual factory overhead and credited for applied (standard) factory 
overhead. The ending balance of factory overhead (overapplied or underapplied) is 
the total factory overhead cost variance. By comparing the actual factory overhead 
with the budgeted factory overhead, the controllable variance can be determined. 
By comparing the budgeted factory overhead with the applied factory overhead, the 
volume variance can be determined. 

When goods are completed, Finished Goods is debited and Work in Process is 
credited for the standard cost of the product transferred. 

At the end of the period, the balances of each of the variance accounts indicate 
the net favorable or unfavorable variance for the period. These variances may be 
reported in an income statement prepared for management’s use. 

Exhibit 9 is an example of an income statement for Western Rider Inc. that in- 
cludes variances. In Exhibit 9, a sales price of $28 per pair of jeans, selling expenses 
of $14,500, and administrative expenses of $11,225 are assumed. 


Western Rider Inc. 
Income Statement 
For the Month Ended June 30, 2012 


Sel (p DAS OF Bek sd eee AO Dont Steck a eee eee A ee Sea $140,000! 
Cost of goods sold—at standard. ...............0see eee ee 97,500? 
Gross profit—at Standardis.t ews. cshins. taKloe de acces $ 42,500 


Favorable Unfavorable 

Less variances from standard cost: 

Directimatentals Price =: asseseereteiela ops estwinarelateloja wis a aieros $ 3,650 

Barech matentalssqUAMCICY: cry. acini ssrerorele «jo siioie vjainocis-« $1,000 

DITECE AD Osalers earee es ie eto irele sheds ow Ste meres aue 3,850 

PVECERI A CUTRUKENIEL Te erect cree ic intecers cositeeere Gisiea ters 1,350 

Factory overhead controllable ..............0eeeeeeee 4,000 

Factory overhead Volume............ scene eee rece eee 2,400 3,550 
GUSSHOKO I acetic de ehacete viene Mice doelaZeldiolslnvaic) visto e!eie’ sin, ¢ 2/25} 004 $ 38,950 
Operating expenses: 

SelIMGQIGXPEMSESi cnt ctr esel seins ancien enn sowie cee $14,500 

Administrative expenses... 5... 2... cee cece eee e eee 11,225 254/25 
INCOME. DETOFE INCOMESAX Goes came snug oie esis se ceive aren sw ¥K0 Sais 225 


15,000 x $28 
2§37,500 + $36,000 + $24,000 (from Exhibit 2), or 5,000 x $19.50 (from Exhibit 1) 


The income statement shown in Exhibit 9 is for internal use by management. That is, 
variances are not reported to external users. Thus, the variances shown in Exhibit 9 must 
be transferred to other accounts in preparing an income statement for external users. 

In preparing an income statement for external users, the balances of the variance 
accounts are normally transferred to Cost of Goods Sold. However, if the variances are 
significant or if many of the products manufactured are still in inventory, the variances 


EXHIBIT 9 


Variance from 
Standards 
in Income 
Statement 
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should be allocated to Work in Process, Finished Goods, and Cost of Goods Sold. Such 
an allocation, in effect, converts these account balances from standard cost to actual cost. 


Example Exercise 23-6 


Prepare an income statement for the year ended December 31, 2012, through gross profit for Tip Top Corp. 
using the variance data in Example Exercises 23-1 through 23-4. Assume Tip Top sold 3,000 units at $100 
per unit. 


Follow My Example 23-6 


Tip Top Corp. 
' Income Statement through Gross Profit 
For the Year Ended December 31, 2012 


: Sales (3,000 units x $100) $300,000 
Cost of goods sold—at standard 194,250* 
| Gross profit—at standard $105,750 
' Favorable Unfavorable 

H 


: Less variances from standard cost: 


Direct materials price (EE23-1) S2 775 
| Direct materials quantity (EE23-1) $2,250 

Direct labor rate (EE23-2) 2,226 

| Direct labor time (EE23-2) 960 

Factory overhead controllable (EE23-3) 350 

' Factory overhead volume (EE23-4) 450 1,541 
Gross profit—actual $104,209 
*Direct materials (3,000 units x 6 Ibs. x $4.50) $ 81,000 

Direct labor (3,000 units x 2.5 hrs. x $12.00) 90,000 

Factory overhead [3,000 units x 2.5 hrs. x ($2.20 + $0.90)] 23,250 

' Cost of goods sold at standard $194,250 


Practice Exercises: PE 23-6A, PE 23-6B 


Describeand ©06d Non financial Performance Measures 


provide 
examples of nonfinancial 
performance measures. 


Many companies supplement standard costs and variances from standards with non- 
financial performance measures. A nonfinancial performance measure expresses 
performance in a measure other than dollars. For example, airlines use on-time per- 
formance, percent of bags lost, and number of customer complaints as nonfinancial 
performance measures. Such measures are often used to evaluate the time, quality, 
or quantity of a business activity. 

Using financial and nonfinancial performance measures aids managers and em- 
ployees in considering multiple performance objectives. Such measures often bring 
additional perspectives, such as quality of work, to evaluating performance. Some 
examples of nonfinancial performance measures include the following: 


Nonfinancial Performance Measures 


Inventory turnover 

Percent on-time delivery 

Elapsed time between a customer order and product delivery 
Customer preference rankings compared to competitors 
Response time to a service call 

Time to develop new products 

Employee satisfaction 

Number of customer complaints 


Nonfinancial measures are often linked to either the inputs or outputs of an activity 
or process. A process is a sequence of activities for performing a task. The relation- 
ship between an activity or a process and its inputs and outputs is shown below. 
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To illustrate, the counter service activity of a fast-food restaurant is used. The 
following inputs/outputs could be identified for providing customer service: 


The customer service outputs of the counter service activity include the following: 


1. Line wait for the customer 
2. Percent order accuracy in serving the customer 
3. Friendly service experience for the customer 


Some of the inputs that impact the customer service outputs include the following: 


. Number of employees 

. Employee experience 

. Employee training 

. Fryer (and other cooking equipment) reliability 
. Number of new menu items 


NWN KR WD DY 


. Fountain drink availability 


A fast-food restaurant can develop a set of linked nonfinancial performance mea- 
sures across inputs and outputs. The output measures tell management how the activ- 
ity is performing, such as keeping the line wait to a minimum. The input measures 
are used to improve the output measures. For example, if the customer line wait is 
too long, then improving employee training or hiring more employees could improve 
the output (decrease customer line wait). 


Example Exercise 23-7 wa 


The following are inputs and outputs to the baggage claim process of an airline: 


Baggage handler training 

Time customers wait for returned baggage 
Maintenance of baggage handling equipment 
Number of baggage handlers 

Number of damaged bags 

On-time flight performance 


Identify whether each is an input or output to the baggage claim process. 
Follow My Example 23-7 


Baggage handlertraining ee Input 
customers wait faletumad baggage Output 


Nai tenance of | baggage nandling Ad aus Pe input 
Number of eee Bale ae Input 
be ae Output 


Input 


ARR OLB TORRENT TRAE OREO ORG TET LEER EL YORE RO OT EO LOOT ELE TER LOD ED 


1090 Chapter 23 Performance Evaluation Using Variances from Standard Costs 


orcas 


 AtaGlance 


Describe the types of standards and how they are established. 


Key Points Standards represent performance benchmarks that can be compared to actual results in evaluating 
performance. Standards are established so that they are neither too high nor too low, but are attainable. 
Learning Outcomes Example Practice 
Exercises Exercises 


* Define ideal and normal standards and explain how they are used in 
setting standards. 


¢ Describe some of the criticisms of the use of standards. 


Si eI iS IIS at SS Se eat 


Describe and illustrate how standards are used in budgeting. 


Key Points Budgets are prepared by multiplying the standard cost per unit by the planned production. To 
measure performance, the standard cost per unit is multiplied by the actual number of units produced, and 
the actual results are compared with the standard cost at actual volumes (cost variance). 


Learning Outcomes Example Practice 


net Be $ Exercises Exercises 
* Compute the standard cost per unit of production for materials, labor, 


and factory overhead. 


* Compute the direct materials, direct labor, and factory overhead cost 
variances. 


* Prepare a budget performance report. 


Compute and interpret direct materials and direct labor variances. 


Key Points = ‘The direct materials cost variance can be separated into direct materials price and quantity variances. 
The direct labor cost variance can be separated into direct labor rate and time variances. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Compute and interpret direct materials price and quantity variances. EE23-1 PE23-1A, 23-1B 


* Compute and interpret direct labor rate and time variances. EE23-2 PE23-2A, 23-2B 


¢ Describe and illustrate how time standards are used in nonmanufac- 
turing settings. 
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Compute and interpret factory overhead controllable and volume variances. 


Key Points = The factory overhead cost variance can be separated into a variable factory overhead control- 
lable variance and a fixed factory overhead volume variance. 


Learning Outcomes Example Practice 

* Prepare a factory overhead flexible budget. ae eas 

. Compute and interpret the variable factory overhead controllable EE23-3 PE23-3A, 23-3B 
variance. 

* Compute and interpret the fixed factory overhead volume variance. EE23-4 PE23-4A, 23-4B 


Prepare a factory overhead cost variance report. 


Evaluate factory overhead variances using a T account. 


ie 


es Journalize the entries for recording standards in the accounts and prepare an income statement that 
includes variances from standard. 


| KeyPoints Standard costs and variances can be recorded in the accounts at the same time the manufactur- 

| ing costs are recorded in the accounts. Work in Process is debited at standard. Under a standard cost sys- 
tem, the cost of goods sold will be reported at standard cost. Manufacturing variances can be disclosed on 
the income statement to adjust the gross profit at standard to the actual gross profit. 


Learning Outcomes Examp le Practice 
Exercises Exercises 
* Journalize the entries to record the purchase and use of direct mate- EE23-5 PE23-5A, 23-5B 


rials at standard, recording favorable or unfavorable variances. 


* Prepare an income statement, disclosing favorable and unfavorable EE23-6 PE23-6A, 23-6B 
direct materials, direct labor, and factory overhead variances. 


ra Describe and provide examples of nonfinancial performance measures. 


Key Points Many companies use a combination of financial and nonfinancial measures in order for multiple 
perspectives to be incorporated in evaluating performance. Nonfinancial measures are often used in conjunc- 
tion with the inputs or outputs of a process or an activity. 


Learning Outcomes Example Practice 
Exercises Exercises 


* Define, provide the rationale for, and provide examples of nonfinan- 
cial performance measures. 


* Identify nonfinancial inputs and outputs of an activity. EE23-7 PE23-7A, 23-7B 
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Key Terms 
budget performance report (1071) direct materials price variance (1074) process (1088) 
budgeted variable factory direct materials quantity standard cost (1068) 

overhead (1080) variance (1074) standard cost systems (1068) 
controllable variance (1079) factory overhead cost standards (1068) 
cost variance (1071) variance report (1083) total manufacturing cost 
currently attainable standards favorable cost variance (1071) variance (1072) 

(1069) ideal standards (1069) unfavorable cost variance (1071) 
direct labor rate variance (1076) nonfinancial performance volume variance (1081) 
direct labor time variance (1077) measure (1088) 


Illustrative Problem 


Hawley Inc. manufactures woven baskets for national distribution. The standard costs for 
the manufacture of Folk Art style baskets were as follows: 


Standard Costs Actual Costs 
Direct materials 1,500 Ibs. at $35 1,600 Ibs. at $32 
Direct labor 4,800 hrs. at $11 4,500 hrs. at $11.80 
Factory overhead Rates per labor hour, based on 100% of 
normal capacity of 5,500 labor hrs.: 
Variable cost, $2.40 $12,300 variable cost 
Fixed cost, $3.50 $19,250 fixed cost 
Instructions 
1. Determine the quantity variance, price variance, and total direct materials cost vari- 


ance for the Folk Art style baskets. 


2. Determine the time variance, rate variance, and total direct labor cost variance for 
the Folk Art style baskets. 
3. Determine the controllable variance, volume variance, and total factory overhead cost 
variance for the Folk Art style baskets. 
Solution 
ie Direct Materials Cost Variance 


Quantity variance: 
Direct Materials Quantity Variance = (Actual Quantity - Standard Quantity) x Standard Price 
Direct Materials Quantity Variance = (1,600 Ibs. — 1,500 Ibs.) x $35 per Ib. 
Direct Materials Quantity Variance = $3,500 Unfavorable Variance 
Price variance: 
Direct Materials Price Variance = (Actual Price - Standard Price) x Actual Quantity 
Direct Materials Price Variance = ($32 per Ib. - $35 per Ib.) x 1,600 Ibs. 
Direct Materials Price Variance = —$4,800 Favorable Variance 
Total direct materials cost variance: 
Direct Materials Cost Variance = Direct Materials Quantity Variance + Direct Materials Price Variance 
Direct Materials Cost Variance = $3,500 + ($4,800) 
Direct Materials Cost Variance = —-$1,300 Favorable Variance 


ee ee ne ene ee eee ee 
‘ i i 
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Direct Labor Cost Variance 


Time variance: 
Direct Labor Time Variance = (Actual Direct Labor Hours — Standard Direct Labor Hours) x 
Standard Rate per Hour 
Direct Labor Time Variance = (4,500 hrs. — 4,800 hrs.) x $11 per hour 
Direct Labor Time Variance = —-$3,300 Favorable Variance 


Rate variance: 
Direct Labor Rate Variance = (Actual Rate per Hour — Standard Rate per Hour) x Actual Hours 
Direct Labor Rate Variance = ($11.80 — $11.00) x 4,500 hrs. 
Direct Labor Rate Variance = $3,600 Unfavorable Variance 


Total direct labor cost variance: 
Direct Labor Cost Variance = Direct Labor Time Variance + Direct Labor Rate Variance 
Direct Labor Cost Variance = ($3,300) + $3,600 
Direct Labor Cost Variance = $300 Unfavorable Variance 


Factory Overhead Cost Variance 


Variable factory overhead controllable variance: 
Variable Factory Overhead 
Controllable Variance 
Variable Factory Overhead 
Controllable Variance 
Variable Factory Overhead 
Controllable Variance 
*4,800 hrs. x $2.40 per hour 


= Actual Variable Factory Overhead — Budgeted Variable Factory Overhead 
= $12,300 - $11,520* 


= $780 Unfavorable Variance 


Fixed factory overhead volume variance: 
Fixed Factory 
Overhead Volume = ( 
Variance 
Fixed Factory 
Overhead Volume = (5,500 hrs. — 4,800 hrs.) x $3.50 per hr. 
Variance 
Fixed Factory 
Overhead Volume = $2,450 Unfavorable Variance 
Variance 


Standard Hours for 100% Standard Hours for Fixed Factory 
of Normal Capacity Actual Units Produced / Overhead Rate 


Total factory overhead cost variance: 
Factory Overhead _ Variable Factory Overhead _ Fixed Factory Overhead 


Cost Variance — Controllable Variance Volume Variance 
Factory Overiiead =~ $780 + $2,450 

Cost Variance 
Factory Overhead 


; = $3,230 Unfavorable Variance 
Cost Variance 
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Discussion Questions 


What are the basic objectives in the use of standard 
costs? 


What is meant by reporting by the “principle of 
exceptions,” as the term is used in reference to 
cost control? 


a. What are the two variances between the actual 
cost and the standard cost for direct materials? 


b. Discuss of these 


variances. 


some possible causes 


The materials cost variance report for Nickols Inc. 
indicates a large favorable materials price variance 
and a significant unfavorable materials quantity 
variance. What might have caused these offsetting 
variances? 


a. What are the two variances between the actual 
cost and the standard cost for direct labor? 


b. Who generally has control over the direct labor 
cost? 


10. 
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A new assistant controller recently was heard to 
remark: “All the assembly workers in this plant 
are covered by union contracts, so there should 
be no labor variances.” Was the controller’s remark 
correct? Discuss. 


Would the use of standards be appropriate in a 
nonmanufacturing setting, such as a fast-food res- 
taurant? 


a. Describe the two variances between the actual 
costs and the standard costs for factory overhead. 


b. What is a factory overhead cost variance 
report? 


If variances are recorded in the accounts at the 
time the manufacturing costs are incurred, what 
does a debit balance in Direct Materials Price Vari- 
ance represent? 


Briefly explain why firms might use nonfinancial 
performance measures. 
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Practice Exercises 


Learning 
Objectives 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.4 


OBJ.4 


OBJ.4 


OBJ.4 


Example 
Exercises 


OBJ.3 EE23-1 p 1076 


EE 23-1 


EE 23-2 


EE 23-2 


EE 23-3 


EE 23-3 


EE 23-4 


EE 23-4 


p. 1076 


p. 1078 


p. 1078 


p. 1080 


p. 1080 


p. 1082 


p. 1082 


PE 23-1A Direct materials variances 


Primm Company produces a product that requires four standard gallons per unit. The 
standard price is $24.50 per gallon. If 2,500 units required 10,600 gallons, which were 
purchased at $23.75 per gallon, what is the direct materials (a) price variance, (b) quantity 
variance, and (c) cost variance? 


PE 23-1B Direct materials variances 


Young Company produces a product that requires five standard pounds per unit. The 
standard price is $0.90 per pound. If 500 units required 2,350 pounds, which were pur- 
chased at $1.10 per pound, what is the direct materials (a) price variance, (b) quantity 
variance, and (c) cost variance? 


PE 23-2A Direct labor variances 


Primm Company produces a product that requires three standard hours per unit at a 
standard hourly rate of $20 per hour. If 2,500 units required 7,900 hours at an hourly 
rate of $21.50 per hour, what is the direct labor (a) rate variance, (b) time variance, and 
(c) cost variance? 


PE 23-2B Direct labor variances 

Young Company produces a product that requires 2.5 standard hours per unit at a standard 
hourly rate of $9 per hour. If 500 units required 1,200 hours at an hourly rate of $8.75 per 
hour, what is the direct labor (a) rate variance, (b) time variance, and (c) cost variance? 


PE 23-3A_ Factory overhead controllable variance 

Primm Company produced 2,500 units of product that required three standard hours per 
unit. The standard variable overhead cost per unit is $2.50 per hour. The actual variable fac- 
tory overhead was $19,050. Determine the variable factory overhead controllable variance. 


PE 23-3B_ Factory overhead controllable variance 

Young Company produced 500 units of product that required 2.5 standard hours per unit. 
The standard variable overhead cost per unit is $0.70 per hour. The actual variable fac- 
tory overhead was $840. Determine the variable factory overhead controllable variance. 


PE 23-4A_ Factory overhead volume variance 

Primm Company produced 2,500 units of product that required three standard hours per 
unit. The standard fixed overhead cost per unit is $1.30 per hour at 7,000 hours, which 
is 100% of normal capacity. Determine the fixed factory overhead volume variance. 


PE 23-4B_ Factory overhead volume variance 

Young Company produced 500 units of product that required 2.5 standard hours per unit. 
The standard fixed overhead cost per unit is $0.30 per hour at 1,500 hours, which is 100% 
of normal capacity. Determine the fixed factory overhead volume variance. 
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Learning Example 
Objectives Exercises 


OBJ.5 EE23-5 p. /086 


OBJ.5 EE23-5 p 1(86 


OBJ.5 EE23-6 p. 1088 


OBJ.5 EE23-6 p. 1088 


OBJ.6 EE23-7 p. 1089 


OBJ.6 EE 23-7 p. 1089 


PE 23-5A Standard cost journal entries 

Primm Company produced 2,500 units that require four standard gallons per unit at $24.50 
standard price per gallon. The company actually used 10,600 gallons in production. Jour- 
nalize the entry to record the standard direct materials used in production. 


PE 23-5B Standard cost journal entries 

Young Company produced 500 units that require five standard pounds per unit at $0.90 
standard price per pound. The company actually used 2,350 pounds in production. Jour- 
nalize the entry to record the standard direct materials used in production. 


PE 23-6A_ Income statement with variances 

Prepare a 2012 income statement through gross profit for Primm Company using the 
variance data in Practice Exercises 23-1A, 23-2A, 23-3A, and 23-4A. Assume Primm sold 
2,500 units at $320 per unit. 


PE 23-6B Income statement with variances 


Prepare a 2012 income statement through gross profit for Young Company using the 
variance data in Practice Exercises 23-1B, 23-2B, 23-3B, and 23-4B. Assume Young sold 
500 units at $82 per unit. 


PE 23-7A_ Activity inputs and outputs 
The following are inputs and outputs to the copying process of a copy shop: 


Number of pages copied per hour 
Number of customer complaints 
Number of times paper supply runs out 
Number of employee errors 

Copy machine downtime (broken) 
Percent jobs done on time 


Identify whether each is an input or output to the copying process. 


PE 23-7B Activity inputs and outputs 

The following are inputs and outputs to the cooking process of a restaurant: 
Number of unexpected cook absences 

Number of server order mistakes 

Percent of meals prepared on time 

Number of times ingredients are missing 

Number of customer complaints 

Number of hours kitchen equipment is down for repairs 


Identify whether each is an input or output to the cooking process. 


OBJ.2 


EX 23-1 Standard direct materials cost per unit 


Geneva Chocolate Company produces chocolate bars. The primary materials used in 
producing chocolate bars are cocoa, sugar, and milk. The standard costs for a batch of 
chocolate (5,000 bars) are as follows: 


Ingredient Quantity Price 
Cocoa 510 Ibs. $0.70 per Ib. 
Sugar 150 Ibs. $1.18 per lb. 
Milk 120 gal. $1.80 per gal. 


Determine the standard direct materials cost per bar of chocolate. 


OBJ. 2 


OBJ.2 


v b. Direct labor cost 
variance, $700 F 


OBJ.3 


Y a. Price variance, 
$2,155 U 


OBJ.3 


¥ Quantity variance, 
$258 U 
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EX 23-2 Standard product cost 


Cumberland Furniture Company manufactures unfinished oak furniture. Cumberland uses 
a standard cost system. The direct labor, direct materials, and factory overhead standards 
for an unfinished dining room table are as follows: 


Direct labor: standard rate $16.00 per hr. 
standard time per unit 1.8 hrs. 

Direct materials (oak): standard price $12.50 per bd. ft. 
standard quantity 17 bd. ft. 


Variable factory overhead: 
Fixed factory overhead: 


standard rate 
standard rate 


$2.40 per direct labor hr. 
$1.10 per direct labor hr. 


a. Determine the standard cost per dining room table. 


, <£ N7hy would Cumberland use a standard cost system? 


EX 23-3 Budget performance report 


PET Bottle Company (PBC) manufactures plastic two-liter bottles for the beverage industry. 
The cost standards per 100 two-liter bottles are as follows: 


Standard Cost 
per 100 Two-Liter 
Cost Category Bottles 
Direct labor $1.32 
Direct materials 5.34 
Factory overhead 0.34 
Total $7.00 


At the beginning of March, PBC management planned to produce 450,000 bottles. The 
actual number of bottles produced for March was 500,000 bottles. The actual costs for 
March of the current year were as follows: 


Actual Cost for the 


Cost Category Month Ended March 31, 2012 
Direct labor $ 5,900 
Direct materials 25,300 
Factory overhead 1,900 
Total $33,100 


a. Prepare the March manufacturing standard cost budget (direct labor, direct materials, 
and factory overhead) for PBC, assuming planned production. 


b. Prepare a budget performance report for manufacturing costs, showing the total cost 
variances for direct materials, direct labor, and factory overhead for March. 


c «idiom Thterpret the budget performance report. 


EX 23-4 Direct materials variances 
The following data relate to the direct materials cost for the production of 2,000 auto- 
mobile tires: 


$88,355 
$88,200 


Actual: 
Standard: 


43,100 lbs. at $2.05 
44,100 lbs. at $2.00 


a. Determine the price variance, quantity variance, and total direct materials cost variance. 
b. iii To whom should the variances be reported for analysis and control? 


EX 23-5 Direct materials variances 

MyTime, Inc., produces electronic timepieces. The company uses mini-LCD displays for its 
products. Each timepiece uses one display. The company produced 540 timepieces dur- 
ing October. However, due to LCD defects, the company actually used 570 LCD displays 
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OBJ. 2,3 


OBJ. 2,3 


OBJ.3 


V a. Rate variance, 
$1,035 F 


OBJ. 3,5 


VY a. Time variance, 
$284 U 


during October. Each display has a standard cost of $8.60. Five hundred seventy LCD 
displays were purchased for October production at a cost of $4,560. 


Determine the price variance, quantity variance, and total direct materials cost vari- 
ance for October. 


EX 23-6 Standard direct materials cost per unit from variance data 


The following data relating to direct materials cost for November of the current year are 
taken from the records of Tot Toys Inc., a manufacturer of plastic toys: 


Quantity of direct materials used 2,000 Ibs. 
Actual unit price of direct materials $2.40 per Ib. 
Units of finished product manufactured 460 units 
Standard direct materials per unit of finished product 4 lbs. 
Direct materials quantity variance—unfavorable $500 
Direct materials price variance—favorable $1,450 


Determine the standard direct materials cost per unit of finished product, assuming that 
there was no inventory of work in process at either the beginning or the end of the month. 


EX 23-7 Standard product cost, direct materials variance 


H.J. Heinz Company uses standards to control its materials costs. Assume that a batch of 
ketchup (1,500 pounds) has the following standards: 


Standard Quantity Standard Price 


Whole tomatoes 2,400 Ibs. $0.45 per lb. 
Vinegar 160 gal. 2.75 per gal. 
Corn syrup 14 gal. 10.00 per gal. 
Salt 62 Ibs. 2.50 per Ib. 


The actual materials in a batch may vary from the standard due to tomato characteristics. 
Assume that the actual quantities of materials for batch K-54 were as follows: 


2,540 Ibs. of tomatoes 
164 gal. of vinegar 
13 gal. of corn syrup 
60 Ibs. of salt 


a. Determine the standard unit materials cost per pound for a standard batch. 


b. Determine the direct materials quantity variance for batch K-54. 


EX 23-8 Direct labor variances 


The following data relate to labor cost for production of 5,500 cellular telephones: 


Actual: 3,450 hrs. at $16.40 $56,580 
Standard: 3,390 hrs. at $16.70 $56,613 


a. Determine the rate variance, time variance, and total direct labor cost variance. 


b. =m Discuss what might have caused these variances. 


EX 23-9 Direct labor variances 


Provence Bicycle Company manufactures road bikes. The following data for September 
of the current year are available: 


Quantity of direct labor used 650 hrs. 
Actual rate for direct labor $14.00 per hr. 
Bicycles completed in September 280 
Standard direct labor per bicycle 22a hn. 


Standard rate for direct labor $14.20 per hr. 


OBJ.3 


V a. Cutting 
Department rate 
variance, $700 
favorable 


OBJ.3 
V a. $960 


OBJ. 2,3 


OBJ.3 


V Direct materials 
quantity variance, 
$300 U 
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a. Determine the direct labor rate and time variances. 
b. How much direct labor should be debited to Work in Process? 


EX 23-10 Direct labor variances 


The New Day Clothes Company produced 18,000 units during June of the current year. 
The Cutting Department used 3,500 direct labor hours at an actual rate of $11.80 per 
hour. The Sewing Department used 5,800 direct labor hours at an actual rate of $12.15 
per hour. Assume there were no work in process inventories in either department at the 
beginning or end of the month. The standard labor rate is $12.00. The standard labor time 
for the Cutting and Sewing departments is 0.19 hour and 0.33 hour per unit, respectively. 


a. Determine the direct labor rate and time variance for the (1) Cutting Department and 
(2) Sewing Department. 


b. «iii Thterpret your results . 


EX 23-11 Direct labor standards for nonmanufacturing expenses 


Good Samaritan Hospital began using standards to evaluate its Admissions Department. 
The standard was broken into two types of admissions as follows: 


Standard Time to Complete 
Admission Record 


Unscheduled admission 40 min. 
Scheduled admission 10 min. 


Type of Admission 


The unscheduled admission took longer, since name, address, and insurance infor- 
mation needed to be determined at the time of admission. Information was collected on 
scheduled admissions prior to the admissions, which was less time consuming. 

The Admissions Department employs two full-time people (40 productive hours per 
week, with no overtime) at $12 per hour. For the most recent week, the department 
handled 60 unscheduled and 210 scheduled admissions. 


a. How much was actually spent on labor for the week? 
b. What are the standard hours for the actual volume for the week? 


c. Calculate a time variance, and report how well the department performed for the week. 


EX 23-12 Direct labor standards for nonmanufacturing operations 
One of the operations in the United States Postal Service is a mechanical mail sorting opera- 
tion. In this operation, letter mail is sorted at a rate of one letter per second. The letter 
is mechanically sorted from a three-digit code input by an operator sitting at a keyboard. 
The manager of the mechanical sorting operation wishes to determine the number of 
temporary employees to hire for December. The manager estimates that there will be an 
additional 35,100,000 pieces of mail in December, due to the upcoming holiday season. 
Assume that the sorting operators are temporary employees. The union contract re- 
quires that temporary employees be hired for one month at a time. Each temporary 
employee is hired to work 150 hours in the month. 


a. How many temporary employees should the manager hire for December? 


b. If each employee earns a standard $16 per hour, what would be the labor time vari- 
ance if the actual number of letters sorted in December was 34,020,000? 


EX 23-13 Direct materials and direct labor variances 


At the beginning of June, Marshall Printing Company budgeted 16,000 books to be printed 
in Tune at standard direct materials and direct labor costs as follows: 


Direct materials $24,000 
Direct labor 8,000 
Total $32,000 
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OBJ.4 


¥ Total factory 
overhead, 12,000 
hrs., $218,760 


OBJ.4 


OBJ. 4 


V Volume variance, 
$7,125 U 


The standard materials price is $0.75 per pound. The standard direct labor rate is 
$12.50 per hour. At the end of June, the actual direct materials and direct labor costs 


were as follows: 


Actual direct materials $21,300 
Actual direct labor 6,800 
Total $28,100 


There were no direct materials price or direct labor rate variances for June. In addition, 
assume no changes in the direct materials inventory balances in June. Marshall Printing 
Company actually produced 14,000 units during June. 

Determine the direct materials quantity and direct labor time variances. 


EX 23-14 Flexible overhead budget 


Carson Wood Products Company prepared the following factory overhead cost budget for 
the Press Department for April 2012, during which it expected to require 10,000 hours 
of productive capacity in the department: 


Variable overhead cost: 


Indirect factory labor $83,000 
Power and light 3,800 
Indirect materials 28,000 
Total variable cost $114,800 
Fixed overhead cost: 
Supervisory salaries $40,000 
Depreciation of plant and equipment 25,000 
Insurance and property taxes 16,000 
Total fixed cost 81,000 
Total factory overhead cost $195,800 


Assuming that the estimated costs for May are the same as for April, prepare a flexible 
factory overhead cost budget for the Press Department for May for 8,000, 10,000, and 
12,000 hours of production. 


EX 23-15 Flexible overhead budget 

Van Dyck Company has determined that the variable overhead rate is $3.90 per direct 
labor hour in the Fabrication Department. The normal production capacity for the Fab- 
rication Department is 14,000 hours for the month. Fixed costs are budgeted at $72,800 
for the month. 


a. Prepare a monthly factory overhead flexible budget for 13,000, 14,000, and 15,000 
hours of production. 


b. How much overhead would be applied to production if 15,000 hours were used in 
the department during the month? 


EX 23-16 Factory overhead cost variances 
The following data relate to factory overhead cost for the production of 4,000 computers: 


Actual: Variable factory overhead $130,000 
Fixed factory overhead 30,875 
Standard: 5,000 hrs. at $32 160,000 


If productive capacity of 100% was 6,500 hours and the factory overhead cost bud- 
geted at the level of 5,000 standard hours was $167,125, determine the variable factory 
overhead controllable variance, fixed factory overhead volume variance, and total factory 
overhead cost variance. The fixed factory overhead rate was $4.75 per hour. 


OBJ.4 
¥ a. $11,750 F 


OBJ. 4 


OBJ.4 


V Net controllable 
variance, $250 F 
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EX 23-17. Factory overhead cost variances 


Casual Comfort Textiles Corporation began January with a budget for 30,000 hours of 
production in the Weaving Department. The department has a full capacity of 40,000 
hours under normal business conditions. The budgeted overhead at the planned volumes 
at the beginning of January was as follows: 


Variable overhead $124,500 
Fixed overhead 62,000 
Total $186,500 


The actual factory overhead was $178,900 for January. The actual fixed factory over- 
head was as budgeted. During January, the Weaving Department had standard hours at 
actual production volume of 31,000 hours. 


a. Determine the variable factory overhead controllable variance. 


b. Determine the fixed factory overhead volume variance. 


EX 23-18 Factory overhead variance corrections 


The data related to Elite Sporting Goods Company’s factory overhead cost for the produc- 
tion of 50,000 units of product are as follows: 


Actual: Variable factory overhead $218,900 
Fixed factory overhead 157,500 
Standard: 76,000 hrs. at $5.00 ($2.90 for variable factory overhead) 380,000 


Productive capacity at 100% of normal was 75,000 hours, and the factory overhead 
cost budgeted at the level of 76,000 standard hours was $377,900. Based on these data, 
the chief cost accountant prepared the following variance analysis: 


Variable factory overhead controllable variance: 


Actual variable factory overhead cost incurred $218,900 
Budgeted variable factory overhead for 76,000 hours 220,400 
Variance—favorable -—$1,500 
Fixed factory overhead volume variance: 
Normal productive capacity at 100% 75,000 hrs. 
Standard for amount produced 76,000 
Productive capacity not used 1,000 hrs. 
Standard variable factory overhead rate x $5.00 
Variance—unfavorable _5,000 
Total factory overhead cost variance—unfavorable $3,500 


Identify the errors in the factory overhead cost variance analysis. 


EX 23-19 Factory overhead cost variance report 


Medical Molded Products Inc. prepared the following factory overhead cost budget for 
the Trim Department for March 2012, during which it expected to use 10,000 hours for 
production: 


Variable overhead cost: 


Indirect factory labor $29,000 
Power and light 7,500 
Indirect materials 13,000 
Total variable cost $ 49,500 
Fixed overhead cost: 
Supervisory salaries $34,100 
Depreciation of plant and equipment 24,800 
Insurance and property taxes 22,100 
Total fixed cost 81,000 


Total factory overhead cost $130,500 
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Medical Molded Products has available 15,000 hours of monthly productive capacity in 
the Trim Department under normal business conditions. During March, the Trim Depart- 
ment actually used 11,000 hours for production. The actual fixed costs were as budgeted. 
The actual variable overhead for March was as follows: 


Actual variable factory overhead cost: 


Indirect factory labor $31,100 
Power and light 8,100 
Indirect materials 15,000 

Total variable cost $54,200 


Construct a factory overhead cost variance report for the Trim Department for March. 


OBJ.5 EX 23-20 Recording standards in accounts 

Gemini Manufacturing Company incorporates standards in its accounts and identifies vari- 

ances at the time the manufacturing costs are incurred. Journalize the entries to record 

the following transactions: 

a. Purchased 1,700 units of copper tubing on account at $68.90 per unit. The standard 
price is $65.00 per unit. 

b. Used 1,000 units of copper tubing in the process of manufacturing 140 air conditioners. 
Eight units of copper tubing are required, at standard, to produce one air conditioner. 


OBJ.5 EX 23-21 Recording standards in accounts 


The Assembly Department produced 2,000 units of product during June. Each unit required 
1.75 standard direct labor hours. There were 3,800 actual hours used in the Assembly 
Department during June at an actual rate of $14.60 per hour. The standard direct labor 
rate is $15 per hour. Assuming direct labor for a month is paid on the fifth day of the 
following month, journalize the direct labor in the Assembly Department on June 30. 


OBJ.5 EX 23-22 Income statement indicating standard cost variances 


V Income before The following data were taken from the records of Gentry Company for December 2012: 

income tax, $61,200 
Administrative expenses § 72,000 
Cost of goods sold (at standard) 390,000 
Direct materials price variance—unfavorable 1,200 
Direct materials quantity variance—favorable 400 
Direct labor rate variance—favorable 800 
Direct labor time variance—unfavorable 350 
Variable factory overhead controllable variance—favorable 150 
Fixed factory overhead volume variance—unfavorable 2,200 
Interest expense 2,100 
Sales 620,000 
Selling expenses 92,300 


Prepare an income statement for presentation to management. 


OBJ.6 EX 23-23 Nonfinancial performance measures 


Ace, Inc., is an Internet retailer of golf equipment. Customers order golf equipment from 
the company, using an online catalog. The company processes these orders and delivers 
the requested product from its warehouse. The company wants to provide customers 
with an excellent purchase experience in order to expand the business through favorable 
word-of-mouth advertising and to drive repeat business. To help monitor performance, 


the company developed a set of performance measures for its order placement and de- 
livery process. 


OBJ. 6 
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Average computer response time to customer “clicks” 

Dollar amount of returned goods 

Elapsed time between customer order and product delivery 
Maintenance dollars divided by hardware investment 

Number of customer complaints divided by the number of orders 
Number of misfilled orders divided by the number of orders 
Number of orders per warehouse employee 

Number of page faults or errors due to software programming errors 
Number of software fixes per week 

Server (computer) downtime 

Training dollars per programmer 


a. For each performance measure, identify it as either an input or output measure related 
to the “order placement and delivery” process. 


b. Provide an explanation for each performance measure. 


EX 23-24 Nonfinancial performance measures 


Lake Area College wishes to monitor the efficiency and quality of its course registration 
process. 


a. Identify three input and three output measures for this process. 


b. Why would Lake Area College use nonfinancial measures for monitoring this process? 


Problems Series A 


OBJ. 2,3 


¥ c. Direct labor time 
variance, $2,900 U 


OBJ. 1, 2,3 


V 1. a. Direct 
materials quantity 
variance, $350 F 


PR 23-1A_ Direct materials and direct labor variance analysis 

Oasis Faucet Company manufactures faucets in a small manufacturing facility. The faucets 
are made from zinc. Manufacturing has 50 employees. Each employee presently provides 
36 hours of labor per week. Information about a production week is as follows: 


Standard wage per hr. $14.50 
Standard labor time per faucet 12 min. 
Standard number of lbs. of zinc 1.8 Ibs. 
Standard price per lb. of zinc $12.00 
Actual price per Ib. of zinc Siie75 
Actual lbs. of zinc used during the week 15,100 Ibs. 
Number of faucets produced during the week 8,000 
Actual wage per hr. $15.10 
Actual hrs. per week 1,800 hrs. 


Instructions 


Determine (a) the standard cost per unit for direct materials and direct labor; (b) the 
price variance, quantity variance, and total direct materials cost variance; and (c) the rate 
variance, time variance, and total direct labor cost variance. 


PR 23-2A_ Flexible budgeting and variance analysis 


Belgian Chocolate Company makes dark chocolate and light chocolate. Both products 
require cocoa and sugar. The following planning information has been made available: 


Standard Amount per Case 
Dark Chocolate Light Chocolate Standard Price per Pound 


Cocoa 10 Ibs. 7 Ibs. $4.50 
Sugar 8 Ibs. 12 Ibs. 0.65 
Standard labor time 0.35 hr. 0.40 hr. 

Dark Chocolate Light Chocolate 
Planned production 4,200 cases 10,500 cases 


Standard labor rate $14.50 per hr. $14.50 per hr. 
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OBJ. 3,4 


¥ c. Controllable 
variance, $260 F 


ee 
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OBJ.4 


¥ Controllable 
variance, $280 U 


Belgian Chocolate does not expect there to be any beginning or ending inventories 
of cocoa or sugar. At the end of the budget year, Belgian Chocolate had the following 
actual results: 


Dark Chocolate Light Chocolate 
Actual production (cases) 4,000 11,000 
Actual Price per Pound Actual Pounds Purchased and Used 
Cocoa $4.60 117,500 
Sugar 0.60 160,000 
Actual Labor Rate Actual Labor Hours Used 

Dark chocolate $13.90 per hr. 1,270 

Light chocolate 14.90 per hr. 4,500 


Instructions 
1. Prepare the following variance analyses for both chocolates and total, based on the 
actual results and production levels at the end of the budget year: 


a. Direct materials price, quantity, and total variance. 
b. Direct labor rate, time, and total variance. 


2. —<Z-  \/hy are the standard amounts in part (1) based on the actual production for 
the year instead of the planned production for the year? 


PR 23-3A Direct materials, direct labor, and factory overhead cost variance analysis 
Specialty Polymers, Inc., processes a base chemical into plastic. Standard costs and actual 
costs for direct materials, direct labor, and factory overhead incurred for the manufacture 
of 19,000 units of product were as follows: 


Standard Costs Actual Costs 
Direct materials 2,500 Ibs. at $8.10 2,440 Ibs. at $8.30 
Direct labor 3,800 hrs. at $17.50 3,750 hrs. at $17.68 
Factory overhead Rates per direct labor hr., 


based on 100% of normal 
capacity of 3,900 direct 


labor hrs.: 
Variable cost, $2.20 $8,100 variable cost 
Fixed cost, $3.50 $13,650 fixed cost 


Each unit requires 0.2 hour of direct labor. 


Instructions 


Determine (a) the price variance, quantity variance, and total direct materials cost variance; 
(b) the rate variance, time variance, and total direct labor cost variance; and (c) variable 
factory overhead controllable variance, the fixed factory overhead volume variance, and 
total factory overhead cost variance. 


PR 23-4A_ Standard factory overhead variance report 


Tiger Equipment Inc., a manufacturer of construction equipment, prepared the following 
factory overhead cost budget for the Welding Department for May 2012. The company 
expected to operate the department at 100% of normal capacity of 7,000 hours. 


Variable costs: 


Indirect factory wages $22,050 
Power and light 12,600 
Indirect materials 10,500 


Total variable cost $45,150 


OBJ. 3, 6 
¥ 3.$1,120 U 
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Fixed costs: 
Supervisory salaries $12,000 
Depreciation of plant and equipment 31,450 
Insurance and property taxes 9,750 
Total fixed cost 53,200 
Total factory overhead cost $98,350 


During May, the department operated at 7,400 standard hours, and the factory overhead 
costs incurred were indirect factory wages, $23,580; power and light, $13,120; indirect 
materials, $11,310; supervisory salaries, $12,000; depreciation of plant and equipment, 
$31,450; and insurance and property taxes, $9,750. 


Instructions 


Prepare a factory overhead cost variance report for May. To be useful for cost control, 
the budgeted amounts should be based on 7,400 hours. 


PR 23-5A Standards for nonmanufacturing expenses 


Diamond Software, Inc., does software development. One important activity in software devel- 
opment is writing software code. The manager of the WordPro Development Team determined 
that the average software programmer could write 40 lines of code in an hour. The plan for 
the first week in May called for 6,200 lines of code to be written on the WordPro product. 
The WordPro Team has four programmers. Each programmer is hired from an employment 
firm that requires temporary employees to be hired for a minimum of a 40-hour week. Pro- 
grammers are paid $25.00 per hour. The manager offered a bonus if the team could generate 
more lines for the week, without overtime. Due to a project emergency, the programmers 
wrote more code in the first week of May than planned. The actual amount of code written 
in the first week of May was 7,200 lines, without overtime. As a result, the bonus caused the 
average programmer’s hourly rate to increase to $32.00 per hour during the first week in May. 


Instructions 

1. If the team generated 6,200 lines of code according to the original plan, what would 
have been the labor time variance? 

2. What was the actual labor time variance as a result of generating 7,200 lines of code? 

3. What was the labor rate variance as a result of the bonus? 


4, <li Nre there any performance-related issues that the labor time and rate vari- 
ances fail to consider? Explain. 


5. The manager is trying to determine if a better decision would have been to hire a 
temporary programmer to meet the higher programming demand in the first week 
of May, rather than paying out the bonus. If another employee was hired from the 
employment firm, what would have been the labor time variance in the first week? 


6. «iii NXT ich decision is better, paying the bonus or hiring another programmer? 


Problems Series B 


OBJ. 2,3 


v c. Rate variance, 
$420 F 


PR 23-1B Direct materials and direct labor variance analysis 


Heart Dress Co. manufactures dresses in a small manufacturing facility. Manufacturing 
has 20 employees. Each employee presently provides 35 hours of productive labor per 
week. Information about a production week is as follows: 


Standard wage per hr. $10.60 
Standard labor time per dress 15 min. 
Standard number of yds. of fabric per dress 4.0 yds. 
Standard price per yd. of fabric $2.90 
Actual price per yd. of fabric $3.05 
Actual yds. of fabric used during the week 14,200 yds. 
Number of dresses produced during the week 3,500 
Actual wage per hr. $10.00 


Actual hrs. per week 700 hrs. 
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Instructions 

Determine (a) the standard cost per dress for direct materials and direct labor; (b) the 
price variance, quantity variance, and total direct materials cost variance; and (c) the rate 
variance, time variance, and total direct labor cost variance. 


PR 23-2B_ Flexible budgeting and variance analysis 


Yukon Coat Company makes women’s and men’s coats. Both products require filler and 
lining material. The following planning information has been made available: 


Standard Amount per Unit 


Women’s Coats Men’s Coats Standard Price per Unit 
Filler 2.2 Ibs. 3.5 Ibs. $1.00 
Liner 5.5 yds. 8.0 yds. 6.50 
Standard labor time 0.30 hr. 0.40 hr. 
Women’s Coats Men’s Coats 
Planned production 3,000 units 5,000 units 
Standard labor rate $12.50 per hr. $11.00 per hr. 


Yukon Coat does not expect there to be any beginning or ending inventories of filler 
and lining material. At the end of the budget year, Yukon Coat experienced the follow- 
ing actual results: 


Women’s Coats Men’s Coats 
Actual production 3,200 4,900 
Actual Price per Unit Actual Quantity Purchased and Used 
Filler $0.90 per Ib. 24,800 
Liner 6.75 per yd. 56,500 
Actual Labor Rate Actual Labor Hours Used 
Women's Coats $12.70 per hr. 1,000 
Men's Coats 11.20 per hr. 1,900 


The expected beginning inventory and desired ending inventory were realized. 


Instructions 


1. Prepare the following variance analyses for each coat and total, based on the actual 
results and production levels at the end of the budget year: 


a. Direct materials price, quantity, and total variance. 
b. Direct labor rate, time, and total variance. 


2, uaa “Thy are the standard amounts in part (1) based on the actual production at 
the end of the year instead of the planned production at the beginning of the year? 


PR 23-3B Direct materials, direct labor, and factory overhead cost variance analysis 


Roadmaster Tire Co. manufactures automobile tires. Standard costs and actual costs for 


direct materials, direct labor, and factory overhead incurred for the manufacture of 5,500 
tires were as follows: 


Standard Costs Actual Costs 
Direct materials 82,000 Ibs. at $5.10 82,600 Ibs. at $5.25 
Direct labor 1,650 hrs. at $17.50 1,620 hrs. at $17.40 
Factory overhead Rates per direct labor hr., 


based on 100% of normal 
capacity of 1,500 direct 


labor hrs.: 
Variable cost, $3.10 $5,000 variable cost 
Fixed cost, $4.90 $7,350 fixed cost 


Each tire requires 0.30 hour of direct labor. 


OBJ. 4 


V Controllable 
variance, $950 F 
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Instructions 


Determine (a) the price variance, quantity variance, and total direct materials cost variance; 
(b) the rate variance, time variance, and total direct labor cost variance; and (c) variable 
factory overhead controllable variance, the fixed factory overhead volume variance, and 
total factory overhead cost variance. 


PR 23-4B Standard factory overhead variance report 


Star Medical, Inc., a manufacturer of disposable medical supplies, prepared the following 
factory overhead cost budget for the Assembly Department for October 2012. The com- 
pany expected to operate the department at 100% of normal capacity of 24,000 hours. 


Variable costs: 


Indirect factory wages $180,000 
Power and light 124,800 
Indirect materials 33,600 
Total variable cost $338,400 
Fixed costs: 
Supervisory salaries $ 72,000 
Depreciation of plant and equipment 51,500 
Insurance and property taxes 24,100 
Total fixed cost 147,600 
Total factory overhead cost $486,000 


During October, the department operated at 22,500 hours, and the factory overhead 
costs incurred were indirect factory wages, $167,550; power and light, $116,800; indirect 
materials, $31,950; supervisory salaries, $72,000; depreciation of plant and equipment, 
$51,500; and insurance and property taxes, $24,100. 


Instructions 


Prepare a factory overhead cost variance report for October. To be useful for cost control, 
the budgeted amounts should be based on 22,500 hours. 


PR 23-5B Standards for nonmanufacturing expenses 

The Radiology Department provides imaging services for Brentmore Medical Center. One 
important activity in the Radiology Department is transcribing digitally recorded analyses 
of images into a written report. The manager of the Radiology Department determined 
that the average transcriptionist could type 750 lines of a report in an hour. The plan for 
the first week in May called for 58,500 typed lines to be written. The Radiology Depart- 
ment has two transcriptionists. Each transcriptionist is hired from an employment firm 
that requires temporary employees to be hired for a minimum of a 40-hour week. Tran- 
scriptionists are paid $15.00 per hour. The manager offered a bonus if the department 
could type more lines for the week, without overtime. Due to high service demands, 
the transcriptionists typed more lines in the first week of May than planned. The actual 
amount of lines typed in the first week of May was 70,500 lines, without overtime. As 
a result, the bonus caused the average transcriptionist hourly rate to increase to $20.00 
per hour during the first week in May. 


Instructions 

1. If the department typed 58,500 lines according to the original plan, what would have 
been the labor time variance? 

2. What was the labor time variance as a result of typing 70,500 lines? 

3. What was the labor rate variance as a result of the bonus? 

4. The manager is trying to determine if a better decision would have been to hire a 
iemporary transcriptionist to meet the higher typing demands in the first week of May, 
rather than paying out the bonus. If another employee was hired from the employ- 
ment firm, what would have been the labor time variance in the first week? 


5. aii \XThich decision is better, paying the bonus or hiring another transcriptionist? 


6. wii Are there any performance-related issues that the labor time and rate vari- 


ances fail to consider? Explain. 
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Comprehensive Problem 5 


Natural Fragrance, Inc., began operations on January 1, 2012. The company produces a 
hand and body lotion in an eight-ounce bottle called Eternal Beauty. The lotion is sold 
wholesale in 12-bottle cases for $80 per case. There is a selling commission of $16 per 
case. The January direct materials, direct labor, and factory overhead costs are as follows: 


DIRECT MATERIALS 


Cost Units Cost Direct Materials 
Behavior per Case per Unit Cost per Case 
Cream base Variable 72 ozs. $0.015 $ 1.08 
Natural oils Variable 24 ozs. 0.250 6.00 
Bottle (8-0z.) Variable 12 bottles 0.400 4.80 
$11.88 
DIRECT LABOR 
Cost Time Labor Rate Direct Labor 
Department Behavior per Case per Hour Cost per Case 
Mixing Variable 16.8 min. $15.00 $4.20 
Filling Variable 42 12.00 _ 0.84 
21.0 min. $5.04 
FACTORY OVERHEAD 
Cost Behavior Total Cost 
Utilities Mixed S* 250 
Facility lease Fixed 12,043 
Equipment depreciation Fixed 3,600 
Supplies Fixed 600 
$16,473 


Part A—Break-Even Analysis 


The management of Natural Fragrance, Inc., wishes to determine the number of cases 
required to break even per month. The utilities cost, which is part of factory overhead, 
is a mixed cost. The following information was gathered from the first six months of 
operation regarding this cost: 


2012 Case Production Utility Total Cost 
January 300 $230 
February 600 263 
March 1,000 300 
April 900 292 
May 750 280 
June 825 285 


Instructions 

i. Determine the fixed and variable portion of the utility cost using the high-low method. 
V 2. $46.98 2. Determine the contribution margin per case. 

3. Determine the fixed costs per month, including the utility fixed cost from part (1). 


4. Determine the break-even number of cases per month. 


Part B—August Budgets 


During July of the current year, the management of Natural Fragrance, Inc., asked the 
controller to prepare August manufacturing and income statement budgets. Demand was 


expected to be 1,300 cases at $80 per case for August. Inventory planning information 
is provided as follows: 


V 6. Bottles 
purchased, $5,640 


V 11. Mixing time 
variance, -$195 F 


¥ 12.$32U 
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Finished Goods Inventory: 


Cases Cost 
Estimated finished goods inventory, August 1, 2012 200 $6,000 
Desired finished goods inventory, August 31, 2012 100 3,000 
Materials Inventory: 
Cream Base Oils Bottles 
(ozs.) (ozs.) (bottles) 
Estimated materials inventory, August 1, 2012 200 240 500 
Desired materials inventory, August 31, 2012 800 300 200 


There was negligible work in process inventory assumed for either the beginning or end 
of the month; thus, none was assumed. In addition, there was no change in the cost per 
unit or estimated units per case operating data from January. 


Instructions 

5. Prepare the August production budget. 

6. Prepare the August direct materials purchases budget. 

7. Prepare the August direct labor budget. 

8. Prepare the August factory overhead budget. 

9. Prepare the August budgeted income statement, including selling expenses. 


Part C—August Variance Analysis 


During September of the current year, the controller was asked to perform variance 
analyses for August. The January operating data provided the standard prices, rates, 
times, and quantities per case. There were 1,300 actual cases produced during August, 
which was 100 more cases than planned at the beginning of the month. Actual data for 
August were as follows: 


Actual Direct Materials Actual Direct Materials 


Price per Unit Quantity per Case 
Cream base $0.014 per oz. 74 ozs. 
Natural oils $0.27 per oz. 26 ozs. 
Bottle (8-02z.) $0.35 per bottle 12.6 bottles 


Actual Direct Labor 


Actual Direct Labor Rate Time per Case 
Mixing $15.20 16.20 min. 
Filling 11.70 4.80 min. 
Actual variable overhead $162.00 
Normal volume 1,350 cases 


The prices of the materials were different than standard due to fluctuations in market 
prices. The standard quantity of materials used per case was an ideal standard. The Mix- 
ing Department used a higher grade labor classification during the month, thus causing 
the actual labor rate to exceed standard. The Filling Department used a lower grade labor 
classification during the month, thus causing the actual labor rate to be less than standard. 


Instructions 

10. Determine and interpret the direct materials price and quantity variances for the three 
materials. 

11. Determine and interpret the direct labor rate and time variances for the two depart- 
ments. 


12. Determine and interpret the factory overhead controllable variance. 
13. Determine and interpret the factory overhead volume variance. 


14. Why are the standard direct labor and direct materials costs in the calculations for 
parts (10) and (11) based on the actual 1,300-case production volume rather than 
the planned 1,200 cases of production used in the budgets for parts (6) and (7)? 
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Cases & Projects 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


excel 


SUCCESS 


excel 


SUCCESS 


excel 


SUCCESS 


SA 23-1 Direct materials variances 

The May Company manufactures plastic toy cars. Each toy car requires 16 standard pounds 
of resin (plastic). Each pound of resin has a standard cost of $3.25 per pound. Actual 
production information is as follows: 


Volume: 800 toy cars 

Actual material price per pound: $3.15 

Actual pounds of resin used to produce each car: 16.2 

Actual total pounds of used: 12,960 (800 cars X 16.2 pounds) 


a. Open the Excel file SA23-1_2e. 


b. Determine the direct materials price variance, direct materials quantity variance, and 
the direct materials cost variance. 

c. When you have completed the variances, perform a “save as,” replacing the entire file 
name with the following: 


SA23-1_2e[your first name initial]_[your last name] 


SA 23-2 Direct labor variances 


Each toy car produced by the May Company requires 0.35 standard direct labor hour. 
Each labor hour has a standard rate of $16 per hour. Actual production information is 
as follows: 


Volume: 800 toy cars 

Actual labor rate: $16.50 per hour 

Actual direct labor hours per car: 0.32 hours 

Actual total direct labor hours: 256 hours (800 cars X 0.32 hours) 


a. Open the Excel file SA23-2_2e. 


b. Determine the direct labor rate variance, direct labor time variance, and the direct 
labor cost variance. 


c. When you have completed the variances, perform a “save as,” replacing the entire file 
name with the following: 


SA23-2_2e[your first name initial]_[your last name] 


SA 23-3 Factory overhead variances 


The May Company produced 800 toy cars that required 0.32 standard hour per unit to 
manufacture. The standard variable factory overhead rate per unit is $15.00 per hour. 
The actual variable factory overhead was $3,775. The normal productive capacity is 300 
direct labor hours, and the standard fixed factory overhead rate is $17.00 per direct labor 
hour. Thus, the budgeted amount of fixed factory overhead is $5,100 (300 direct labor 
hours X $17.00 per hour). 


a. Open the Excel file $423-3_2e. 


b. Determine the variable factory overhead controllable variance and the fixed factory 
overhead volume variance. 
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c. When you have completed the variances, perform a “save as,” replacing the entire file 
name with the following: 


SA23-3_2e[your first name initial] _[your last name] 


excel SA 23-4 Direct materials, direct labor, and factory overhead variances 
SUCCESS The Morgan Company produces bed sheets by cutting and sewing fabric. The following 
production information relates to a recent period: 
Inputs Standard Actual 
Direct Materials 
Square yrds. 34,500 35,200 
Price per sq. yrd. $9 6:50 $ 6.45 


Direct Labor 


Hours 6,300 6,450 
Rate per hour $ 11.50 $ 11.62 
Factory Overhead 
Variable cost $47,900 
Fixed cost 42,000 
Variable factory overhead rate, per hour $ 8.20 
Fixed factory overhead rate, per hour $ 6.00 
Normal productive capacity (hours) 7,000 


a. Open the Excel file SA423-4_2e. 


b. Prepare a spreadsheet to calculate the direct materials, direct labor, and factory over- 
head variances. 


c. When you have completed the variances, perform a “save as,” replacing the entire 
files name with the following: 


SA23-4_2ef[your first name initial]_[your last name] 
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CHAPTER 


Performance Evaluation for 
Decentralized Operations 


E.W. Scripps 


H ave you ever wondered why large retail stores like : 
and are divided into departments? Organizing 

into departments allows retailers to provide products and exper- 
tise in specialized areas, while offering a wide range of products. 
Departments also allow companies to assign responsibility for fi- 
nancial performance. This information can be used to make product 
decisions, evaluate operations, and guide company strategy. Strong 
departmental performance might be attributable to a good depart- 
ment manager, while weak departmental performance may be the 
result of a product mix that has low customer appeal. By tracking 
departmental performance, companies can identify and reward 
excellent performance and take corrective action in departments 
that are performing poorly. 

Like retailers, most businesses organize into operational units, 
such as divisions and depar. nents. For example, 
E any operates a variety of media companies and is orga- 
nized into three business segments: Newspapers, TV Stations, 


and United Media. The Newspapers segment includes the Scripps 
Media Center and a variety of local newspapers such as the Ven- 
tura County Star and the Knoxville News. The TV Stations segment 
operates network-affiliated television stations. United Media 
licenses media brands and creative content, such as the comic 
strips Peanuts and Dilbert, and distributes many of these brands 
internationally. 

Managers at E.W. Scripps are responsible for running their busi- 
ness segment. Each segment is evaluated on segment profit, which 
excludes certain expense items from the calculation of profit that 
are not within the control of the business segment. The company 
uses segment profit to determine how to allocate resources be- 
tween business segments and to plan and control the company’s 
operations. 

In this chapter, the role of accounting in assisting managers 
in planning and controlling organizational units, such as depart- 
ments, divisions, and stores, is described and illustrated. 


Learning Objectives 
"After studying this chapter, you should be able to: : Example Exercises 


Centralized and Decentralized Operations 
Advantages of Decentralization 
Disadvantages of Decentralization 
Responsibility Accounting 


= Describe the advantages and disadvantages of decentralized operations. 


Prepare a responsibility accounting report for a cost center. 
Responsibility Accounting for Cost Centers 


Prepare responsibility accounting reports for a profit center. 
Responsibility Accounting for Profit Centers 

Service Department Charges 

Profit Center Reporting 


SUCCESS 


income, and the balanced scorecard for an investment center. 
Responsibility Accounting for Investment Centers 

Rate of Return on Investment 

Residual Income 

The Balanced Scorecard 


Describe and illustrate how the market price, negotiated price, and 
cost price approaches to transfer pricing may be used by decentralized 
segments of a business. 
Transfer Pricing 

Market Price Approach 

Negotiated Price Approach 

Cost Price Approach 


1 OB). | 
2 
BOBS. 
|3 
Compute and interpret the rate of return on investment, the residual 
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| pescribethe Centralized and Decentralized Operations 


advantages 
and disadvantages 
of decentralized 
operations. 


In a centralized company, all major planning and operating decisions are made by 
top management. For example, a one-person, owner-manager-operated company is 
centralized because all plans and decisions are made by one person. In a small 
owner-manager-operated business, centralization may be desirable. This is because 
the owner-manager’s close supervision ensures that the business will be operated in 
the way the owner-manager wishes. 

In a decentralized company, managers of separate divisions or units are delegated 
operating responsibility. The division (unit) managers are responsible for planning 
and controlling the operations of their divisions. Divisions are often structured around 
products, customers, or regions. 

The proper amount of decentralization for a company depends on the company’s 
unique circumstances. For example, in some companies, division managers have 
authority over all operations, including fixed asset purchases. In other companies, 
division managers have authority over profits but not fixed asset purchases. 


Advantages of Decentralization 


For large companies, it is difficult for top management to do the following: 


1. Maintain daily contact with all operations 


2. Maintain operating expertise in all product lines and services 


In such cases, delegating authority to managers closest to the operations usually 
results in better decisions. These managers often anticipate and react to operating 
data more quickly than could top management. These managers also can focus their 
attention on becoming “experts” in their area of operation. 
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Decentralized operations provide excellent training for managers. Delegating 
responsibility allows managers to develop managerial experience early in their ca- 
reers. This helps a company retain managers, some of whom may be later promoted 
to top management positions. 

Managers of decentralized operations often work closely with customers. As a 
result, they tend to identify with customers and, thus, are often more creative in 


suggesting operating and product improvements. This helps create good customer 
relations. 


Disadvantages of Decentralization 


A primary disadvantage of decentralized operations is that decisions made by one 
manager may negatively affect the profits of the company. For example, managers 
of divisions whose products compete with one another might start a price war that 
decreases the profits of both divisions and, thus, the overall company. 

Another disadvantage of decentralized operations is that they may result in dupli- 
cate assets and expenses. For example, each manager of a product line might have 
a separate sales force and office support staff. 

The advantages and disadvantages of decentralization are summarized in Exhibit 1. 


Advantages of Decentralization Advantages and 


Allows managers closest to the operations to make decisions Disadvantages 
Provides excellent training for managers of Decentralized 
Allows managers to become experts in their area of operation Operations 


Helps retain managers 
Improves creativity and customer relations 


Disadvantages of Decentralization 
Decisions made by managers may negatively affect the profits of the company 
Duplicates assets and expenses 


CENTRALIZED VS. DECENTRALIZED (centralized) and business segment (decentralized) levels, 
h and development strategies often differ depend- 
RESEARCH AND DEVELOPMENT arti fe 


ing on company strategy and product mix. Companies with 
a wide range of products that serve global markets tend to 


Companies use research and development (R&D) to search do most of their research and development on a central- 
for ideas, processes, and technologies that result in new ized basis. In contrast, companies with a limited number of 
products. For many industries, research and development technologies that focus on local markets tend to conduct 
is the key to future growth and continued success. While research and development on a decentralized basis. 


most companies conduct research at both the corporate 


Source: "Centralized versus Decentralized R&D: Benefits and Drawbacks,” Research Technology Management, November 1, 2001. 


Responsibility Accounting 


In a decentralized business, accounting assists managers in evaluating and controlling 
their areas of responsibility, called responsibility centers. Responsibility accounting 
is the process of measuring and reporting operating data by responsibility center. 


js 
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Prepare a 
responsibility 


accounting report for 
a cost center. 


EX 
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Me 


HIBIT 2 
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Three types of responsibility centers are: 


1. Cost centers, which have responsibility over costs 

2. Profit centers, which have responsibility over revenues and costs 

3. Investment centers, which have responsibility over revenues, costs, and investment 
in assets 


Responsibility Accounting for Cost Centers 


A cost center manager has responsibility for controlling costs. For example, the 
supervisor of the Power Department has responsibility for the costs of providing 
power. A cost center manager does not make decisions concerning sales or the 
amount of fixed assets invested in the center. 

Cost centers may vary in size from a small department to an entire manufacturing 
plant. In addition, cost centers may exist within other cost centers. For example, an 
entire university or college could be viewed as a cost center, and each college and 
department within the university could also be a cost center, as shown in Exhibit 2. 


z a 
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Cost Centers in a University | 


University College Department 


_ Department of 
\ Marketing 
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Department of 
Accounting 


Department of 
Accounting 


Department of 
Management 


Responsibility accounting for cost centers focuses on controlling and reporting of 
costs. Budget performance reports that report budgeted and actual costs are normally 
prepared for each cost center. 

Exhibit 3 illustrates budget performance reports for the following cost centers: 


1. Vice President, Production 
2. Manager, Plant A 
3. Supervisor, Department 1—Plant A 


Exhibit 3 shows how cost centers are often linked together within a company. 
For example, the budget performance report for Department 1—Plant A supports the 
report for Plant A, which supports the report for the vice president of production. 

The reports in Exhibit 3 show the budgeted costs and actual costs along with 
the differences. Each difference is classified as either over budget or under budget. 
Such reports allow cost center managers to focus on areas of significant differences. 

For example, the supervisor for Department 1 of Plant A can focus on why the 
materials cost was over budget. The supervisor might discover that excess materials 
were scrapped. This could be due to such factors as machine malfunctions, improp- 
erly trained employees, or low-quality materials. 

As shown in Exhibit 3, responsibility accounting reports are usually more summarized 
for higher levels of management. For example, the budget performance report for the 
manager of Plant A shows only administration and departmental data. This report enables 
the plant manager to identify the departments responsible for major differences. Likewise, 
the report for the vice president of production summarizes the cost data for each plant. 
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Budget Performance Report ieee 
Vice President, Production Responsibility 


For the Month Ended October 31, 2012 Accounting 

‘ : Reports for Cost 

+ vi poe Wek CePA PENNE Over Under q Centers 

: Budget Actual Budget Budget 
Administrationic.c2.ceekk es) cate SH 500M mast 19700" 7.25: 200! 

| sesPlantiAge. i. 3 PETTERS e eee ees wo mel : 467,475 — 470,330 prt 855 ames ? an 
Boe eee eae eshingeere HPs Boe Wises.g28 1) 1g04 30000 ise $076 bes ge li 
| : $882,200 $884,330 — $3,055 : 925 One) 


Plant A Plant B 


Budget Performance Report 
Manager, Plant A 
For the Month Ended October 31, 2012 


Manager 
Plant A 


Ave Soheu: Over = Under — 

z ss Budget _Actual_Budget__— Budget =| | pept. 1 Dept.2 Dept. 3 
| Administration............ ee: re ear SOU pS ase ent eS Sta 

Department 1....... pete iad es: 109,725 pS 111,280 $1555 

| Department 2........0.0..... ee 190,500" 9 119260018 285+ 2)100.. gla: 

g PRDOBATEMENE 3. .nc sis. nccen shan ees AO TSO FS 149 1000 2 oe 650 

— §467,475 $470,330} =$800 

| ie SRNR a 


Budget Performance Report 
Supervisor, Department 1 — Plant A 
For the Month Ended October 31, 2012 


FAGLONY: WAGES-2o nate tntacia «tha tetera: naa: 


PSC BUGGED es pn  araen ee rere A pronare Si725 
| Supervisory salaries .............0005. 
POWEANG NONE crete wvegce lau eae 60 : 
Depreciation of plantand 
] BCU PIN GW mente eluents 
| SAUNT NT AID CO freer tay ceca eionerayioney of tosiohw instne aitece'e 10 
| Insurance and property taxes ......... eran 
$1,725 $170 
Example Exercise 24-1 oe 


Nuclear Power Company's costs were over budget by $24,000. The company is divided into North and South regions. 
The North Region’s costs were under budget by $2,000. Determine the amount that the South Region's costs were over 
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= Prepare 
responsibility 

accounting reports for 

a profit center. 


Employees of IBIM| speak 
of “green money” and 
“blue money.” Green 
money comes from 
customers. Blue money 
comes from providing 
services to other IBM 
departments via service 
department charges. IBM 
employees note that blue 
money is easier to earn 
than green money; yet 
from the stockholders’ 
perspective, green 
money is the only money 
that counts. 
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Responsibility Accounting for Profit Centers 


A profit center manager has the responsibility and authority for making decisions 
that affect revenues and costs and, thus, profits. Profit centers may be divisions, 
departments, or products. 

The manager of a profit center does not make decisions concerning the fixed assets 
invested in the center. However, profit centers are an excellent training assignment 
for new managers. 

Responsibility accounting for profit centers focuses on reporting revenues, 
expenses, and income from operations. Thus, responsibility accounting reports for 
profit centers take the form of income statements. 

The profit center income statement should include only revenues and expenses 
that are controlled by the manager. Controllable revenues are revenues earned by 
the profit center. Controllable expenses are costs that can be influenced (controlled) 
by the decisions of profit center managers. 


Service Department Charges 


The controllable expenses of profit centers include direct operating expenses such as 
sales salaries and utility expenses. In addition, a profit center may incur expenses 
provided by internal centralized service departments. Examples of such service de- 
partments include the following: 
1. Research and Development 
. Legal 
. Telecommunications 
. Information and Computer Systems 
. Facilities Management 
. Purchasing 
. Publications and Graphics 
. Payroll Accounting 
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. Transportation 


— 
So 


. Personnel Administration 


Service department charges are indirect expenses to a profit center. They are 
similar to the expenses that would be incurred if the profit center purchased the 
services from outside the company. A profit center manager has control over service 
department expenses if the manager is free to choose how much service is used. In 
such cases, service department charges are allocated to profit centers based on the 
usage of the service by each profit center. 

To illustrate, Nova Entertainment Group (NEG), a diversified entertainment company, 
is used. NEG has the following two operating divisions organized as profit centers: 


1. Theme Park Division 
2. Movie Production Division 
The revenues and direct operating expenses for the two divisions are shown 


below. The operating expenses consist of direct expenses, such as the wages and 
salaries of a division’s employees. 


Theme Park Movie Production 
Division Division 
Revenues $6,000,000 $2,500,000 
Operating expenses 2,495,000 405,000 


NEG’s service departments and the expenses they incurred for the year ended 
December 31, 2012, are as follows: 


Purchasing $400,000 

Payroll Accounting 255,000 

Legal 250,000 
Total 


$905,000 
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An activity base for each service department is used to charge service department 
expenses to the Theme Park and Movie Production divisions. The activity base for 
each service department is a measure of the services performed. For NEG, the service 
department activity bases are as follows: 


Department Activity Base 
Purchasing Number of purchase requisitions 
Payroll Accounting Number of payroll checks 

Legal Number of billed hours 


The use of services by the Theme Park and Movie Production divisions is as follows: 


Service Usage 


Division Purchasing Payroll Accounting Legal 
Theme Park 25,000 purchase requisitions 12,000 payroll checks 100 billed hrs. 
Movie Production 15,000 3,000 900 
Total 40,000 purchase requisitions 15,000 payroll checks 1,000 billed hrs. 


The rates at which services are charged to each division are called service depart- 
ment charge rates. These rates are computed as follows: 


Service Department Expense 
Seivice DepantinentGharge. Rate = 
Total Service Department Usage 


NEG’s service department charge rates are computed as follows: 


$400,000 So 
Purchasing Charge Rate = ———————————————_ == $10 per purchase requisition 
40,000 purchase requisitions 
$255,000 
Payroll Charge Rate = ———————————_ = $17 per payroll check 
15,000 payroll checks 
$250,000 
Legal Charge Rate = ————————- = $250 per hr. 


1,000 billed hrs. 


The services used by each division are multiplied by the service department charge 
rates to determine the service charges for each division, as shown below. 


Service Department Charge = Service Usage x Service Department Charge Rate 


Exhibit 4 illustrates the service department charges and related computations for 
NEG’s Theme Park and Movie Production divisions. 


Nova Entertainment Group 
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EXHIBIT 4_ , 


Service Department Ch to NEG Divisions Service 
ervice Department Charges to 
For the Year Ended December 31, 2012 _ Department 
_ Charges to NEG 


Divisions 
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The differences in the service department charges between the two divisions 
can be explained by the nature of their operations and, thus, usage of services. For 
example, the Theme Park Division employs many part-time employees who are paid 
weekly. As a result, the Theme Park Division requires 12,000 payroll checks and 
incurs a $204,000 payroll service department charge (12,000 x $17). In contrast, the 
Movie Production Division has more permanent employees who are paid monthly. 
Thus, the Movie Production Division requires only 3,000 payroll checks and incurs 
a payroll service department charge of $51,000 (3,000 x $17). 


excel 


SUCCESS 
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Inputs 


Purchasing 
Payroll Accounting 
Legal 

Total 


Purchasing 
Payroll Accounting 
Legal 


Output 


Service Department 


$ 400,000 
255,000 | 
250,000 | 
$ 905,000 


The service department charges can be determined using a spreadsheet as follows: 


Movie Production 


Theme Park Division Division | Total 
25,000 15,000 | 40,000 
12,000 3,000 15,000 
100 900 1,000 


Nova Entertainment Group 
Service Department Charges to NEG Division 
For the Year Ended December 31, 2012 


Movie Production 


Theme Park Division | _Division 


purch. reqs. 
payroll chks. 
billed hrs. 


Purchasing 4. ——»  =$B3*(B9/$D9) =$B3*(C9/$D9) 
Payroll Accounting b. —» =$B4*(B10/$D10) =$B4*(C10/$D10) | «—c. 
Legal =$B5*(B11/$D11) =$B5*(C11/$D11) 

| =SUM(C21:C23) 


Total service department gee =SUM(B21:B23) 
d. 


The spreadsheet is divided into input and output sections. The inputs include the expense and 
activity base data for the service departments. The activity base information is transposed from the 
table shown in the text. A table is transposed when the columns and rows are reversed. This 
presentation facilitates copying formulas in the output table. 


a. Enter in cell B21 the formula for the purchasing department charge to the Theme 


Park Division: 


=$B3*(B9/$D9) 


The dollar sign ($) makes the column references 
absolute (doesn’t change when copied). 


b. Copy the formula from B21 to cells B22:B23. 


Cc. Then copy the cells B21:B23 to C21:C23. If you place the dollar signs as shown in the 
formula, you will see that the formula copied correctly to all the cells. 


d. Enter in B24:C24 the =SUM function to total the columns. 


Trylt Go to the hands-on Excel Tutor for this example! 


Tr Tt This Excel Success example uses an Excel function referred to as cell referencing. 
y. Go to the Excel Tutor titled Absolute & Relative Cell References for additional 
help on this useful Excel function! 
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Example Exercise 24-2 , | cas 


The centralized legal department of Johnson Company has expenses of $60,000. The department has provided a total. 
of 2,000 hours of service for the period. The East Division has used 500 hours of legal service during the period, and the 
West Division has used 1,500 hours. How much should each division be charged for legal services? 


ya stasensnermemneneanepteya ene sen CREE 


Follow My Example 24-2 
L East Division Service Charge for Legal Department: 
$15,000 = 500 billed hours x ($60,000/2,000 hours) 


West Division Service Charge for Legal Department: 
$45,000 = 1,500 billed hours x ($60,000/2,000 hours) 


nssena Bose rsnrenannasnrnsnrreaccne eatestehssccon sonora 


POR Ree eee et ee ee ee me ere m ene eee n eee r eter e ese r eee esereeseseseeeteseere 


Practice Exercises: PE 24-2A, PE 24-2B 


& 


Profit Center Reporting 


The divisional income statements for NEG are shown in Exhibit 5. 


oe ee 


Nova Entertainment Group 


Divisional Income Statements Divisional 
For the Year Ended December 31, 2012 : Income 
i 8 =8Statements— 
Theme Park cokes “Movie Production i NEG 
re Division vision | 
Revenues eee ie ES ai BAA igor IG 00000 ir cee ier $2SON00Ne iz | 
Operating expenses .. <<. c.c.e.isesse ves CEN, Reaiit aes Laas iit eeaO OOO sop HI 405,000. 
Income from operations before a ; poe ee ae Vibe FEY) YORE S PO REUER tor 
: service department charges........... seinen men eee $3,505,000 $2,095,000 | 
| Less service department charges: __ ee oat z | 
BUFR BCI aut shins sy a seek acai, 250/000; (ze $ 150,000 | 
PAYG MV ACCOUNMD GO  cirtedeireh skies get iaks icasart's 2 tcars o egicts ies 204,000 51,000 | 
(li2Xo | Gin honors che ene SOO ca Ca OD OIE Ona aia nT eo DER eaara 25,000 225,000). 7 a | 
Total service department charges ...........+.5+- $ 479,000 $ 426,000 
income fromioperations 1. Ii: weael ely aie Aero: $3,026,000 $1,669,000 


_*For a profit center that sells products, the income statement would show: Net sales — Cost of goods sold = Gross 
profit. The operating expenses would be deducted from the gross profit to get the income from operations before 


service department charges. 


sty mye rm etcetera ERR ET NEE TT NET 


In evaluating the profit center manager, the income from operations should be 
compared over time to a budget. However, it should not be compared across profit 
centers, since the profit centers are usually different in terms of size, products, and 
customers. 


Example Exercise 24-3 


Using the data for Johnson Company from Example Exercise 24-2 along with the data given below, determine the 
divisional income from operations for the East and West divisions. 


East Division West Division 
Sales $300,000 $800,000 
Cost of goods sold 165,000 420,000 | 
Selling expenses 85,000 185,000 ' 


(continued) 


EXHIBIT 5 — 


a 
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Follow My Example 24-3 


East Division West Division 


Net Sales ooo itn chubaie ebb eye ls $300000 $800,000 
b> Gost of goods Sold)... Say. Cas dara: Sexe aimee asa aclaue oueal Smears _ 165,000 420000 re : 
| (UGloss profit. cach ee $135,000 880000 
Selling:expenses o.s.ose sue eee ae A ee _ So 00F . 185,000 Te: | 
Income from operations before service department charges .............0se0s00s F S0000 $195,000 i 
Service department charges................ SEM Las eae Saiicsaieta: aloes SAS ee eae a . 15,000 2a 45,000 e | 
Pb sIncome from: operations.: 2.55.2. at sc aeen sb ee eA csslea i a else ne ee F000 $150,000 
Bee es Pee humic cicadas Ute teenies iy Hee Ce Ne eC RIS eee seer Mime em oe ee ee Guia egia wer aoe : 


fees wen eee ecw nesses cer eeercees 


Compute and 
interpret the 


rate of return on 
investment, the residual 
income, and the 
balanced scorecard for 
an investment center. 


ST eS eee 


EXHIBIT 6 


Divisional 
Income 
Statements— 
DataLink Inc. 


4-3A,PE24-3B 


Practice Exercises: PE 


Responsibility Accounting 
for Investment Centers 


An investment center manager has the responsibility and the authority to make 
decisions that affect not only costs and revenues but also the assets invested in the 
center. Investment centers are often used in diversified companies organized by divi- 
sions. In such cases, the divisional manager has authority similar to that of a chief 
operating officer or president of a company. 

Since investment center managers have responsibility for revenues and expenses, 
income from operations is part of investment center reporting. In addition, because 
the manager has responsibility for the assets invested in the center, the following 
two additional measures of performance are used: 


1. Rate of return on investment 
2. Residual income 


To illustrate, DataLink Inc., a cellular phone company with three regional divi- 
sions, is used. Condensed divisional income statements for the Northern, Central, 
and Southern divisions of DataLink are shown in Exhibit 6. 


DataLink Inc. 

Divisional Income Statements I 

For the Year Ended December 31, 2012 

i 

Northern Central Southern 

Division Division — Division | 

REVEDUGS sis: ce hae a ee Ean ah nee $560,000 $672,000 $750,000 
Operatingiexpenses:.. stimcsenttan arte ene 336,000 470,400 562,500 
Income from operations before service 6: 
department :chatges...c.sar deena eetanene $224,000 $201,600 $187,500 
Service department chatges. 2. wis. coce. cc eee 154,000 117,600 112,500 
Income, from: Operations .c22... nec, co; meee, $ 70,000 $ 84,000 , $ 75,000 
| I 


Using only income from operations, the Central Division is the most profitable 
division. However, income from operations does not reflect the amount of assets 
invested in each center. For example, the Central Division could have twice as many 
assets as the Northern Division. For this reason, performance measures that consider 


the amount of invested assets, such as the rate of return on investment and residual 
income, are used. 
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Rate of Return on Investment 


Since investment center managers control the amount of assets invested in their cen- 
ters, they should be evaluated based on the use of these assets. One measure that 
considers the amount of assets invested is the rate of return on investment (ROD 
or rate of return on assets. It is computed as follows: 


Income from Operations 


Rate of Return on Investment (ROI) = 
Invested Assets 


The rate of return on investment is useful because the three factors subject 
to control by divisional managers (revenues, expenses, and invested assets) are 
considered. The higher the rate of return on investment, the better the division 
is using its assets to generate income. In effect, the rate of return on investment 
measures the income (return) on each dollar invested. As a result, the rate of 
return on investment can be used as a common basis for comparing divisions 
with each other. 

To illustrate, the invested assets of DataLink’s three divisions are as follows: 


Invested Assets 


Northern Division $350,000 
Central Division 700,000 
Southern Division 500,000 


Using the income from operations for each division shown in Exhibit 6, the rate 
of return on investment for each division is computed below. 


Northern Division: 


Invested Assets % $350,000 i 


Invested Assets - $700,000 i 


Income from Operations $75,000 
Invested Assets - $500,000 = 


Although the Central Division generated the largest income from operations, 
its rate of return on investment (12%) is the lowest. Hence, relative to the assets 
invested, the Central Division is the least profitable division. In comparison, the 
rate of return on investment of the Northern Division is 20%, and the Southern 
Division is 15%. 

To analyze differences in the rate of return on investment across divisions, the 
DuPont formula for the rate of return on investment is often used.’ The DuPont 
formula views the rate of return on investment as the product of the following two 


factors: 


1. Profit margin, which is the ratio of income from operations to sales. 
2. Investment turnover, which is the ratio of sales to invested assets. 


Using the DuPont formula, the rate of return on investment is expressed as follows: 
Rate of Return on Investment = Profit Margin x Investment Turnover 


Income from Operations Sales 


Rate of Return on Investment = x 
Sales Invested Assets 


1 The DuPont formula was created by a financial executive of E. |. du Pont de Nemours and Company in 1919. 
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The DuPont formula is useful in evaluating divisions. This is because the profit 
margin and the investment turnover reflect the following underlying operating rela- 
tionships of each division: 


1. Profit margin indicates operating profitability by computing the rate of profit earned 
on each sales dollar. 

2. Investment turnover indicates operating efficiency by computing the number of sales 
dollars generated by each dollar of invested assets. 


If a division’s profit margin increases, and all other factors remain the same, the 
division’s rate of return on investment will increase. For example, a division might 
add more profitable products to its sales mix and, thus, increase its operating profit, 
profit margin, and rate of return on investment. 

If a division’s investment turnover increases, and all other factors remain the 
same, the division’s rate of return on investment will increase. For example, a 
division might attempt to increase sales through special sales promotions and 
thus increase operating efficiency, investment turnover, and rate of return on 
investment. 

The rate of return on investment, profit margin, and investment turnover operate 
in relationship to one another. Specifically, more income can be earned by either 
increasing the investment turnover, by increasing the profit margin, or both. 

Using the DuPont formula yields the same rate of return on investment for each 
of DataLink’s divisions, as shown below. 


Income from Operations Sales 
Rate of Return on Investment = ——————_____ x ——————_ 
Sales Invested Assets 


Northern Division: 


$70,000 $560,000 


x = 12.5% X 1.6 = 20% 
$560,000 $350,000 


Rate of Return on Investment = 
Central Division: 


$84,000 $672,000 


x = 12.5% Xx 0.96 = 12% 
$672,000 $700,000 


Rate of Return on Investment = 


Southern Division: 


$75,000 $750,000 


Rate of Return on Investment = x 
$750,000 $500,000 


= 10% X 1.5 = 15% 


The Northern and Central divisions have the same profit margins of 12.5%. How- 
ever, the Northern Division’s investment turnover of 1.6 is larger than that of the 
Central Division’s turnover of 0.96. By using its invested assets more efficiently, the 
Northern Division’s rate of return on investment of 20% is 8 percentage points higher 
than the Central Division’s rate of return of 12%. 

The Southern Division’s profit margin of 10% and investment turnover of 1.5 are 
lower than those of the Northern Division. The product of these factors results in 
a return on investment of 15% for the Southern Division, compared to 20% for the 
Northern Division. 

Even though the Southern Division’s profit margin is lower than the Central Divi- 
sion’s, its higher turnover of 1.5 results in a rate of return of 15%, which is greater 
than the Central Division’s rate of return of 12%. 

To increase the rate of return on investment, the profit margin and investment turn- 
over for a division may be analyzed. For example, assume that the Northern Division is 
in a highly competitive industry in which the profit margin cannot be easily increased. 
As a result, the division manager might focus on increasing the investment turnover. 
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To illustrate, assume that the revenues of the Northern Division could be increased 
by $56,000 through increasing operating expenses, such as advertising, to $385,000. 


The Northern Division’s income from operations will increase from $70,000 to $77,000, 
as shown below. 


Revenues ($560,000 + $56,000) $616,000 
Operating expenses 385,000 
Income from operations before service department charges $231,000 
Service department charges 154,000 
Income from operations S$ 77,000 


The rate of return on investment for the Northern Division, using the DuPont 
formula, is recomputed as follows: 


Income from Operations Sales 
Rate of Return on Investment = ——— 


_— 
Sales Invested Assets 


$77,000 $616,000 


Rate of Return on Investment = x 
$616,000 $350,000 


= 12.5% x 1.76 = 22% 


Although the Northern Division’s profit margin remains the same (12.5%), the 
investment turnover has increased from 1.6 to 1.76, an increase of 10% (0.16 + 1.6). 
The 10% increase in investment turnover increases the rate of return on investment 
by 10% (from 20% to 22%). 

The rate of return on investment is also useful in deciding where to invest addi- 
tional assets or expand operations. For example, DataLink should give priority to 
expanding operatons in the Northern Division because it earns the highest rate of 
return on investment. In other words, an investment in the Northern Division will 
return 20 cents (20%) on each dollar invested. In contrast, investments in the Cen- 
tral and Southern divisions will earn only 12 cents and 15 cents per dollar invested. 

A disadvantage of the rate of return on investment as a performance measure is 
that it may lead divisional managers to reject new investments that could be profit- 
able for the company as a whole. To illustrate, assume the following rates of return 
for the Northern Division of DataLink: 


Current rate of return on investment 20% 
Minimum acceptable rate of return 

on investment set by top management 10% 
Expected rate of return 

on investment for new project 14% 


If the manager of the Northern Division invests in the new project, the Northern 
Division’s overall rate of return will decrease from 20% due to averaging. Thus, the divi- 
sion manager might decide to reject the project, even though the new project’s expected 
rate of return of 14% exceeds DataLink’s minimum acceptable rate of return of 10%. 


Example Exercise 24-4 ru 


| Campbell Company has income from operations of $35,000, invested assets of $140,000, and sales of $437,500. Use 
the DuPont formula to compute the rate of return on investment and show (a) the profit margin, (b) the investment 
turnover, and (c) the rate of return on investment. 


Follow My Example 24-4 


| a. Profit Margin = $35,000/$437,500 = 8% es 
|b. Investment Turnover = $437,500/$140,000 = 3.125 
c. Rate of Return on Investment = 8% x 3.125 = 25% 


bee ene wee eee Jaleo elie pra!) a) Rhiw@! ))e)-4) aye lel &) stellen, wie) een Selle aie /e\aele)a aie) ecsl/ai(eu6l'a)/¥ie)¥e)rer, 


Mi aren { . _ le ele's wee saws wee Sein en 
Seis ei edutletal ella ratelca}e ie als tiller Stay\ehend)ieiwvanavalsdallen ieistiarelieyeiel\eyiel sien (eliee s)'¢, n'a /lieiierm(eiw/-e7stjeleysnelie 126i 
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4B 


a 


1126 Chapter24 Performance Evaluation for Decentralized Operations 


BOOSTING ROI examining the company’s operations, the consultants found 
that if the golf ball manufacturer outsourced a portion of the 
production process, changed the company’s product mix, 
and slightly altered its brand strategy, they could increase 
the company’s rate of return on investment by 70% (from 
33% to 57%). 


Investment centers can use the rate of return on investment 
(ROI) to identify operational and strategic decisions that im- 
prove their financial performance. For example, a group of 
consultants worked with a golf ball manufacturer to find 
ways to improve their rate of return on investment. After 


Source: M. Cvar and J. Quelch, “Which Levers Boost ROI?” Harvard Business Review, June 1, 2007. 


Residual Income 


Residual income is useful in overcoming some of the disadvantages of the rate of 
return on investment. Residual income is the excess of income from operations over 
a minimum acceptable income from operations, as shown below. 


Income from operations SXXX 
Less minimum acceptable income from 

Operations as a percent of invested assets _XXX 
Residual income SXXX 


The minimum acceptable income from operations is computed by multiplying the 
company minimum rate of return by the invested assets. The minimum rate is set by 
top management, based on such factors as the cost of financing. 

To illustrate, assume that DataLink Inc. has established 10% as the minimum 
acceptable rate of return on divisional assets. The residual incomes for the three 
divisions are as follows: 


Northern Central Southern 
Division Division Division 
Income from operations $70,000 $84,000 $75,000 
Less minimum acceptable income 
from operations as a 
percent of invested assets: 
$350,000 x 10% 35,000 
$700,000 x 10% 70,000 
$500,000 x 10% 50,000 
Residual income $35,000 $14,000 $25,000 


The Northern Division has more residual income ($35,000) than the other divi- 
sions, even though it has the least amount of income from operations ($70,000). 
This is because the invested assets are less for the Northern Division than for the 
other divisions. 

The major advantage of residual income as a performance measure is that it con- 
siders both the minimum acceptable rate of return, invested assets, and the income 
from operations for each division. In doing so, residual income encourages division 
managers to maximize income from operations in excess of the minimum. This pro- 
vides an incentive to accept any project that is expected to have a rate of return in 
excess of the minimum. 


To illustrate, assume the following rates of return for the Northern Division of 


DataLink: 
Current rate of return on investment 20% 
Minimum acceptable rate of return on investment 
set by top management 10% 


Expected rate of return on investment for new project 14% 
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If the manager of the Northern Division is evaluated using only return on 
investment, the division manager might decide to reject the new project. This is 
because investing in the new project will decrease Northern’s current rate of return 
of 20%. Thus, the manager might reject the new project even though its expected 
rate of return of 14% exceeds DataLink’s minimum acceptable rate of return of 10%. 

In contrast, if the manager of the Northern Division is evaluated using residual 
income, the new project would probably be accepted because it will increase the 
Northern Division’s residual income. In this way, residual income supports both 
divisional and overall company objectives. 


Example Exercise 24-5 


_ The Wholesale Division of PeanutCo has income from operations of $87,000 and assets of $240,000. The minimum 
acceptable rate of return on assets is 12%. What is the residual income for the division? 


Follow My Example 24-5 


Income from operations : $87,000 
Minimum acceptable income from operations as a percent of assets ($240,000 x 12%) 28,800 
Residual income e $58,200 


The Balanced Scorecard? 


The balanced scorecard is a set of multiple performance measures for a company. 
In addition to financial performance, a balanced scorecard normally includes perfor- 
mance measures for customer service, innovation and learning, and internal processes, 
as shown in Exhibit 7. 

Performance measures for learning and innovation often revolve around a com- 
pany’s research and development efforts. For example, the number of new products 


The Balanced 
Scorecard 


say 


es 


2 The balanced scorecard was developed by R. S. Kaplan and D. P. Norton and explained in The Balanced Scorecard: Translating 
Strategy into Action (Cambridge: Harvard Business School Press, 1996). 
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Hilton Hotels Corporation 
uses a balanced 
scorecard to measure 
employee satisfaction, 
customer loyalty, and 
financial performance. 


a Describe and 
illustrate how 


the market price, 
negotiated price, and 
cost price approaches to 
transfer pricing may be 
used by decentralized 
segments of a business. 


developed during a year and the time it takes to bring new products to the market 
are performance measures for innovation. Performance measures for learning could 
include the number of employee training sessions and the number of employees who 
are cross-trained in several skills. 

Performance measures for customer service include the number of customer com- 
plaints and the number of repeat customers. Customer surveys can also be used to 
gather measures of customer satisfaction with the company as compared to competitors. 

Performance measures for internal processes include the length of time it takes 
to manufacture a product. The amount of scrap and waste is a measure of the ef- 
ficiency of a company’s manufacturing processes. The number of customer returns 
is a performance measure of both the manufacturing and sales ordering processes. 

All companies will use financial performance measures. Some financial perfor- 
mance measures have been discussed earlier in this chapter and include income from 
operations, rate of return on investment, and residual income. 

The balanced scorecard attempts to identify the underlying nonfinancial drivers, or 
causes, of financial performance related to innovation and learning, customer service, 
and internal processes. In this way, the financial performance may be improved. For 
example, customer satisfaction is often measured by the number of repeat customers. 
By increasing the number of repeat customers, sales and income from operations 
can be increased. . 

Some common performance measures used in the balanced scorecard approach 
are shown below. 


Innovation and Learning Internal Processes 
Number of new products Waste and scrap 
Number of new patents Time to manufacture products 
Number of cross-trained employees Number of defects 
Number of training hours Number of rejected sales orders 
Number of ethics violations Number of stockouts 
Employee turnover Labor utilization 

Customer Service Financial 

Number of repeat customers Sales 
Customer brand recognition Income from operations 
Delivery time to customer Return on investment 
Customer satisfaction Profit margin and investment turnover 
Number of sales returns Residual income 
Customer complaints Actual versus budgeted (standard) costs 


Transfer Pricing 


When divisions transfer products or render services to each other, a transfer price 
is used to charge for the products or services.> Since transfer prices will affect a 
division’s financial performance, setting a transfer price is a sensitive matter for the 
managers of both the selling and buying divisions. 

Three common approaches to setting transfer prices are as follows: 


1. Market price approach 
2. Negotiated price approach 
3. Cost approach 


Transfer prices may be used for cost, profit, or investment centers. The objective 
of setting a transfer price is to motivate managers to behave in a manner that will 


3 The discussion in this chapter highlights the essential concepts of transfer pricing. In-depth discussion of transfer pricing can 
be found in advanced texts. 
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increase the overall company income. As will be illustrated, however, transfer prices 
may be misused in such a way that overall company income suffers. 

Transfer prices can be set as low as the variable cost per unit or as high as the 
market price. Often, transfer prices are negotiated at some point between variable 
cost per unit and market price. Exhibit 8 shows the possible range of transfer prices. 


na 
gents EXHIBIT 8 _ 
Commonly Used 
Transfer Prices 


To illustrate, Wilson Company, a packaged snack food company with no service 
departments, is used. Wilson Company has two operating divisions (Eastern and 
Western) that are organized as investment centers. Condensed income statements for 
Wilson Company, assuming no transfers between divisions, are shown in Exhibit 9. 


ere ores rere eaeny SEPP s 
EXHIBIT 9 ~ 


Income 


Wilson Company 
Income Statements 


For the Year Ended December 31, 2012 _  -Statements— 
a ve No Transfers 
Eastern — Western aa Total Between 
Division Division _ Company E §6Divisions 
Sales: a eT ya fl 
’ 50,000 units x $20 per unit.... steerer $1,000,000 J ; $1,000,000 Tf 
20,000 units x $40 perunit.............. $800,000 800,000 
ae $1,800,000 
Expenses: 
Variable: 
50,000 units x $10 per unit............ $ 500,000 $ 500,000 | 
20,000 units x $30* per unit........... $600,000 600,000 L 
Fixed . 2... sist BAG CrCl PRCA RECA TCI SEN 300,000 100,000 — 400,000 i 
“Total EXPENSsire as eee Se LT: $ 800,000 $700,000 $1,500,000 | 
Income from operations..........0.....05. § 200,000 $100,000 ~§ 300,000 
*$20 of the $30 per unit represents materials costs, and the remaining $10 per unit represents other variable 


conversion expenses incurred within the Western Division. 


Market Price Approach 


Using the market price approach, the transfer price is the price at which the product 
or service transferred could be sold to outside buyers. If an outside market exists 
for the product or service transferred, the current market price may be a proper 


transfer price. 
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Transfer Price = Market Price 


To illustrate, assume that materials used by Wilson Company in producing snack 
food in the Western Division are currently purchased from an outside supplier at 
$20 per unit. The same materials are produced by the Eastern Division. The Eastern 
Division is operating at full capacity of 50,000 units and can sell all it produces to 
either the Western Division or to outside buyers. 

A transfer price of $20 per unit (the market price) has no effect on the Eastern 
Division’s income or total company income. The Eastern Division will earn revenues 
of $20 per unit on all its production and sales, regardless of who buys its product. 

Likewise, the Western Division will pay $20 per unit for materials (the market 
price). Thus, the use of the market price as the transfer price has no effect on the 
Eastern Division’s income or total company income. 

In this situation, the use of the market price as the transfer price is proper. The 
condensed divisional income statements for Wilson Company would be the same as 
shown in Exhibit 9. 


Negotiated Price Approach 


If unused or excess capacity exists in the supplying division (the Eastern Division), 
and the transfer price is equal to the market price, total company profit may not be 
maximized. This is because the manager of the Western Division will be indifferent 
toward purchasing materials from the Eastern Division or from outside suppliers. 
That is, in both cases the Western Division manager pays $20 per unit (the market 
price). As a result, the Western Division may purchase the materials from outside 
suppliers. 

If, however, the Western Division purchases the materials from the Eastern Divi- 
sion, the difference between the market price of $20 and the variable costs of the 
Eastern Division of $10 per unit (from Exhibit 9) can cover fixed costs and contribute 
to overall company profits. Thus, the Western Division manager should be encour- 
aged to purchase the materials from the Eastern Division. 

The negotiated price approach allows the managers to agree (negotiate) among 
themselves on a transfer price. The only constraint is that the transfer price be less 
than the market price, but greater than the supplying division’s variable costs per 
unit, as shown below. 


Variable Costs per Unit < Transfer Price < Market Price 


To illustrate, assume that instead of a capacity of 50,000 units, the Eastern Division’s 
capacity is 70,000 units. In addition, assume that the Eastern Division can continue 
to sell only 50,000 units to outside buyers. 

A transfer price less than $20 would encourage the manager of the Western Division 
to purchase from the Eastern Division. This is because the Western Division is currently 
purchasing its materials from outside suppliers at a cost of $20 per unit. Thus, its materi- 
als cost would decrease, and its income from operations would increase. 

At the same time, a transfer price above the Eastern Division’s variable costs per 
unit of $10 (from Exhibit 10) would encourage the manager of the Eastern Division to 
supply materials to the Western Division. In doing so, the Eastern Division’s income 
from operations would also increase. 

Exhibit 10 illustrates the divisional and company income statements, assuming that 
the Eastern and Western division managers agree to a transfer price of $15. 

The Eastern Division increases its sales by $300,000 (20,000 units x $15 per unit) 
to $1,300,000. As a result, the Eastern Division’s income from operations increases 
by $100,000 ($300,000 sales - $200,000 variable costs) to $300,000, as shown in 
Exhibit 10. 
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EXHIBIT 10 
Wilson Company : 
Income Statements | Income 
For the Year Ended December 31, 2012 Statements— 
; : | Negotiated 
Eastern’ Western Total Transfer Price 
Division Division Company 
Sales: | 
50,000 units x $20 per unit.............. $1,000,000 $1,000,000 
20,000 units x $15 per unit.............. 300,000 4 ' 300,000 
20,000 units x $40 per unit.............. ean $800,000 800,000 
$1,300,000 $800,000 — $2,100,000 
Expenses: 
Variable: ; ; 13, 
: 70,000 units x $10 per unit............ $ 700,000 _$ 700,000 
. 20,000 units x §25* per unit........... . $500,000 500,000 
Eg ee ete slat 300,000 100,000 400,000 
MOtAlEXPEMSES = a.,.s eee eRe $1,000,000 $600,000 $1,600,000 
| Income from operations................-5. $ 300,000 $200,000 — $ 500,000 


*$10 of the $25 represents variable conversion expenses incurred solely within: the Western Division, and $1 5 per unit 
represents the transfer price per unit from the Eastern Division. 
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The increase of $100,000 in the Eastern Division’s income can also be computed 
as follows: 


Increase in Eastern (Supplying) 


HHS Mes . = (Transfer Price — Variable Cost per Unit) x Units Transferred 
Division’s Income from Operations 


Increase in Eastern (Supplying) 


ME : = ($15 — $10) x 20,000 units = $100,000 
Division's Income from Operations 


Western Division’s materials cost decreases by $5 per unit ($20 — $15) for a total of 
$100,000 (20,000 units x $5 per unit). Thus, Western Division’s income from operations 
increases by $100,000 to $200,000, as shown in Exhibit 10. 

The increase of $100,000 in the Western Division’s income can also be computed 
as follows: 


Increase in Western (Purchasing) 


Bie eaae: ; = (Market Price — Transfer Price) x Units Transferred 
Division's Income from Operations 


Increase in Western (Purchasing) 


na: i = ($20 - $15) x 20,000 units = $100,000 
Division’s Income from Operations 


Comparing Exhibits 9 and 10 shows that Wilson Company’s income from opera- 
tions increased by $200,000, as shown below. 


Income from Operations 


20,000 Units 
No Units Transferred at 
Transferred $15 per Unit Increase 
(Exhibit 9) (Exhibit 10) (Decrease) 
Eastern Division $200,000 $300,000 $100,000 
Western Division 100,000 200,000 100,000 
Wilson Company $300,000 $500,000 $200,000 


In the preceding illustration, any negotiated transfer price between $10 and $20 
is acceptable, as shown below. 


Variable Costs per Unit < Transfer Price < Market Price 
$10 < Transfer Price < $20 
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Any transfer price within this range will increase the overall income from operations 
for Wilson Company by $200,000. However, the increases in the Eastern and Western 
divisions’ income from operations will vary depending on the transfer price. 

To illustrate, a transfer price of $16 would increase the Eastern Division’s income 
from operations by $120,000, as shown below. 


Increase in Eastern (Supplying) 


: = (Transfer Price - Variable Cost per Unit) x Units Transferred 
Division’s Income from Operations 


ere ee Cupp ying) = ($16 - $10) x 20,000 units = $120,000 
Division’s Income from Operations 
A transfer price of $16 would increase the Western Division’s income from opera- 
tions by $80,000, as shown below. 


Increase in Western (Purchasing) 


SOR, ; = (Market Price —- Transfer Price) x Units Transferred 
Division's Income from Operations 


iSieee in Western (Rurehasing) = ($20 — $16) x 20,000 units = $80,000 
Division’s Income from Operations 

With a transfer price of $16, Wilson Company’s income from operations still 
increases by $200,000, which consists of the Eastern Division’s increase of $120,000 
plus the Western Division’s increase of $80,000. 

As shown above, negotiated price provides each division manager with an incen- 
tive to negotiate the transfer of materials. At the same time, the overall company’s 
income from operations will also increase. However, the negotiated approach only 
applies when the supplying division has excess capacity. In other words, the sup- 
plying division cannot sell all its production to outside buyers at the market price. 


Example Exercise 24-6 = 


The materials used by the Winston-Salem Division of Fox Company are currently purchased from outside suppliers at 
$30 per unit. These same materials are produced by Fox's Flagstaff Division. The Flagstaff Division can produce the 
materials needed by the Winston-Salem Division at a variable cost of $15 per unit. The division is currently producing 
70,000 units and has capacity of 100,000 units. The two divisions have recently negotiated a transfer price of $22 per 
unit for 30,000 units. By how much will each division’s income increase as a result of this transfer? 


Follow My Example 24-6 


Increase in Flagstaff (Supplying) ie af : ‘ Ve 
Division’ Income fenrdosiavionch oe (Transfer Price — Variable Cost per Unit) x Units Transferred 

Increase in Flagstaff (Supplying) ng sy 
Division's Income from Operations ine oe bP e000 Ue hues 


Increase in Winston-Salem (Purchasing) 


Division's Income from Operations = (Market Price — Transfer Price) x Units Transferred. 


Increase in Winston-Salem (Purchasing) 


Division's Income from Operations = ($30 - $22) x 30,000 units = $240,000 
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Practice Exercises: PE 24-6A, PE 24-6B 


Cost Price Approach 


Under the cost price approach, cost is used to set transfer prices. A variety of costs 
may be used in this approach, including the following: 


1. Total product cost per unit 
2. Variable product cost per unit 
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If total product cost per unit is used, direct materials, direct labor, and factory 
overhead are included in the transfer price. If variable product cost per unit is used, 
the fixed factory overhead cost is excluded from the transfer price. 

Actual costs or standard (budgeted) costs may be used in applying the cost price 
approach. If actual costs are used, inefficiencies of the producing (supplying) divi- 
sion are transferred to the purchasing division. Thus, there is little incentive for the 
producing (supplying) division to control costs. For this reason, most companies use 
standard costs in the cost price approach. In this way, differences between actual 
and standard costs remain with the producing (supplying) division for cost control 
purposes. 

The cost price approach is most often used when the responsibility centers are 
organized as cost centers. When the responsibility centers are organized as profit or 
investment centers, the cost price approach is normally not used. 

For example, using the cost price approach when the supplying division is organi- 
zed as a profit center ignores the supplying division manager’s responsibility for 
earning profits. In this case, using the cost price approach prevents the supplying 
division from reporting any profit (revenues — costs) on the units transferred. As a 
result, the division manager has little incentive to transfer units to another division, 
even though it may be in the best interests of the company. 


~ Integrity, Objectivity, and Ethics in Business 


SHIFTING INCOME THROUGH TRANSFER PRICES 


Transfer prices allow companies to minimize taxes by shifting 
taxable income from countries with high tax rates to coun- 
tries with low taxes. For example, GlaxoSmithKline, a British 
company, and the second biggest drug maker in the world, 
had been in a dispute with the U.S. Internal Revenue Service 
(IRS) over international transfer prices since the early 1990s. 
The company pays U.S. taxes on income from its U.S. Divi- 
sion and British taxes on income from the British Division. 


The IRS, however, claimed that the transfer prices on sales 
from the British Division to the U.S. Division were too high, 
which reduced profits and taxes in the U.S. Division. The com- 
pany received a new tax bill from the IRS in 2005 for almost 
$1.9 billion related to the transfer pricing issue, raising the 
total bill to almost $5 billion. In January 2006, the company 
agreed to settle this dispute with the IRS for $3.4 billion, the 
largest tax settlement in history. 


Source: J. Whalen, “Glaxo Gets New IRS Bill Seeking Another $1.9 Billion in BackTax,” The Wall Street Journal, January 27, 2005. 


- Ata Glance 


m 7" Describe the advantages and disadvantages of decentralized operations. 


Key Points = In a centralized business, all major planning and operating decisions are made by top management. 
In a decentralized business, these responsibilities are delegated to unit managers. Decentralization may be more 
effective because operational decisions are made by the managers closest to the operations. 
Example 
Exercises 


Practice 


Learning Outcomes Exercises 


¢ Describe the advantages. of decentralization. 
* Describe the disadvantages of decentralization. 


* Describe the common types of responsibility centers and the role of 
responsibility accounting. 
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ra Prepare a responsibility accounting report for a cost center. 


Key Points Cost centers limit the responsibility and authority of managers to decisions related to the costs of their 
unit. The primary tools for planning and controlling are budgets and budget performance reports. 


Example Practice 
Exercises Exercises 


Learning Outcomes 


¢ Describe cost centers. 


* Describe the responsibility reporting for a cost center. 


* Compute the over (under) budgeted costs for a cost center. EE24-1 PE24-1A, 24-1B 


Prepare responsibility accounting reports for a profit center. 


Key Points In a profit center, managers have the responsibility and authority to make decisions that affect 
both revenues and costs. Responsibility reports for a profit center usually show income from operations for 
the unit. 


Example Practice 


Learning Outcomes 
9 Exercises Exercises 


* Describe profit centers. 


* Determine how service department charges are allocated to profit EE24-2 PE24-2A, 24-2B 
centers. 


* Describe the responsibility reporting for a profit center. 


* Compute income from operations for a profit center. EE24-3 PE24-3A, 24-3B 


ee | =i 


a. Compute and interpret the rate of return on investment, the residual income, and the balanced scorecard 
for an investment center. 


Key Points In an investment center, the unit manager has the responsibility and authority to make decisions 
that affect the unit’s revenues, expenses, and assets invested in the center. Three measures are commonly 
used to assess investment center performance: return on investment (ROD, residual income, and the 
balanced scorecard. These measures are often used to compare investment center performance. 


Example 
Exercises 


Practice 


Learning Outcomes 
Exercises 


* Describe investment centers. 
* Describe the responsibility reporting for an investment center. 


* Compute the profit margin, investment turnover, and rate of return on 


PE24-4A, 24-4B 
investment (ROJ). 


* Compute residual income. PE24-5A, 24-5B 


Describe the balanced scorecard approach. 
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Describe and illustrate how the market price, negotiated price, and cost price approaches to transfer 
pricing may be used by decentralized segments of a business. 


Key Points When divisions within a company transfer products or provide services to each other, a transfer 

price is used to charge for the products or services. Transfer prices should be set so that the overall company 
income is increased when goods are transferred between divisions. One of three approaches is typically used 
to establish transfer prices: market price, negotiated price, or cost price. 


Learning Outcomes Example | Practice 

Exercises Exercises 

* Describe how companies determine the price used to transfer products 
or services between divisions. 


* Determine transfer prices using the market price approach. 
* Determine transfer prices using the negotiated price approach. EE24-6 PE24-6A, 24-6B 


* Describe the cost price approach to determining transfer price. 


Key Terms 

balanced scorecard (1127) investment center (1122) rate of return on investment 
controllable expenses (1118) investment turnover (1123) (ROD (1123) 

controllable revenues (1118) market price approach (1129) residual income (1126) 

cost center (1116) negotiated price approach (1130) responsibility accounting (1115) 
cost price approach (1132) profit center (1118) service department charges (1118) 
DuPont formula (1123) profit margin (1123) transfer price (1128) 


Illustrative Problem 


Quinn Company has two divisions, Domestic and International. Invested assets and 
condensed income statement data for each division for the past year ended December 31 
are as follows: 


Domestic Division International Division 
Revenues $675,000 $480,000 
Operating expenses 450,000 372,400 
Service department charges 90,000 50,000 
Invested assets 600,000 384,000 


Instructions 


1. Prepare condensed income statements for the past year for each division. 


2. Using the DuPont formula, determine the profit margin, investment turnover, and 
rate of return on investment for each division. 


3. If management’s minimum acceptable rate of return is 10%, determine the residual 
income for each division. 
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Solution 
ile 
Quinn Company 
Divisional Income Statements 
For the Year Ended December 31, 2012 
Domestic Division International Division 

Revenues $675,000 $480,000 
Operating expenses 450,000 372,400 
Income from operations before 

service department charges $225,000 $107,600 
Service department charges 90,000 50,000 
Income from operations $135,000 $ 57,600 


2. Rate of Return on Investment = Profit Margin x Investment Turnover 


Income from Operations Sales 


Rate of Return on Investment oe 
Sales Invested Assets 


$135,000 $675,000 


Domestic Division: ROI = x 
$675,000 $600,000 
RO) = 20% 1.125 


ROI = 22.5% 


$57,600 $480,000 


International Division: ROI = x 
$480,000 $384,000 


ROI = 12% x 1.25 


ROI 


15% 


3. Domestic Division: $75,000 [$135,000 — (10% x $600,000)] 
International Division: $19,200 [$57,600 — (10% x $384,000)] 
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Discussion Questions 


1. Differentiate between a cost center and a profit 


center. 


Differentiate between a profit center and an 
investment center. 


Weyerhaeuser developed a system that assigns ser- 
vice department expenses to user divisions on the 
basis of actual services consumed by the division. 
Here are a number of Weyerhaeuser’s activities in 
its central Financial Services Department: 

¢ Payroll 

¢ Accounts payable 

e Accounts receivable 

¢ Database administration—report preparation 
For each activity, identify an activity base that 
could be used to charge user divisions for service. 


What is the major shortcoming of using income 
from operations as a performance measure for in- 
vestment centers? 


10. 


In a decentralized company in which the divisions 
are organized as investment centers, how could a 
division be considered the least profitable even 
though it earned the largest amount of income 
from operations? 


How does using the rate of return on investment 
facilitate comparability between divisions of decen- 
tralized companies? 


Why would a firm use a balanced scorecard in 
evaluating divisional performance? 


What is the objective of transfer pricing? 


When is the negotiated price approach preferred 
over the market price approach in setting transfer 
prices? 


When using the negotiated price approach to 
transfer pricing, within what range should the 
transfer price be established? 
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Practice Exercises — 


Learning Example 
Objectives Exercises 
OBJ.2 EE24-1 pj/i7 PE24-1A Budgetary performance for cost center 


Bahrke Company’s costs were over budget by $300,000. The company is divided into 
West and East regions. The East Region’s costs were under budget by $60,000. Determine 
the amount that the West Region’s costs were over or under budget. 


OBJ.2 EE24-1 »///7 PE24-1B_ Budgetary performance for cost center 
Vonn Motion Company’s costs were under budget by $175,000. The company is divided 
into North and South regions. The North Region’s costs were over budget by $60,000. 
Determine the amount that the South Region’s costs were over or under budget. 


OBJ.3 EE24-2 p./i2i PE24-2A Service department charges 


The centralized employee travel department of Ohno Company has expenses of $210,000. 
The department has serviced a total of 3,000 travel reservations for the period. The North- 
east Division has made 1,250 reservations during the period, and the Pacific Division has 
made 1,750 reservations. How much should each division be charged for travel services? 


OBJ.3 EE24-2 »/i2) PE24-2B Service department charges 


The centralized computer technology department of Kearney Company has expenses of 
$170,000. The department has provided a total of 4,250 hours of service for the period. 
The Retail Division has used 2,250 hours of computer technology service during the pe- 
riod, and the Commercial Division has used 2,000 hours of computer technology service. 
How much should each division be charged for computer technology department services? 


OBJ.3 EE24-3 »//2/ PE24-3A_ Income from operations for profit center 


Using the data for Ohno Company from Practice Exercise 24-2A along with the data 
provided below, determine the divisional income from operations for the Northeast and 
Pacific divisions. 


Northeast Division Pacific Division 
Sales $825,000 $860,000 
Cost of goods sold 422,000 470,000 
Selling expenses 165,000 180,000 


OBJ.3 EE24-3 p 1/22 PE24-3B_ Income from operations for profit center 


Using the data for Kearney Company from Practice Exercise 24-2B along with the data 
provided below, determine the divisional income from operations for the Retail Division 
and the Commercial Division. 


Retail Division Commercial Division 
Sales $1,350,000 $1,380,000 
Cost of goods sold 720,000 799,000 


Selling expenses 224,000 250,000 


Learning Example 
Objectives Exercises 


OBJ.4 EE24-4 p 1125 


OBJ.4 EE24-4 p 1125 


OBJ.4 EE24-5 p 1127 


OBJ.4 EE 24-5 p 1127 


OBJ.5 EE24-6 p. 1/32 


OBJ.5 EE24-6 p.i/32 
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PE 24-4A Profit margin, investment turnover, and ROI 
Celski Company has income from operations of $60,000, invested assets of $250,000, and 
sales of $800,000. Use the DuPont formula to compute the rate of return on investment 


and show (a) the profit margin, (b) the investment turnover, and (c) the rate of return 
on investment. 


PE 24-4B Profit margin, investment turnover, and ROI 


Roark Company has income from operations of $40,000, invested assets of $160,000, and 
sales of $320,000. Use the DuPont formula to compute the rate of return on investment 
and show (a) the profit margin, (b) the investment turnover, and (c) the rate of return 
on investment. 


PE 24-5A Residual income 


The Consumer Division of McPhie Company has income from operations of $75,000 and 
assets of $500,000. The minimum acceptable rate of return on assets is 11%. What is the 
residual income for the division? 


PE 24-5B Residual income 


The Commercial Division of Morse Company has income from operations of $160,000 
and assets of $700,000. The minimum acceptable rate of return on assets is 9%. What is 
the residual income for the division? 


PE 24-6A_ Transfer pricing 


The materials used by the Vancouver Division of Roberts Company are currently pur- 
chased from outside suppliers at $45 per unit. These same materials are produced by 
Roberts’ Tucson Division. The Tucson Division can produce the materials needed by the 
Vancouver Division at a variable cost of $30 per unit. The division is currently producing 
100,000 units and has capacity of 130,000 units. The two divisions have recently negoti- 
ated a transfer price of $38 per unit for 25,000 units. By how much will each division’s 
income increase as a result of this transfer? 


PE 24-6B_ Transfer pricing 

The materials used by the Burlington Division of Wilson Company are currently purchased 
from outside suppliers at $100 per unit. These same materials are produced by the Racine 
Division. The Racine Division can produce the materials needed by the Burlington Divi- 
sion at a variable cost of $70 per unit. The division is currently producing 160,000 units 
and has capacity of 200,000 units. The two divisions have recently negotiated a transfer 
price of $85 per unit for 40,000 units. By how much will each division’s income increase 
as a result of this transfer? 


OBJ. 2 
V a. (c) $3,960 


EX 24-1 Budget performance reports for cost centers 


Partially completed budget performance reports for Gehring Company, a manufacturer of 
air conditioners, are provided on the following page. 
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Gehring Company : 
Budget Performance Report—Vice President, Production 
For the Month Ended April 30, 2012 


Plant Budget Actual Over Budget Under Budget 
Mid-Atlantic Region $624,000 $622,500 $1,500 
West Region 446,400 444,000 2,400 
South Region (g) (h) (i) 

()) (k) $ (I) $3,900 


Gehring Company 
Budget Performance Report—Manager, South Region Plant 
For the Month Ended April 30, 2012 


Department Budget Actual Over Budget Under Budget 
Chip Fabrication (a) (b) (c) 
Electronic Assembly $127,680 $129,360 $ 1,680 
Final Assembly 205,500 204,960 $540 
(d) (e) $5,640 (f) $540 
Gehring Company 


Budget Performance Report—Supervisor, Chip Fabrication 
For the Month Ended April 30, 2012 


Department Budget Actual Over Budget Under Budget 

Factory wages $ 36,960 $ 39,600 $2,640 

Materials 104,400 103,680 $720 

Power and light 5,760 6,840 1,080 

Maintenance 10,080 11,040 960 la. 
$157,200 $161,160 $4,680 $720 


a. Complete the budget performance reports by determining the correct amounts for the 
lettered spaces. 


b «alii Compose a memo to Tony Amoruso, vice president of production for Gehring 
Company, explaining the performance of the production division for April. 


OBJ.3 EX 24-2 Divisional income statements 


V Commercial The following data were summarized from the accounting records for Jareau Construction 


Division income from Company for the year ended June 30, 2012: 
operations, $101,080 


Cost of goods sold: Service department charges: 
Commercial Division $523,000 Commercial Division $ 64,320 
Residential Division 242,100 Residential Division 38,760 
Administrative expenses: Net sales: 
Commercial Division $ 85,600 Commercial Division $774,000 
Residential Division 73,500 Residential Division 425,000 


Prepare divisional income statements for Jareau Construction Company. 


OBJ.3 EX 24-3 Service department charges and activity bases 


For each of the following service departments, identify an activity base that could be used 
for charging the expense to the profit center. 


a. Electronic data processing d. Legal 


b. Central purchasing e. Duplication services 


c. Accounts receivable f. Telecommunications 


OBJ.3 
¥c5 


OBJ.3 


VY b. Commercial 
payroll, $21,560 


OBJ.3 


v b. Help desk, 
$75,600 


4 ~ 

; 5 
& E 
4 J, 
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EX 24-4 Activity bases for service department charges 


For each of the following service departments, select the activity base listed that is most 
appropriate for charging service expenses to responsible units. 


Service Department Activity Base 


Employee Travel 
Payroll Accounting 


Number of payroll checks 
Number of travel claims 


a. Telecommunications 1. Number of conference attendees 
b. Accounts Receivable 2. Number of computers 

c. Central Purchasing 3. Number of employees trained 

d. Training 4. Number of telephone lines 

e. Computer Support 5. Number of purchase requisitions 
f. Conferences 6. Number of sales invoices 

g. hs 

h. 8. 


EX 24-5 Service department charges 


In divisional income statements prepared for Brooks Construction Company, the Payroll 
Department costs are charged back to user divisions on the basis of the number of pay- 
roll checks, and the Purchasing Department costs are charged back on the basis of the 
number of purchase requisitions. The Payroll Department had expenses of $84,000, and 
the Purchasing Department had expenses of $40,040 for the year. The following annual 
data for Residential, Commercial, and Government Contract divisions were obtained from 
corporate records: 


Residential Commercial Government Contract 
Sales $720,000 $975,000 $2,240,000 
Number of employees: 
Weekly payroll (52 weeks per year) 200 100 120 
Monthly payroll 50 80 50 
Number of purchase requisitions per year 3,000 2,500 2,200 


a. Determine the total amount of payroll checks and purchase requisitions processed per 
year by the company and each division. 


b. Using the activity base information in (a), determine the annual amount of payroll 
and purchasing costs charged back to the Residential, Commercial, and Government 
Contract divisions from payroll and purchasing services. 


c. <iiiillie NXhy does the Residential Division have a larger service department charge 
than the other two divisions, even though its sales are lower? 


EX 24-6 Service department charges and activity bases 


Harris Corporation, a manufacturer of electronics and communications systems, uses a 
service department charge system to charge profit centers with Computing and Com- 
munications Services (CCS) service department costs. The following table identifies an 
abbreviated list of service categories and activity bases used by the CCS department. The 
table also includes some assumed cost and activity base quantity information for each 
service for April. 


CCS Service Assumed Activity 
Category Activity Base Assumed Cost Base Quantity 
Help desk Number of calls $135,200 3,380 
Network center Number of devices monitored 893,200 12,760 
Electronic mail Number of user accounts 117,600 8,400 
Local voice support Number of phone extensions 263,120 11,960 


One of the profit centers for Harris Corporation is the Communication Systems (COMM) 
secior. Assume the following information for the COMM sector: 


¢ The sector has 3,500 employees, of whom 30% are office employees. 


¢ All the office employees have a phone, and 90% of them have a computer on the 
network. 


1142 


OBJ.3 


Retail income from 
operations, $980,000 


Sa heel 
z \ 


OBJ.3 


Vv b. Income from 
operations, Cargo 
Division, $62,500 
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° One hundred percent of the employees with a computer also have an e-mail account. 

* The average number of help desk calls for April was 2.0 calls per individual with 
a computer. 

* There are 300 additional printers, servers, and peripherals on the network beyond 
the personal computers. 


a. Determine the service charge rate for the four CCS service categories for April. 
b. Determine the charges to the COMM sector for the four CCS service categories for April. 


EX 24-7. Divisional income statements with service department charges 

Ryan Snow Sports Company has two divisions, Wholesale and Retail, and two corporate 
service departments, Tech Support and Accounts Payable. The corporate expenses for the 
year ended December 31, 2012, are as follows: 


Tech Support Department $ 845,000 
Accounts Payable Department 320,000 
Other corporate administrative expenses 502,300 
Total corporate expense $1,667,300 


The other corporate administrative expenses include officers’ salaries and other ex- 
penses required by the corporation. The Tech Support Department charges the divisions 
for services rendered, based on the number of computers in the department, and the 
Accounts Payable Department charges divisions for services, based on the number of 
checks issued. The usage of service by the two divisions is as follows: 


Tech Support Accounts Payable 
Wholesale Division 400 computers 5,600 checks 
Retail Division 250 10,400 
Total 650 computers 16,000 checks 


The service department charges of the Tech Support Department and the Accounts 
Payable Department are considered controllable by the divisions. Corporate administrative 
expenses are not considered controllable by the divisions. The revenues, cost of goods 
sold, and operating expenses for the two divisions are as follows: 


Wholesale Retail 
Revenues $7,430,000 $6,184,000 
Cost of goods sold 4,123,000 3,125,000 
Operating expenses 1,465,000 1,546,000 


Prepare the divisional income statements for the two divisions. 


EX 24-8 Corrections to service department charges 


Temasec Airlines, Inc., has two divisions organized as profit centers, the Passenger Divi- 
sion and the Cargo Division. The following divisional income statements were prepared: 


Temasec Airlines, Inc. 
Divisional Income Statements 
For the Year Ended June 30, 2012 


Passenger Division Cargo Division 


Revenues $2,100,000 $2,100,000 
Operating expenses 1,700,000 1,900,000 
Income from operations before $ 400,000 $ 200,000 

service department charges 
Less service department charges: 

Training $ 87,500 $ 87,500 

Flight scheduling 75,000 75,000 

Reservations 105,000 267,500 105,000 267,500 
Income from operations $ 132,500 $ (67,500) 
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The service department charge rate for the service department costs was based on 
revenues. Since the revenues of the two divisions were the same, the service department 
charges to each division were also the same. 


The following additional information is available: 


Passenger Cargo 
Division Division Total 
Number of personnel trained 250 100 350 
Number of flights 300 420 720 
Number of reservations requested 16,000 0 16,000 


a. Does the income from operations for the two divisions accurately measure performance? 
Explain. 


b. Correct the divisional income statements, using the activity bases provided above in 
revising the service department charges. 


EX 24-9 Profit center responsibility reporting 


O’Neill Sporting Goods Co. operates two divisions—the Winter Sports Division and the 
Summer Sports Division. The following income and expense accounts were provided from 
the trial balance as of June 30, 2012, the end of the current fiscal year, after all adjust- 
ments, including those for inventories, were recorded and posted: 


Sales Winter SOLUS DIVISIO Mm a.c errs deanarone oc Saran cieuaee «. + 2-0 oft aners $21,500,000 
Sales—SUMIMETS PONESIDIVISION: « «si. causessocscsas onus eevesees oneal 24,210,000 
Cost of Goods Sold—Winter Sports Division .................0000eee 12,900,000 
Cost of Goods Sold—Summer Sports Division ...............00.eeeee 14,041,800 
Sales Expense—Winter Sports Division ..............cccceeceeceeeee 3,440,000 
Sales Expense—Summer Sports Division .............0ce0cceeeeeeee 3,389,400 
Administrative Expense—Winter Sports Division .................05- 2,150,000 
Administrative Expense—Summer Sports Division................... 2,154,690 
Advertising!Expense eens rece re eee ete Fe eee ee ee eee 989,000 
ranspontatloMEXpeHNsesa ania mitre Shae ee eee alae bow 411,600 
Accounts Receivable Collection Expense .............. cece cece cena 225,600 
WarehouseyExpenses ass acmelis caxhicras sath aie ness swan kil os 2,100,000 


The bases to be used in allocating expenses, together with other essential informa- 
tion, are as follows: 


a. Advertising expense—incurred at headquarters, charged back to divisions on the basis 
of usage: Winter Sports Division, $465,000; Summer Sports Division, $524,000. 


b. Transportation expense—charged back to divisions at a charge rate of $14.00 per 
bill of lading: Winter Sports Division, 14,000 bills of lading; Summer Sports Division, 
15,400 bills of lading. 

c. Accounts receivable collection expense—incurred at headquarters, charged back to 
divisions at a charge rate of $8.00 per invoice: Winter Sports Division, 13,000 sales 
invoices; Summer Sports Division, 15,200 sales invoices. 

d. Warehouse expense—charged back to divisions on the basis of floor space used in 
storing division products: Winter Sports Division, 140,000 square feet; Summer Sports 
Division, 100,000 square feet. 


Prepare a divisional income statement with two column headings: Winter Sports Divi- 
sion and Summer Sports Division. Provide supporting schedules for determining service 
department charges. 


EX 24-10 Rate of return on investment 
The income from operations and the amount of invested assets in each division of Steele 
Industries are as follows: 
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Income from Invested 

Operations Assets 
Retail Division $90,000 $500,000 
Commercial Division 49,000 350,000 
Internet Division 85,000 425,000 


a. Compute the rate of return on investment for each division. 


b. Which division is the most profitable per dollar invested? 


EX 24-11 Residual income 
Based on the data in Exercise 24-10, assume that management has established a 9% 
minimum acceptable rate of return for invested assets. 


a. Determine the residual income for each division. 


b. Which division has the most residual income? 


EX 24-12 Determining missing items in rate of return computation 


One item is omitted from each of the following computations of the rate of return on 
investment: 


~ 


Rate of Return on Investment = ProfitMargin x Investment Turnover 
10% = 8% x (a) 
(b) = 15% x 0.80 
14% = (c) x 2.00 
20% = 16% x (d) 
(e) = 10% x 1.50 


Determine the missing items, identifying each by the appropriate letter. 


EX 24-13 Profit margin, investment turnover, and rate of return on investment 


The condensed income statement for the Domestic Division of Fahkahany Industries Inc. 
is as follows (assuming no service department charges): 


Sales $4,500,000 
Cost of goods sold 2,611,000 
Gross profit $1,889,000 
Administrative expenses 539,000 
Income from operations $1,350,000 


The manager of the Domestic Division is considering ways to increase the rate of return 
on investment. 


a. Using the DuPont formula for rate of return on investment, determine the profit mar- 
gin, investment turnover, and rate of return on investment of the Domestic Division, 
assuming that $3,750,000 of assets have been invested in the Domestic Division. 


b. If expenses could be reduced by $450,000 without decreasing sales, what would be 
the impact on the profit margin, investment turnover, and rate of return on investment 
for the Domestic Division? 


EX 24-14 Rate of return on investment 
The Walt Disney Company has four profitable business segments, described as follows: 


* Media Networks: The ABC television and radio network, Disney channel, ESPN, A&E, 
E!, and Disney.com. 


* Parks and Resorts: Walt Disney World Resort, Disneyland, Disney Cruise Line, and 
other resort properties. 


* Studio Entertainment: Walt Disney Pictures, Touchstone Pictures, Hollywood Pictures, 
Miramax Films, and Buena Vista Theatrical Productions. 


* Consumer Products: Character merchandising, Disney stores, books, and magazines. 
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Disney recently reported sector income from operations, revenue, and invested assets (in 
millions) as follows: 


Income from Invested 

Operations Revenue Assets 
Media Networks $4,765 $16,209 $26,936 
Parks and Resorts 1,418 10,667 16,945 
Studio Entertainment 75 6,136 11,104 
Consumer Products 609 2)425 1,278 


a. Use the DuPont formula to determine the rate of return on investment for the four 
Disney sectors. Round whole percents to one decimal place and investment turnover 
to two decimal places. 


b. seam Tow do the four sectors differ in their profit margin, investment turnover, 
and return on investment? 


EX 24-15 Determining missing items in rate of return and residual income computations 


Data for Magnum Company is presented in the following table of rates of return on in- 
vestment and residual incomes: 


Minimum 
Income Rate of Minimum Acceptable 
Invested from Return on Rate of Income from Residual 
Assets Operations Investment Return Operations Income 
$920,000 $202,400 (a) 15% (b) (c) 
$610,000 (d) (e) (f) $67,100 $24,400 
$440,000 (g) 16% (h) $57,200 (i) 
$280,000 $50,400 (j) 14% (k) (I) 


Determine the missing items, identifying each item by the appropriate letter. 


EX 24-16 Determining missing items from computations 
Data for the North, South, East, and West divisions of Gateway Company are as follows: 


Income from Invested Rate of Return Investment 
Sales Operations Assets oninvestment ProfitMargin Turnover 
North $625,000 (a) (b) 20% 10% (c) 
South (d) $84,000 (e) (f) 14% eS) 
East $800,000 (g) $320,000 18% (h) (i) 
West $950,000 $142,500 $950,000 (j) (k) (I) 


a. Determine the missing items, identifying each by the letters (a) through (). Round 
percents and investment turnover to one decimal place. 


b. Determine the residual income for each division, assuming that the minimum accept- 
able rate of return established by management is 11%. 


c. Which division is the most profitable in terms of (1) return on investment and (2) 
residual income? 


EX 24-17 Rate of return on investment, residual income 


Starwood Hotels & Resorts Worldwide provides lodging services around the world. The com- 
pany is separated into two major divisions. 


¢ Hotel Ownership: Hotels owned and operated by Starwood. 


¢ Vacation Ownership: Resort properties developed, owned, and operated for timeshare 
vacation Owners. 
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Financial information for each division, from a recent annual report, is as follows Gn 


millions): 
Hotel Vacation 
Ownership Ownership 
Revenues $5,013 $ 894 
Income from operations 785 136 
Total assets 6,728 2,183 


a. Use the DuPont formula to determine the return on investment for each of the Star- 
wood business divisions. Round whole percents to one decimal place and investment 
turnover to two decimal places. 

b. Determine the residual income for each division, assuming a minimum acceptable 
income of 8% of total assets. Round minimal acceptable return to the nearest million 
dollars. 


c. ido Tyterpret your results . 


OBJ.4 EX 24-18 Balanced scorecard 
< American Express Company is a major financial services company, noted for its American 
Express® card. Below are some of the performance measures used by the company in 
its balanced scorecard. ; 
Average cardmember spending Number of merchant signings 
Cards in force Number of card choices 
Earnings growth Number of new card launches 
Hours of credit consultant training Return on equity 
Investment in information technology Revenue growth 


Number of Internet features 


For each measure, identify whether the measure best fits the innovation, customer, internal 
process, or financial dimension of the balanced scorecard. 


OBJ.4 EX 24-19 Balanced scorecard 
» Several years ago, United Parcel Service (UPS) believed that the Internet was going to 
es change the parcel delivery market and would require UPS to become a more nimble and 
customer-focused organization. As a result, UPS replaced its old measurement system, 


which was 90% oriented toward financial performance, with a balanced scorecard. The 
scorecard emphasized four “point of arrival” measures, which were: 


Customer satisfaction index—a measure of customer satisfaction. 


SS 


Employee relations index—a measure of employee sentiment and morale. 


3. Competitive position—delivery performance relative to competition. 


a 


Time in transit—the time from order entry to delivery. 


a <li “Xhy did UPS introduce a balanced scorecard and nonfinancial measures in 
its new performance measurement system? 


b ali “Why do you think UPS included a factor measuring employee sentiment? 


OBJ.5 EX 24-20 Decision on transfer pricing 


V a. $1,500,000 Materials used by the Truck Division of Goldman Motors are currently purchased from 
outside suppliers at a cost of $310 per unit. However, the same materials are available 
from the Components Division. The Components Division has unused capacity and can 
produce the materials needed by the Truck Division at a variable cost of $250 per unit. 


a. If a transfer price of $272 per unit is established and 25,000 units of materials are 
transferred, with no reduction in the Components Division’s current sales, how much 
would Goldman Motors’ total income from operations increase? 


b. How much would the Truck Division’s income from operations increase? 


How much would the Components Division’s income from operations increase? 


OBJ. 5 
V b. $500,000 


Chapter 24 Performance Evaluation for Decentralized Operations 1147 


EX 24-21 Decision on transfer pricing 


Based on Goldman Motors’ data in Exercise 24-20, assume that a transfer price of $290 
has been established and that 25,000 units of materials are transferred, with no reduction 
in the Components Division’s current sales. 


a. How much would Goldmon Motors’ total income from operations increase? 

b. How much would the Truck Division’s income from Operations increase? 

c. How much would the Components Division’s income from operations increase? 
d 


<< If the negotiated price approach is used, what would be the range of accept- 
able transfer prices and why? 
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PR 24-1A_ Budget performance report for a cost center 


World-Tec Company sells electronics over the Internet. The International Division is 
organized as a cost center. The budget for the International Division for the month ended 
March 31, 2012, is as follows (in thousands): 


Customer service salaries $ 325,500 
Insurance and property taxes 68,250 
Distribution salaries 519,250 
Marketing salaries 612,125 
Engineer salaries 498,125 
Warehouse wages 348,800 
Equipment depreciation 109,400 

Total $2,481,450 


During March, the costs incurred in the International Division were as follows: 


Customer service salaries $ 416,700 
Insurance and property taxes 66,200 
Distribution salaries 514,000 
Marketing salaries 685,500 
Engineer salaries 488,100 
Warehouse wages 334,900 
Equipment depreciation 109,375 

Total $2,614,775 


Instructions 
1. Prepare a budget performance report for the director of the International Division for 
the month of March. 


2. For which costs might the director be expected to request supplemental reports? 


PR 24-2A Profit center responsibility reporting 

Johnson Products Inc. has three regional divisions organized as profit centers. The chief 
executive officer (CEO) evaluates divisional performance, using income from operations 
as a percent of revenues. The following quarterly income and expense accounts were 
provided from the trial balance as of December 31, 2012: 


Revenues—East $ 720,000 
Revenues—West 860,000 
Revenues—Central 1,560,000 
Operating Expenses—East 456,150 
Operating Expenses—West 511,700 
Operating Expenses—Central 943,550 
Corporate Expenses—Shareholder Relations 112,000 
Corporate Expenses—Customer Support 385,000 
Corporate Expenses—Legal 152,000 


General Corporate Officers’ Salaries 240,000 
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The company operates three service departments: Shareholder Relations, Customer 
Support, and Legal. The Shareholder Relations Department conducts a variety of services 
for shareholders of the company. The Customer Support Department is the company’s 
point of contact for new service, complaints, and requests for repair. The department 
believes that the number of customer contacts is an activity base for this work. The Legal 
Department provides legal services for division management. The department believes 
that the number of hours billed is an activity base for this work. The following additional 
information has been gathered: 


East West Central 
Number of customer contacts 4,375 5,250 7,875 
Number of hours billed 950 (S20 1,330 


Instructions 

1. Prepare quarterly income statements showing income from operations for the three 
divisions. Use three column headings: East, West, and Central. 

2. Identify the most successful division according to the profit margin. 

3. «i/o Provide a recommendation to the CEO for a better method for evaluating the 
performance of the divisions. In your recommendation, identify the major weakness 
of the present method. 


PR 24-3A Divisional income statements and rate of return on investment analysis 
Edward Baird Company is a diversified investment company with three operating divi- 
sions organized as investment centers. Condensed data taken from the records of the 
three divisions for the year ended June 30, 2012, are as follows: 


Electronic Investment 
Mutual Fund Brokerage Banking 
Division Division Division 
Fee revenue $3,450,000 $2,800,000 $3,800,000 
Operating expenses 2,415,000 2,632,000 2,850,000 
Invested assets 5,750,000 800,000 4,750,000 


The management of Edward Baird Company is evaluating each division as a basis for 
planning a future expansion of operations. 


Instructions 


1. Prepare condensed divisional income statements for the three divisions, assuming that 
there were no service department charges. 


2. Using the DuPont formula for rate of return on investment, compute the profit margin, 
investment turnover, and rate of return on investment for each division. 


3. <i Tf available funds permit the expansion of operations of only one division, 
which of the divisions would you recommend for expansion, based on parts (1) and 
(2)? Explain. 


PR 24-4A_ Effect of proposals on divisional performance 


A condensed income statement for the Golf Division of Rewind Sports Inc. for the year 
ended December 31, 2012, is as follows: 


Sales $2,400,000 
Cost of goods sold 1,663,000 
Gross profit $ 737,000 
Operating expenses 425,000 
Income from operations $ 312,000 
Invested assets $2,000,000 


Assume that the Golf Division received no charges from service departments. The 
president of Rewind Sports has indicated that the division’s rate of return on a $2,000,000 
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investment must be increased to at least 18% by the end of the next year if operations are 
to continue. The division manager is considering the following three proposals: 


Proposal 1: Transfer equipment with a book value of $400,000 to other divisions at no 
gain or loss and lease similar equipment. The annual lease payments would exceed the 
amount of depreciation expense on the old equipment by $72,000. This increase in expense 
would be included as part of the cost of goods sold. Sales would remain unchanged. 


Proposal 2: Purchase new and more efficient machining equipment and thereby reduce 
the cost of goods sold by $264,000. Sales would remain unchanged, and the old equip- 
ment, which has no remaining book value, would be scrapped at no gain or loss. The 
new equipment would increase invested assets by an additional $1,000,000 for the year. 


Proposal 3: Reduce invested assets by discontinuing a product line. This action would 
eliminate sales of $425,000, cost of goods sold of $284,250, and operating expenses of 
$125,000. Assets of $1,012,500 would be transferred to other divisions at no gain or loss. 


Instructions 

1. Using the DuPont formula for rate of return on investment, determine the profit mar- 
gin, investment turnover, and rate of return on investment for the Golf Division for 
the past year. 


2. Prepare condensed estimated income statements and compute the invested assets for 
each proposal. 


3. Using the DuPont formula for rate of return on investment, determine the profit margin, 
investment turnover, and rate of return on investment for each proposal. 


4. Which of the three proposals would meet the required 18% rate of return on invest- 
ment? 


5. If the Golf Division were in an industry where the profit margin could not be increased, 
how much would the investment turnover have to increase to meet the president’s 
required 18% rate of return on investment? Round to one decimal place. 


PR 24-5A Divisional performance analysis and evaluation 


The vice president of operations of Avigi IQ Company is evaluating the performance of 
two divisions organized as investment centers. Invested assets and condensed income 
statement data for the past year for each division are as follows: 


Business Division Consumer Division 


Sales $1,800,000 $1,850,000 
Cost of goods sold 940,000 950,000 
Operating expenses 572,000 493,000 
Invested assets 1,200,000 2,312,500 


Instructions 

1. Prepare condensed divisional income statements for the year ended December 31, 
2012, assuming that there were no service department charges. 

2. Using the DuPont formula for rate of return on investment, determine the profit mar- 
gin, investment turnover, and rate of return on investment for each division. 

3. If management desires a minimum acceptable rate of return of 18%, determine the 
residual income for each division. 

4, @iiiiiéi/éz Discuss the evaluation of the two divisions, using the performance measures 
determined in parts (1), (2), and (3). 


PR 24-6A_ Transfer pricing 

Eccles, Inc., manufactures electronic products, with two operating divisions, the Electron- 
ics and Instruments divisions. Condensed divisional income statements, which involve no 
int-acompany transfers and which include a breakdown of expenses into variable and 
fixed components, are as follows: 
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Eccles, Inc. 
Divisional Income Statements 
For the Year Ended December 31, 2012 


Electronics Instruments 


Division Division Total 
Sales: 

12,000 units @ $120 per unit $1,440,000 $1,440,000 
18,000 units @ $228 per unit $4,104,000 4,104,000 
$1,440,000 $4,104,000 $5,544,000 

Expenses: 

Variable: 
12,000 units @ $86 per unit $1,032,000 $1,032,000 
18,000 units @ $162* per unit $2,916,000 2,916,000 
Fixed 168,000 432,000 600,000 
Total expenses $1,200,000 $3,348,000 $4,548,000 
Income from operations $ 240,000 $ 756,000 $ 996,000 


*$126 of the $162 per unit represents materials costs, and the remaining $36 per unit represents 
other variable conversion expenses incurred within the Instruments Division. 


The Electronics Division is presently producing 12,000 units out of a total capacity of 
14,400 units. Materials used in producing the Instruments Division’s product are currently 
purchased from outside suppliers at a price of $126 per unit. The Electronics Division is 
able to produce the materials used by the Instruments Division. Except for the possible 
transfer of materials between divisions, no changes are expected in sales and expenses. 


Instructions 

1. <li” NXT Ould the market price of $126 per unit be an appropriate transfer price for 
Eccles, Inc.? Explain. 

2, <i TF the Instruments Division purchases 2,400 units from the Electronics Divi- 
sion, rather than externally, at a negotiated transfer price of $96 per unit, how much 
would the income from operations of each division and the total company income 
from operations increase? 

3. Prepare condensed divisional income statements for Eccles, Inc., based on the data in 
part (2). 

4, <i TT a transfer price of $105 per unit is negotiated, how much would the in- 
come from operations of each division and the total company income from operations 
increase? 

5. a. iii “Xat is the range of possible negotiated transfer prices that would be ac- 

ceptable for Eccles, Inc.? 
b. Assuming that the managers of the two divisions cannot agree on a transfer price, 
what price would you suggest as the transfer price? 
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OBJ. 2 PR 24-1B Budget performance report for a cost center 


The Eastern District of Blankfine Products, Inc., is organized as a cost center. The bud- 
get for the Eastern District of Blankfine Products, Inc., for the month ended October a1; 
2012, is as follows: 


Sales salaries $ 683,200 
System administration salaries 373,460 
Customer service salaries 127,200 
Billing salaries 82,300 
Maintenance 226,170 
Depreciation of plant and equipment 76,860 
Insurance and property taxes 34,400 


Total $1,603,590 
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During October, the costs incurred in the Eastern District were as follows: 


Sales salaries $ 682,400 
System administration salaries 373,100 
Customer service salaries 150,100 
Billing salaries 81,750 
Maintenance 227,500 
Depreciation of plant and equipment 76,860 
Insurance and property taxes 34,500 

Total $1,626,210 


Instructions 


1. Prepare a budget performance report for the manager of the Eastern District of Blank- 
fine Products for the month of October. 


2. «iid For which costs might the supervisor be expected to request supplemental 
reports? 


PR 24-2B Profit center responsibility reporting 


Train-X Railroad Company organizes its three divisions, the North (N), South (S), and 
West (W) regions, as profit centers. The chief executive officer (CEO) evaluates divi- 
sional performance, using income from operations as a percent of revenues. The follow- 
ing quarterly income and expense accounts were provided from the trial balance as of 
December 31, 2012: 


Revenues—N Region $2,625,000 
Revenues—S Region 3,940,000 
Revenues—W Region 3,562,500 
Operating Expenses—N Region 1,856,250 
Operating Expenses—S Region 3,081,000 
Operating Expenses—W Region 2,525,625 
Corporate Expenses—Dispatching 180,000 
Corporate Expenses—Equipment Management 1,110,000 
Corporate Expenses—Treasurer’s 510,000 
General Corporate Officers’ Salaries 960,000 


The company operates three service departments: the Dispatching Department, the 
Equipment Management Department, and the Treasurer’s Department. The Dispatching 
Department manages the scheduling and releasing of completed trains. The Equipment 
Management Department manages the railroad cars inventories. It makes sure the right 
freight cars are at the right place at the right time. The Treasurer's Department conducts 
a variety of services for the company as a whole. The following additional information 
has been gathered: 


North South West 


Number of scheduled trains 500 850 650 
Number of railroad cars in inventory 4,625 6,475 7,400 


Instructions 

1. Prepare quarterly income statements showing income from operations for the three 
regions. Use three column headings: North, South, and West. 

2. Identify the most successful region according to the profit margin. 

3, <a Provide a recommendation to the CEO for a better method for evaluating the 
performance of the regions. In your recommendation, identify the major weakness of 
the present method. 


1152 Chapter 24 


OBJ.4 


W 2. Cereal Division 
ROI, 14.4% 


OBJ.4 


V 3. Proposal 3 ROI, 
13.2% 


Performance Evaluation for Decentralized Operations 


PR 24-3B Divisional income statements and rate of return on investment analysis 

Earthy Grains Food Company is a diversified food company with three operating divisions 
organized as investment centers. Condensed data taken from the records of the three 
divisions for the year ended June 30, 2012, are as follows: 


Cereal Snack Cake Retail 
Division Division Bakeries Division 
Sales $4,950,000 $5,400,000 $4,896,000 
Cost of goods sold 3,725,000 3,800,000 3,400,000 
Operating expenses 433,000 844,000 516,800 
Invested assets 5,500,000 6,750,000 4,080,000 


The management of Earthy Grains Food Company is evaluating each division as a 
basis for planning a future expansion of operations. 


Instructions 

1. Prepare condensed divisional income statements for the three divisions, assuming that 
there were no service department charges. 

2. Using the DuPont formula for rate of return on investment, compute the profit margin, 
investment turnover, and rate of return on investment for each division. 


3. <i TT available funds permit the expansion of operations of only one division, 
which of the divisions would you recommend for expansion, based on parts (1) and 
(2)? Explain. 


PR 24-4B Effect of proposals on divisional performance 


A condensed income statement for the Electronics Division of Fannie Industries Inc. for 
the year ended January 31, 2012, is as follows: 


Sales $870,000 
Cost of goods sold 455,600 
Gross profit $414,400 
Operating expenses 310,000 
Income from operations $104,400 
Invested assets $696,000 


Assume that the Electronics Division received no charges from service departments. 


The president of Fannie Industries Inc. has indicated that the division’s rate of return 
on a $696,000 investment must be increased to at least 20% by the end of the next year 
if operations are to continue. The division manager is considering the following three 
proposals: 


Proposal 1: Transfer equipment with a book value of $96,000 to other divisions at no 
gain or loss and lease similar equipment. The annual lease payments would be less than 
the amount of depreciation expense on the old equipment by $34,800. This decrease 
in expense would be included as part of the cost of goods sold. Sales would remain 
unchanged. 


Proposal 2: Reduce invested assets by discontinuing a product line. This action would 
eliminate sales of $100,000, cost of goods sold of $42,600, and operating expenses of 
$30,000. Assets of $146,000 would be transferred to other divisions at no gain or loss. 

Proposal 3: Purchase new and more efficient machinery and thereby reduce the cost 
of goods sold by $87,000. Sales would remain unchanged, and the old machinery, which 
has no remaining book value, would be scrapped at no gain or loss. The new machinery 
would increase invested assets by $754,000 for the year. 


Instructions 

1. Using the DuPont formula for rate of return on investment, determine the profit margin, 
investment turnover, and rate of return on investment for the Electronics Division for 
the past year. Round investment turnover to two decimal places. 


2. Prepare condensed estimated income statements and compute the invested assets for 
each proposal. 
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3. Using the DuPont formula for rate of return on investment, determine the profit mar- 
gin, investment turnover, and rate of return on investment for each proposal. 


Which of the three proposals would meet the required 20% rate of return on investment? 


5. If the Electronics Division were in an industry where the profit margin could not be 
increased, how much would the investment turnover have to increase to meet the 
president’s required 20% rate of return on investment? Round to one decimal place. 


OBJ. 4 PR 24-5B Divisional performance analysis and evaluation 

V 2. Road Bike The vice president of operations of Cantor Bike Company is evaluating the performance 
Division ROI, 22.0% of two divisions organized as investment centers. Invested assets and condensed income 
statement data for the past year for each division are as follows: 


Road Bike Division Mountain Bike Division 


Sales $1,210,000 $1,440,000 
Cost of goods sold : 895,000 1,150,000 
Operating expenses 194,000 74,000 
Invested assets 550,000 1,200,000 


Instructions 
1. Prepare condensed divisional income statements for the year ended December 31, 
2012, assuming that there were no service department charges. 


2. Using the DuPont formula for rate of return on investment, determine the profit mar- 
gin, investment turnover, and rate of return on investment for each division. 


3. If management’s minimum acceptable rate of return is 16%, determine the residual 
income for each division. 


4, <iiiiié/é~- TYiscuss the evaluation of the two divisions, using the performance measures 
determined in parts (1), (2), and (3). 


OBJ.5 PR 24-6B_ Transfer pricing 

V 3. Navigational Lockhart Industries, Inc., is a diversified aerospace company, including two operating divi- 
Systems Division, sions, Semiconductors and Navigational Systems divisions. Condensed divisional income 
$210,750 statements, which involve no intracompany transfers and which include a breakdown of 


expenses into variable and fixed components, are as follows: 


Lockhart Industries, Inc. 
Divisional Income Statements 
For the Year Ended December 31, 2012 


Navigational 


Semiconductors Systems 
Division Division Total 
Sales: 

1,200 units @ $990 per unit $1,188,000 $1,188,000 
1,875 units @ $1,488 per unit $2,790,000 2,790,000 
$1,188,000 $2,790,000 $3,978,000 

Expenses: 

Variable: 
1,200 units @ $582 per unit $ 698,400 $ 698,400 
1,875 units @ $1,170* per unit $2,193,750 2,193,750 
Fixed 366,000 477,000 843,000 
Total expenses $1,064,400 $2,670,750 $3,735,150 
Income from operations $ 123,600 § 119,250 $ 242,850 


*$1,080 of the $1,170 per unit represents materials costs, and the remaining $90 per unit represents 
other variable conversion expenses incurred within the Navigational Systems Division. 


The Semiconductors Division is presently producing 1,200 units out of a total ca- 
pacity of 1,500 units. Materials used in producing the Navigational Systems Division’s 
product are currently purchased from outside suppliers at a price of $1,080 per unit. The 
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Semiconductors Division is able to produce the components used by the Navigational 
Systems Division. Except for the possible transfer of materials between divisions, no 


changes are expected in sales and expenses. 


Instructions 

1. «ddr NX OUI the market price of $1,080 per unit be an appropriate transfer price 
for Lockhart Industries, Inc.? Explain. 

2. <i TF the Navigational Systems Division purchases 300 units from the Semicon- 
ductors Division, rather than externally, at a negotiated transfer price of $775 per unit, 
how much would the income from operations of each division and total company 
income from operations increase? 

3. Prepare condensed divisional income statements for Lockhart Industries, Inc., based 
on the data in part (2). 

4, <iiédéiiéiim TF a transfer price of $850 per unit is negotiated, how much would the income 
from operations of each division and total company income from operations increase? 

5. a. iiiillie “X7Hat is the range of possible negotiated transfer prices that would be ac- 

ceptable for Lockhart Industries, Inc.? 
b. Assuming that the managers of the two divisions cannot agree on a transfer price, 
what price would you suggest as the transfer price? 


Cases & Projects 
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Excel Success Special Activities 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


SA 24-1 Service department charges 


The Kirkland Company has three central service departments: sales administration, credit, 
and human resources. The expenses for the three departments are as follows for the year 
ended December 31, 2012: 


Sales administration $120,000 
Credit 84,000 
Human resources 185,000 

Total $389,000 


Service department expenses are allocated to divisions based on an appropriate activity 
base. The activity bases associated with each service department to each division for 
2012 is as follows: 


Service Departments Northern Division Southern Division Total 

Sales administration 1,650 3,850 5,500 sales orders 
Credit 4,900 9,100 14,000 customers 
Human resources 400 600 1,000 employees 


a. Open the Excel file SA24-1_2e. 
b. Prepare a report showing the service department charges allocated to each division. 


c. When you have completed the report, perform a “save as,” replacing the entire file 
name with the following: 


SA24-1_2e[your first name initial]_[your last name] 


excel 
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SA 24-2 Service department charges 


Bass Company allocates central service department expenses from the accounting, travel, 
and purchasing departments to the Retail, Commercial, and Municipal Divisions. The 
expenses for the three service departments for the year ended December 31, 2012 are: 


Accounting $264,000 
Travel 94,000 
Purchasing 192,000 

Total $550,000 


The activity base used by each service department in allocating service department ex- 
penses to the divisions was determined as follows: 


Department Activity Base 

Accounting Number of transactions 
Travel Number of travel requests 
Purchasing Number of purchase orders 


The use of services by the three divisions is as follows: 


Service Usage 


Division Accounting Travel Purchasing 
Retail 22,400 trans. 250 trav. req. 1,500 purch. ord. 
Commercial 12,500 190 900 
Municipal 5,100 _60 600 

Total 40,000 trans. 500 trav. req. 3,000 purch. ord. 


a. Open the Excel file SA24-2_2e. 
b. Prepare a report showing the service department charges allocated to each division. 


c. When you have completed the report, perform a “save as,” replacing the entire file 
name with the following: 


SA24-2_2ef[your first name initial]_[your last name] 


SA 24-3 Divisional income statement 


The revenues and direct operating expenses for the two divisions of the UniCast Cable 
Company for the year ended December 31, 2012, are as follows: 


Eastern Division Western Division 
Revenues $4,100,000 $3,500,000 
Operating expenses 2,450,000 2,200,000 


There are three central service departments: billing, payroll, and service and repairs. The 
expenses associated with these central service departments for December 31, 2012, are 
as follows: 


Billing $310,000 
Payroll 265,000 
Service and repairs 684,000 
Total $1,259,000 


The central service department expenses are allocated to the two divisions based on rel- 
ev ant activity bases. The billing, payroll, and service and repairs departments are allocated 
to the divisions on the basis of bills, payroll checks, and repair requests, respectively. 
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The consumption of activity by the two divisions from the three service departments for 
2012 is as follows: 


e) 


Eastern Division Western Division Total 
Billing 18,500 21,500 40,000 bills 
Payroll 1,530 1,870 3,400 payroll chks. 
Service and repairs 408 442 850 serv. requests 


Open the Excel file S424-3_2e. 


. Prepare a divisional income statement for UniCast Cable Company for the year ended 


December 31, 2012. 


When you have completed the statement, perform a “save as,” replacing the entire file 
name with the following: 


SA24-3_2e[your first name initial]_[your last name] 


\0to/Paul Sakuma 


Differential Analysis, Product 
Pricing, and Activity-Based Costing 


Facebook 


M any of the decisions that you make depend on comparing 
the estimated costs of alternatives. The payoff from such compari- 
sons is described in the following report from a University of Michigan 
study. 


Richard Nisbett and two colleagues quizzed Michigan faculty members and 
university seniors on such questions as how often they walk out on a bad 
movie, refuse to finish a bad meal, start over on a weak term paper, or aban- 
dona research project that no longer looks promising. They believe that people 
who cut their losses this way are following sound economic rules: calculating 
the net benefits of alternative courses of action, writing off past costs that 
can't be recovered, and weighing the opportunity to use future time and effort 
more profitably elsewhere. 

Among students, those who have learned to use cost-benefit analysis 
frequently are apt to have far better grades than their Scholastic Aptitude 
Test scores would have predicted. Again, the more economics courses the 
students have the more likely they are to apply cost-benefit analysis outside 
the classroom. 

Dr. Nisbett concedes that for many Americans, cost-benefit rules often 
appear to conflict with such traditional principles as ‘never give up” and 
“waste not, want not.” 


Managers must also evaluate the costs and benefits of alternative 
actions. _ the largest social networking site in the world, was 
cofounded by 26-year-old Mark Zuckerberg in 2004. Since then, it has 
grown to over 350 million users and made Zuckerberg a multibillionaire. 

Facebook has plans to grow to over 1 billion users worldwide. Such 
growth involves decisions about where to expand. For example, expand- 
ing the site to new languages and countries involves software program- 
ming, marketing, and computer hardware costs. The benefits include 
adding new users to Facebook. 

Analysis of the benefits and costs might lead Facebook to expand in 
some languages before others. For example, such an analysis might lead 
Facebook to expand in Spanish before it expands in Tok Pisin (language 
of Papua New Guinea). 

In this chapter, differential analysis, which reports the effects of 
decisions on total revenues and costs, is discussed. Practical approaches 
to setting product prices are also described and illustrated. Finally, how 
production bottlenecks and activity-based costing influence pricing and 
other decisions are also discussed. 


Source: Alan L. Otten, “Economic Perspective Produces Steady Yields,’ from 
People Patterns, The Wall Street Journal, March 31,1992, p. B1. 


CHAPTER 


Learning Objectives 


After studying this chapter, you should be able to: Example Exercises 

fag) Prepare differential analysis reports for a variety of managerial decisions. 

i Differential Analysis 
Lease or Sell EE 25-1 1161 
Discontinue a Segment or Product EE 25-2 1163 
Make or Buy EE 25-3 1165 
Replace Equipment EE 25-4 1166 
Process or Sell EE 25-5 1168 
Accept Business at a Special Price EE 25-6 1169 


fag! Determine the selling price of a product, using the product cost concept. 
| 2 | Setting Normal Product Selling Prices 
Product Cost Concept EE 25-7 1172 
Target Costing 


ag) Compute the relative profitability of products in bottleneck production 
= processes. 
Production Bottlenecks, Pricing, and Profits 
Production Bottlenecks and Profits EE 25-8 1175 
Production Bottlenecks and Pricing 


Allocate product costs using activity-based costing. 
Activity-Based Costing Method 


Estimated Activity Costs 
Activity Rates EE 25-9 1179 
Overhead Allocation EE 25-9 11799 = 


Dangers of Product Cost Distortion 
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= Prepare Differential Analysis 


differential 
analysis reports for a 
variety of managerial 
decisions. 


Managerial decision making involves choosing between alternative courses of action. 
Although the managerial decision-making process varies by the type of decision, it 
normally involves the following steps: 

Step 1. Identify the objective of the decision, which is normally maximizing income. 
Step 2. Identify alternative courses of action. 

Step 3. Gather information and perform a differential analysis. 

Step 4. Make a decision. 

Step 5. Review, analyze, and assess the results of the decision. 

To illustrate, assume Bryant Restaurants, Inc., is deciding whether to replace some 
of its customer seating (tables) with a salad bar. The differential analysis decision- 
making process is as follows: 

Step 1. Bryant Restaurants’ objective is to increase its income. 
Step 2. The alternative courses of action are: 

1. Use floor space for existing tables. 

2. Replace the tables with a salad bar. 


Step 3. The following relevant data have been gathered: 


Tables Salad Bar 
(Alternative 1) (Alternative 2) 
Revenues $100,000 $120,000 
Costs 60,000 65,000 
Income (loss) $ 40,000 $ 55,000 


The preceding information is used to perform differential analysis. Differential 
analysis, sometimes called incremental analysis, analyzes differential revenues and 
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costs in order to determine the differential impact on income of two alternative 
courses of action. 

Differential revenue is the amount of increase or decrease in revenue that is 
expected from a course of action compared to an alternative. Differential cost is the 
amount of increase or decrease in cost that is expected from a course of action as 
compared to an alternative. Differential income (loss) is the difference between the 
differential revenue and differential costs. Differential income indicates that a deci- 
sion is expected to increase income, while a differential loss indicates the decision 
is expected to decrease income. 

To illustrate, the differential analysis as of July 11, 2012, for Bryant Restaurants 
is shown below. 


atcmnvctini iS ee seed 
EX ide 
Differential Analysis , Differential 
Tables (Alternative 1) or Salad Bar (Alternative 2) { Analysis— 
July 11, 2012 | Bryant 
3 R 
Differential Effect eocourants 
Tables Salad Bar on Income 
(Alternative 1) (Alternative 2) (Alternative 2) 

REVENUES =. 2 o es So $100,000 $120,000 $20,000 
MS OSTS iss a ee ee an co -—60,000 -—65,000 —5,000 
Income: (loss). ass $ 40,000 $ 55,000 $15,000 


The differential analysis is prepared in three columns where positive amounts indicate 
the effect is to increase income and negative amounts indicate the effect is to decrease 
income. The first column is the revenues, costs, and income for maintaining floor space 
for tables (Alternative 1). The second column is the revenues, costs, and income for using 
that floor space for a salad bar (Alternative 2). The third column is the difference between 
the revenue, costs, and income of one alternative over the other. 

In Exhibit 1, the salad bar is being considered over retaining the existing tables. 
Thus, Column 3 in Exhibit 1 is expressed in terms of Alternative 2 (salad bar) over 
Alternative 1 (tables). 

In Exhibit 1, the differential revenue of a salad bar over tables is $20,000 
($120,000 — $100,000). Since the increased revenue would increase income, it is 
entered as a positive $20,000 in the Differential Effect on Income column. The 
differential cost of a salad bar over tables is $5,000 ($65,000 — $60,000). Since 
the increased costs will decrease income, it is entered as a negative $5,000 in 
the Differential Effect on Income column. 

The differential income (loss) of a salad bar over tables of $15,000 is determined 
by subtracting the differential costs from the differential revenues in the Differential 
Effect on Income column. Thus, installing a salad bar increases income by $15,000. 

The preceding differential revenue, costs, and income can also be determined 
using the following formulas: 


Differential Revenue = Revenue (Alt. 2) — Revenue (Alt. 1) 
Differential Revenue = $120,000 — $100,000 = $20,000 


Differential Costs = Costs (Alt. 2) — Costs (Alt. 1) 
Differential Costs = —$65,000 — (-$60,000) = -$5,000 


Differential Income (Loss) = Income (Alt. 2) - Income (Alt. 1) 
Differential Income (Loss) = $55,000 - $40,000 = $15,000 


Step 4. Based upon the differential analysis report shown in Exhibit 1, Bryant 
Restaurants should decide to replace some of its tables with a salad bar. 
Doing so will increase its income by $15,000. 
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Over time, Bryant Restaurants’ decision should be reviewed based upon 
actual revenues and costs. If the actual revenues and costs differ signifi- 


cantly from those gathered in Step 3, 


another differential analysis might be 


necessary to verify that the correct decision was made. 


In this chapter, differential analysis is illustrated for the following common decisions: 


NWO HR OW NY 


. Leasing or selling equipment 

. Discontinuing an unprofitable segment 

. Manufacturing or purchasing a needed part 
. Replacing fixed assets 

. Selling a product or processing further 

. Accepting additional business at a special price 


Differential analysis can be performed using spreadsheet software. 
The spreadsheet solution for Bryant Restaurants is as follows: 


ffere 
Tables (Alternative 1) or Salad Bar (Alternative 2) 
. July 11, 2012 
| Tables | Salad Bar 
| (Alternative 1) | (Alternative 2) | 
a Revenues : $100,000 $120,000 
6 Costs ____ -60,000_|__—~65,000__ 
Income (loss) _b.———» =SUM (B9:B6) _ | =SUM (C5:C6) 
=e 


Differential Analysis 


Cee 


Differential Effect | 
onIncome | 
(Alternative 2) 


| 
| 
| 
| 


=C5-B5 / 
=C6-B6 —" 
) 


=C7-B7 


j 


The formulas for the output space would be developed as follows: 


a. Enter in cells B5:C6 the revenues and costs for both alternatives. 
Enter revenues as a plus and expenses as a minus. 

b. Enter in cell B7 the sum function, =SUM(B5:B6). Copy this formula to G7. 

co Enter in cell D5 the formula for the difference between the revenues for the 
two alternatives, as Alternative 2 minus Alternative 1, or =C5-B5. 
Copy this formula to D6 and D7. 


All of the differential analyses illustrated in this text can be solved with a spreadsheet using 
this general framework. However, it is important to remember that revenues must be 
entered as a plus and expenses as a minus for these formulas to provide a correct solution. 


Go to the hands-on Excel Tutor for this example! 


Lease or Sell 


Management may lease or sell a piece of equipment that is no longer needed. This may occur 
when a company changes its manufacturing process and can no longer use the equipment in 
the manufacturing process. In making a decision, differential analysis can be used. 

To illustrate, assume that on June 22, 2012, Marcus Company is consider- 
ing leasing or disposing of the following equipment: 


Cost of equipment 
Less accumulated depreciation 
Book value 
Lease (Alternative 1): 
Total revenue for five-year lease 
Total estimated repair, insurance, and 
property tax expenses during life of lease 
Residual value at end of fifth year of lease 
Sell (Alternative 2): 
Sales price 
Commission on sales 


$200,000 
120,000 
$ 80,000 


$160,000 


35,000 
0 


$100,000 
6% 


Exhibit 2 shows the differential analysis of whether to lease (Alternative 1) 


or sell (Alternative 2) the equipment. 
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| EXHIBIT 2 
Differential Analysis Differential 
Lease Equipment (Alternative 1) or Sell Equipment (Alternative 2) | Analysis— 
June 22, 2012 | Lease or Sell 

Differential Effect | Equipment 
Lease Equipment Sell Equipment on Income | 
(Alternative 1) (Alternative 2) (Alternative 2) : 
| 
Revenues. 220 occas $160,000 $100,000 -$60,000 | 
costs Pe -35,000 ~6,000 29,000 | 
income (loss). sn $125,000 S$ 94,000 -$31,000 | 
L 


Ba ee a eee eae een metre terrereemmamemtemem eee 


If the equipment is sold, differential revenues will decrease by $60,000, differential 
costs will decrease by $29,000, and the differential effect on income is a decrease of 
$31,000. Thus, the decision should be to lease the equipment. 

Exhibit 2 includes only the differential revenues and differential costs associated ‘egg 
with the lease-or-sell decision. The $80,000 book value ($200,000 — $120,000) of the Y 4 
equipment is a sunk cost and is not considered in the differential analysis. Sunk — 
costs are costs that have been incurred in the past, cannot be recouped, and are not Have you ever walked 
relevant to future decisions. That is, the $80,000 is not affected regardless of which out on a bad movie? 
decision is made. For example, if the $80,000 were included in Exhibit 2, the costs "e Cost of the ticket is 
for each alternative would both increase by $80,000, but the differential effect on ee aS ae 
income of —$31,000 would remain unchanged. to walk out early. 


To simplify, the following factors were not considered in Exhibit 2: 


1. Differential revenue from investing funds 
2. Differential income tax 


Differential revenue, such as interest revenue, could arise from investing the cash 
created by the two alternatives. Differential income tax could also arise from differ- 
ences in income. These factors are discussed in Chapter 26. 


Example Exercise 25-1 | - 


Casper Company owns office space with a cost of $100,000 and accumulated depreciation of $30,000 that can be sold 
for $150,000, less a 6% broker commission. Alternatively, the office space can be leased by Casper Company for 

10 years for a total of $170,000, at the end of which there is no residual value. In addition, repair, insurance, and 
property tax that would be incurred by Casper Company on the rented office space would total $24,000 over the 

10 years. Prepare a differential analysis on May 30, 2012, as to whether Casper Company should lease (Alternative 1) 
or sell (Alternative 2) the office space. 


Follow My Example 25-1 


Differential Analysis 
Lease Office Space (Alternative 1) or Sell Office Space (Alternative 2) 


May 30, 2012 
Differential Effect 
Lease Office Space Sell Office Space on Income 
(Alternative 1) (Alternative 2) (Alternative 2) 
PeVeR ies cs a haarasiesattienn nace $170,000 $150,000 -$20,000 
GSTS eecceree tee atete tees crescsossivnveceosrossaretes —24,000 -9,000* 15,000 
HACOMIE (OSS) cissccccncssessseoot Seeman $146,000 $141,000 -~$ 5,000 


*§150,000x6% © 


Casper Company should lease the office space. 


Practice Exercises: PE 25-1A,PE25-1B 
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Discontinue a Segment or Product 


A product, department, branch, territory, or other segment of a business may be 
generating losses. As a result, management may consider discontinuing (eliminating) 
the product or segment. In such cases, it may be erroneously assumed that the total 
company income will increase by eliminating the operating loss. 

Discontinuing the product or segment usually eliminates all of the product’s or seg- 
ment’s variable costs. Such costs include direct materials, direct labor, variable factory 
overhead, and sales commissions. However, fixed costs such as depreciation, insurance, 
and property taxes may not be eliminated. Thus, it is possible for total company income 
to decrease rather than increase if the unprofitable product or segment is discontinued. 

To illustrate, the income statement for Battle Creek Cereal Co. is shown in Exhibit 3. As 
shown in Exhibit 3, Bran Flakes incurred an operating loss of $11,000. Because Bran Flakes 
has incurred annual losses for several years, management is considering discontinuing it. 


i nia lbaalntansdsniliane nu Rose Fp Fe 


EXHIBIT 3 


Income (Loss) 
by Product 


: x H ' B I ~ 4 

Differential 
Analysis— 
Continue or 
Discontinue 
Bran Flakes 


EE SLE OR PE ee TE 


Battle Creek Cereal Co. 

Condensed Income Statement 

/ For the Year Ended August 31, 2012 

( 

| Corn Toasted Bran Total 
Flakes Oats Flakes Company 

e 

gS ectlee sia es es ek eee, $500,000 $400,000 —- $100,000 $1,000,000 
Cost of goods sold: 

i Variablercosts'-..asacuate ee anos we $220,000 $200,000 $ 60,000 $ 480,000 

1 FIXGCIGOSES 20. tacts ear meee aoe 120,000 80,000 20,000 220,000 

: _ Total cost of goods'sold..2.. 1.0221. $340,000 $280,000 $ 80,000 $ 700,000 

SS’ Gressineotit vas: Soe Ss coc ae Seer $160,000 $120,000 _—$_- 20,000 $ 300,000 

| Operating expenses: 
Vatiable’expensesin wis. aceon eusee teen § 95,000 $ 60,000 $ 25,000 $ 180,000 

! Fixescl SXONSEG = a cs cdg, decade 25,000 20,000 6,000 51,000 
Total operating expenses ........... $120,000 — $ 80,000 $ 31,000 $ 231,000 
| Income (loss) from operations.............. ~ $ 40,000 $ 40,000 $ (11,000) $ 69,000 
| 3 § 


If Bran Flakes is discontinued, what would be the total annual operating income 
of Battle Creek Cereal? The first impression is that total annual operating income 
would be $80,000, as shown below. 


Total 
Corn Flakes Toasted Oats Company 
Income from operations $40,000 $40,000 $80,000 


However, the differential analysis dated September 29, 2012, in Exhibit 4 indicates 
that discontinuing Bran Flakes (Alternative 2) actually decreases operating income by 


Differential Analysis 
Continue Bran Flakes (Alternative 1) or Discontinue Bran Flakes (Alternative 2) 


; 

September 29, 2012 

| Continue Discontinue Differential Effect 
: Bran Flakes Bran Flakes on Income 

| (Alternative 1) (Alternative 2) (Alternative 2) 
REVENUES. cas aceon lame aera ane $100,000 $ 0 ~$100,000 

| Costs: 

/ Variable 5 Vb ow cee amet @rnecathe -§ 85,000 $ 0) $ 85,000 

| FIXGC sta eee ene eer Te tae —26,000 -26,000 0) 

| Total:costSac ches sane ee ee -$111,000 $26,000 S$ 85,000 
INCOME lOSS)u-M eae Rhee =$ 11,000 -$26,000 -$ 15,000 


PELE LEP a IL NT eee eee err eeenaneMeeRERN 
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1 EXHIBIT 5 
Proposal to Discontinue Bran Flakes | Income 
September 29, 2012 Statement 
Bran Flakes, Analysis 
Toasted Oats,and _ Discontinue Toasted Oats 
Corn Flakes Bran Flakes* andCornFlakes 
Sales aes caesar e $1,000,000 $100,000 $900,000 i 
Cost of goods sold: 
Wartable costs car ck oS Be S$ 480,000 $ 60,000 $420,000 | 
EIXeCiCOSiS sg ee 220,000 0 220,000 i 
Total cost of goods sold............. $ 700,000 $ 60,000 $640,000 
rose NOME ae $ 300,000 $ 40,000 $260,000 | 
Operating expenses: | 
Variable expenses. ..............00 000s $ 180,000 $ 25,000 $155,000 | 
Pred expenses ce, 51,000 0 51,000 | 
Total operating expenses ........... $ 231,000 $ 25,000 $206,000 
Income (loss) from operations ........... $ 69,000 $ 15,000 $ 54,000 
*Fixed costs are assumed to remain unchanged with the discontinuance of Bran Flakes. | 
f 


| 


“coe ee Cee ee a ea cana ae ge eee ee ae nee te sateen ete tame ome 


$15,000. This is because discontinuing Bran Flakes has no effect on fixed costs and 
expenses. This is confirmed by the income statement analysis in Exhibit 5, which 
indicates that income from operations would decrease from $69,000 to $54,000 if 
Bran Flakes were discontinued. 

Exhibits 4 and 5 consider only the short-term (one-year) effects of discontinuing 
Bran Flakes. When discontinuing a product or segment, long-term effects should also 
be considered. For example, discontinuing Bran Flakes could decrease sales of other 
products. This might be the case if customers upset with the discontinuance of Bran 
Flakes quit buying other products from the company. Finally, employee morale and 
productivity might suffer if employees have to be laid off or relocated. 


Example Exercise 25-2 


Product K has revenue of $65,000, variable cost of goods sold of $50,000, variable selling expenses of $12,000, and fixed 
costs of $25,000, creating a loss from operations of $22,000. Prepare a differential analysis dated February 22, 2012, to 
determine if Product K should be continued (Alternative 1) or discontinued (Alternative 2). 


Follow My Example 25-2 


Differential Analysis 
Continue K (Alternative 1) or Discontinue K (Alternative 2) 
February 22, 2012 
Continue Discontinue Differential Effect 
Product K Product K on Income 
(Alternative 1) (Alternative 2) — (Alternative 2) 


FREVENUES o sccssccsccetovasers ZERO eb ER a $65,000 $ 0) ~$65,000 
Costs: 
Variable _ -$62,000* $ 0 $62,000 
ah rcts Dai ae ome DAN AR op ROS er ~25,000 -25,000 0 
POL COSTS wa cssnns vie ee ee le 2 $87,000 $25,000 $62,000 


PARE CII WO) inset deci scarae tain -$22,000 =$25,000 =3_3,000 


~ *§50,000 + $12,000 


- Product K should be continued. 


Practice Exercises: PE 25-2A, PE 25-2B | 
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Differential 
Analysis— 
Make or Buy 
Instrument 
Panels 
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Make or Buy 


Companies often manufacture products made up of components that are assembled 
into a final product. For example, an automobile manufacturer assembles tires, radios, 
motors, interior seats, transmissions, and other parts into a finished automobile. In 
such cases, the manufacturer must decide whether to make a part or purchase it 
from a supplier. 

Differential analysis can be used to decide whether to make or buy a part. The 
analysis is similar whether management is considering making a part that is currently 
being purchased or purchasing a part that is currently being made. 

To illustrate, assume that an automobile manufacturer has been pur- 
chasing instrument panels for $240 a unit. The factory is currently operat- 
ing at 80% of capacity, and no major increase in production is expected in 
the near future. The cost per unit of manufacturing an instrument panel 
internally is estimated on February 15, 2012, as follows: 


Direct materials $ 80 
Direct labor 80 
Variable factory overhead 52 
Fixed factory overhead _ 68 
Total cost per unit $280 e 


If the make price of $280 is simply compared with the buy price of 
$240, the decision is to buy the instrument panel. However, if unused 
capacity could be used in manufacturing the part, there would be no 
increase in the total fixed factory overhead costs. Thus, only the variable 
factory overhead costs would be incurred. 

The differential analysis for this make (Alternative 1) or buy (Alterna- 
tive 2) decision is shown in Exhibit 6. The fixed factory overhead cannot 
be eliminated by purchasing the panels, thus both alternatives include 
the fixed factory overhead. The differential analysis indicates there is a 
loss of $28 per unit from buying the instrument panels. Thus, the instru- 
ment panels should be manufactured. 


Differential Analysis 
Make Panels (Alternative 1) or Buy Panels (Alternative 2) 
February 15, 2012 


Differential Effect 
Make Panels Buy Panels on Income 
(Alternative 1) (Alternative 2) (Alternative 2) 


Costs: 


Purchaseipricentaxek scenes tone eatin S10 -$240 -$240 
Ditectimatetials cuss sos seston -80 0 80 
DitechlabOnarinc..n cance anansinne -80 0 80 
Variable factory overhead .............. -52 0 52 
Fixed factory overhead .............0005 -68 -68 0 
Incomei(loss)\c..a.ccane meetin aires ~$280 ~$308 ~§ 38 


Other factors should also be considered in the analysis. For example, productive 
capacity used to make the instrument panel would not be available for other produc- 
tion. The decision may also affect the future business relationship with the instrument 
panel supplier. For example, if the supplier provides other parts, the company’s deci- 
sion to make instrument panels might jeopardize the timely delivery of other parts. 
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Example Exercise 25-3 =a 


or $8 per unit, duane fyed costs of $25 per unit. 
outside source for 960 eS unit, plus $5 per unit fen 


Replace Equipment 


The usefulness of a fixed asset may decrease before it is worn out. For example, old 
equipment may no longer be as efficient as new equipment. 

Differential analysis can be used for decisions to replace fixed assets such as 
equipment and machinery. The analysis normally focuses on the costs of continuing 
to use the old equipment versus replacing the equipment. The book value of the old 
equipment is a sunk cost and, thus, is irrelevant. 

To illustrate, assume that on November 28, 2012, a business is considering replacing 
the following machine: 


Old Machine 
Book value $100,000 
Estimated annual variable manufacturing costs 225,000 
Estimated selling price 25,000 
Estimated remaining useful life 5 years 
New Machine 
Cost of new machine $250,000 
Estimated annual variable manufacturing costs 150,000 
Estimated residual value 0 
Estimated useful life 5 years 


The differential analysis for whether to continue with the old machine 
(Alternative 1) or replace the old machine with a new machine (Alternative 
2) is shown in Exhibit 7. 

As shown in Exhibit 7, there is five-year differential effect on income 
of $150,000 (or $30,000 per year) from replacing the machine. Thus, the 
decision should be to purchase the new machine and sell the old machine. 

Other factors are of.en important in equipment replacement decisions. 
For example, differences between the remaining useful life of the old equip- 
ment and the estimated life of the new equipment could exist. In addition, 


the new equipment might improve the overall quality of the product and, Differential effect on 
income, $30,000 per year 


thus, increase sales. 


1166 Chapter 25 Differential Analysis, Product Pricing, and Activity-Based Costing 


: Se eee i ae TSR: 
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Differential Analysis | Differential 
Continue with Old Machine (Alternative 1) or Replace Old Machine (Alternative 2) j Analysis— 
November 28, 2012 j Continue with 


Continue with _—_ Replace Old Differential ] or Replace Old 
Old Machine Machine EffectonIncome | Equipment 
(Alternative 1) (Alternative 2) (Alternative 2) 


Revenues: 
Proceeds from sale of old machine $ 25,000 § 25,000 
Costs: 
Purchase price 0 -$ 250,000 ~$250,000 
Annual variable costs (5 years) -1,125,000 -~750,000 375,000 
Total costs -$1,125,000 -$1,000,000 $125,000 
Income (loss) -$1,125,000 -$ 975,000 $150,000 


The time value of money and other uses for the cash needed to purchase the new 
equipment could also affect the decision to replace equipment.’ The revenue that is 
forgone from an alternative use of an asset, such as cash, is called an opportunity 
cost. Although the opportunity cost is not recorded in the accounting records, it is 
useful in analyzing alternative courses of action. 

To illustrate, assume that in the preceding illustration the cash outlay of $250,000 for 
the new machine, less the $25,000 proceeds from the sale of the old machine, could be 
invested to yield a 15% return. Thus, the annual opportunity cost related to the purchase 
of the new machine is $33,750 (15% x $225,000). Since the opportunity cost of $33,750 
exceeds the annual cost savings of $30,000, the old machine should not be replaced. 


A machine with a book value of $32,000 has an estimated four-year life. A proposal is offered to sell the old machine for 
$10,000 and replace it with a new machine at a cost of $45,000. The new machine has a four-year life with no residual value. 
The new machine would reduce annual direct labor costs from $33,000 to $22,000. Prepare a differential analysis dated 
October 7, 2012, on whether to continue with the old machine (Alternative 1) or replace the old machine (Alternative 2). 


Example Exercise 25-4 


Follow My Example 25-4 


Differential Analysis 
Continue with Old Machine (Alternative 1) or Replace Old Machine (Alternative 2) 
October 7, 2012 


Continue with Replace Old Differential Effect 
Old Machine Machine on Income — 
(Alternative 1) (Alternative 2) (Alternative 2) 


Revenues: 


Proceeds from sale Of Old MACHINE. ..........sssssssseceeeesnnee $ 10,000 $10,000 
Costs: 

PEGASO ETC eas Fe cease cus sassinaarsnuspronseradacgoezwesteatneveees 0 -$ 45,000 -$45,000 

POC IADOM(ATVEAlS) Mace irnnaccianerner nara —132,000* ~88,000** 44,000 

Moka Costserecc. Me ee OAR -§132,000 -§133,000 -§ 1,000 
Ris Ne ae IR ok aap eta I fa). -$132,000 -$123,000 ~§ 9,000 


*$33,000 x 4 years 
**$22,000 x 4 years 


The old machine should be sold and replaced with the new machine. 


Practice Exercises: PE 25-4A, PE 25-48 : 


1The time value of money in purchasing equipment (capital assets) is discussed in Chapter 26. 
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Process or Sell 


During manufacturing, a product normally progresses 
through various stages or processes. In some cases, a 
product can be sold at an intermediate stage of pro- 
duction, or it can be processed further and then sold. 

Differential analysis can be used to decide whether 
to sell a product at an intermediate stage or to pro- 
cess it further. In doing so, the differential revenues 
and costs from further processing are compared. The 
costs of producing the intermediate product do not 
change, regardless of whether the intermediate prod- 
uct is sold or processed further. 

To illustrate, assume that a business produces 
kerosene as follows: 


Kerosene: 
Batch size 4,000 gallons 
Cost of producing kerosene $2,400 per batch 
Selling price $2.50 per gallon 


The kerosene can be processed further to yield gasoline as follows: 


Gasoline: 
Input batch size 4,000 gallons 
Less evaporation (20%) _ 800 (4,000 x 20%) 
Output batch size 3,200 gallons 
Cost of producing gasoline $3,050 per batch 
Selling price $3.50 per gallon 


Exhibit 8 shows the differential analysis dated October 1, 2012, for whether to sell 
kerosene (Alternative 1) or process it further into gasoline (Alternative 2). 


i BERL a ea EY Ae ie Us So ak SOU Ree ea pee eae ee alo Sea eat greg Ae al 
Pe Gee SAD PENNE HE RAY GEE baa UREA ERI LeT MORO e Saree Ae NCE i 


Differential Analysis 1 Differential 


Sell Kerosene (Alternative 1) or Process Further into Gasoline (Alternative 2) Analysis—Sell 
October 1/2012 | Kerosene or 
Process Further Differential | Process Further 

Sell Kerosene into Gasoline Effectonincome _jnto Gasoline 
(Alternative 1) (Alternative 2) (Alternative 2) 

REVENUES coir i cent es ue es amine $10,000* $11,200** $1,200 

KEOSES tee rete onto is Fen area eine -2,400 —3,050 -650 

Income: (Oss) tie eG hea $ 7,600 § 8,150 § 550 


*4,000 gallons x $2.50 
**(4,000 gallons — 800 gallons) x $3.50 


As shown in Exhibit 8, there is additional income from further processing the 
kerosene into gasoline of $550 per batch. Therefore, the decision should be to process 
the kerosene further into gasoline. 
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Example Exercise 25-5 


Product T is produced for $2.50 per gallon. Product T can be sold without additional processing for $3.50 per gallon, 
or processed further into Product V at an additional total cost of $0.70 per gallon. Product V can be sold for $4.00 
per gallon. Prepare a differential analysis dated April 8, 2012, on whether to sell Product T (Alternative 1) or process 
it further into Product V (Alternative 2). 


q 


Follow My Example 25-5 
Differential Analysis 


Sell Product T (Alternative 1) or Process Further into Product V (Alternative 2) 


it el sea 


April 8, 2012 
Process Further Differential Effect 

Sell Product T into Product V on Income 
(Alternative 1) (Alternative 2) (Alternative 2) 
REVENUES, POT Ufit acc cracissincccccteenettandhaates $3.50 $4.00 $0.50 
b> Costs, per unit. ee ee 2,50 ~3.20* -0.70 
4 See 
7 eIAComMe(lOSS)(DEN UNIT Mac wenn vines lenacntinee: $1.00 0.80 -$0.20 
) *$2.50 + $0.70 
The decision should be to sell Product T. . 
} 


Re eee ee ee ee ee eee ee ee eR eee ee He HAVA tees ee nab eee we sw wale ewlp sda s miele ele Ga tlee sede see e nee ee esse ween ne ee eee e nese eee ese sa see na eee rscenereeus snes an tise 


Practice Exercises: PE 25-5A,PE25-5B 


Accept Business at a Special Price 


A company may be offered the opportunity to sell its products at prices other than 
normal prices. For example, an exporter may offer to sell a company’s products 
overseas at special discount prices. 

Differential analysis can be used to decide whether to accept additional business at 
a special price. The differential revenue from accepting the additional business is com- 
pared to the differential costs of producing and delivering the product to the customer. 

The differential costs of accepting additional business depend on whether the 
company is operating at full capacity. 


1. If the company is operating at full capacity, any additional production increases 
fixed and variable manufacturing costs. Selling and administrative expenses may also 
increase because of the additional business. 

2. If the company is operating below full capacity, any additional production does not 
increase fixed manufacturing costs. In this case, the differential costs of the additional 
production are the variable manufacturing costs. Selling and administrative expenses 
may also increase because of the additional business. 


To illustrate, assume that B-Ball Inc. manufactures basketballs as follows: 


Monthly productive capacity 12,500 basketballs 
Current monthly sales 10,000 basketballs 
Normal (domestic) selling price $30.00 per basketball 
Manufacturing costs: 
Variable costs $12.50 per basketball 
Fixed costs 7.50 
Total $20.00 per basketball 


On March 10, 2012, B-Ball Inc. has received an offer from an 
exporter for 5,000 basketballs at $18 each. Production can be 
spread over three months without interfering with normal produc- 
tion or incurring overtime costs. Pricing policies in the domestic 
market will not be affected. 
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Comparing the special offer sales price of $18 with the manufacturing cost of 
$20 per basketball indicates that the offer should be rejected. However, as shown 
in Exhibit 9, a differential analysis on whether to reject the order (Alternative 1) or 
accept the order (Alternative 2) shows that the special order should be accepted. 
This is because the fixed costs are not affected by the decision, and are thus, omit- 
ted from the analysis. 

EXHIBIT9 ~ 


Differential Analysis 
Reject Order (Alternative 1) or Accept Order (Alternative 2) 
March 10, 2012 


Differential 
Analysis— 
Accept Business 
at a Special Price 


Differential 
Effect on Income 
(Alternative 2) 


$90,000 


Reject Order 
(Alternative 1) 


REVEMUCS he eres c ry oes neces $0 
Costs: 

Variable manufacturing costs........... 0 
HIGOME (lOSS) mest eee A $0 


Accept Order 
(Alternative 2) 


$90,000* 


=62,200"* 
$27,500 


62,500 
$27,500 


*5,000 units x $18 
**5,000 units x $12.50 variable cost per unit 


Proposals to sell products at special prices often require additional consider- 
ations. For example, special prices in one geographic area may result in price re- 
ductions in other areas with the result that total company sales revenues decrease. 
Manufacturers must also conform to the Robinson-Patman Act, which prohibits 
price discrimination within the United States unless price differences can be justi- 
fied by different costs. 


and dates; then submit a price bid for a hotel. If you place 
a bid that is rejected, you can try again after 24 hours. If 


NAME YOUR OWN PRICE 


Priceline.com Inc. was founded in the late 1990s and 
has become a successful survivor of the Internet revolu- 
tion. Priceline developed the “name your price®” bidding 
format, which can provide price discounts of up to 60% 
for travel services. How does it work? For hotel services, 
Priceline has arrangements with hotels to provide dis- 
counted rooms. These rooms are sold to customers based 
on a name-your-own-price bid. Customers must identify 
a zone (approximate location for the hotel), quality level, 


your bid is accepted, you are committed to pay for the 
hotel that has been selected according to your criteria. 
Why do hotels provide rooms at such a large discount? 
The hotels are accepting business at a special price. If 
the hotel has unused rooms, the variable cost of an in- 
cremental guest is low relative to the fixed cost of the 
room. Thus, during low occupancy times, any price above 
the variable cost of providing the room can add to the 
profitability of the hotel. 


Example Exercise 25-6 


Product D is normally sold for $4.40 per unit. A special price of $3.60 is offered for the export market. The variable 
production cost is $3.00 per unit. An additional export tariff of 10% of revenue must be paid for all export products. 
Assume there is sufficient capacity for the special order. Prepare a differential analysis dated January 14, 2012, on 
whether to reject (Alternative 1) or accept (Alternative 2) the special order. 


(Continued ) 
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Follow My Example 25-6 


Differential Analysis . 
Reject Order (Alternative 1) or Accept Order (Alternative 2) 
January 14, 2012 


= 
| 
3 
3 
4 


Differential 


Bejoct Order Accept Order Effect on Income 
(Alternative 1) (Alternative 2) —_ (Alternative 2) 
BREWER (UES) TOOT EU AE as aecasessasccsesscosmssuasessesn Sukcsetasieoscuesnacorn aonb ; $0 - $3.60 _ $3.60 
Costs: ee 
Variable manufacturing costs, Per UNit...... essence $0 -$3.00 ~$3.00 
Export tariff, Per UNIT ccc SPUR setae aleve 2G. -0.36* -0.36 
MGtAlGOStS co nce twaw mcacsnoermecmeccnes Msn aoeareee antes $o -$3.36 -$3.36- 
INGOME (OSS), DET UIE atccsto eam remo nenmaunmeeracane $0 $0.24 $0.24 


*$3.60 x 10% ; s 


The special order should be accepted. 


Practice vee PE 25-6A, PE 25- 6B 


: 
i 
' 
: 
| 
i 


e 
= peterminethe Setting Normal Product Selling Prices 
selling price of 

ee eae The normal selling price is the target selling price to be achieved in the long term. The 
normal selling price must be set high enough to cover all costs and expenses (fixed 
and variable) and provide a reasonable profit. Otherwise, the business will not survive. 
} In contrast, in deciding whether to accept additional business at a special price, 
f& only differential costs are considered. Any price above the differential costs will 
Gia increase profits in the short term. However, in the long term, products are sold at 
Hotels and motels use normal prices rather than special prices. 


the demand-based Managers can use one of two market methods to determine selling price: 
concept in setting 


room rates. Room rates 1. Demand-based concept 
are set low during off- 
season travel periods 


(low demand) and high The demand-based concept sets the price according to the demand for the prod- 
for peak-season travel uct. If there is high demand for the product, then the price is set high. Likewise, if 
periods (high demand) : BD oy 

acdsee buddys there is a low demand for the product, then the price is set low. 

The competition-based concept sets the price according to the price offered by 
competitors. For example, if a competitor reduces the price, then management adjusts 
the price to meet the competition. The market-based pricing approaches are discussed 
in greater detail in marketing courses. 


Managers can also use one of three cost-plus methods to determine the selling price: 


2. Competition-based concept 


1. Product cost concept 
2. Total cost concept 
3. Variable cost concept 


The product cost concept is illustrated in this section. The total cost and variable 
cost oe are illustrated in the appendix to this chapter. 


(Integrity, Objectivity, and Ethics in Business 


eres =hstabotete inl gaaneenre ore ane athena enn Ne senile eset cnrnctaeg or 


eR 


PRICE FIXING 


Federal law prevents companies competing in similar mar- and music retailers for conspiring to set CD prices at a mini- 
kets from sharing cost and price information, or what iscom- mum level, or MAP (minimum advertised price). In settling 
monly termed “price fixing.” For example, the Federal Trade the suit, the major labels ceased their MAP policies and pro- 
Commission brought a suit against the major record labels vided $143 million in cash and CDs for consumers. 
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Product Cost Concept 


Cost-plus methods determine the normal selling price by estimating a cost amount 
per unit and adding a markup, as shown below. 


Normal Selling Price = Cost Amount per Unit + Markup 


Management determines the markup based on the desired profit for the product. 
The markup should be sufficient to earn the desired profit plus cover any costs and 
expenses that are not included in the cost amount. 

Under the product cost concept, only the costs of manufacturing the product, 
termed the product costs, are included in the cost amount per unit to which the 
markup is added. Estimated selling expenses, administrative expenses, and desired 
profit are included in the markup. The markup per unit is then computed and added 
to the product cost per unit to determine the normal selling price. 

The product cost concept is applied using the following steps: 


Step 1. Estimate the total product costs as follows: 


PRODUCT COST CONCEPT 


Product costs: 


Direct materials SXXX 
Direct labor XXX 
Factory overhead XXX 

Total product cost $XXX 


Step 2. Estimate the total selling and administrative expenses. 

Step 3. Divide the total product cost by the number of units expected 
to be produced and sold to determine the total product cost per 
unit, as shown below. 


Total Product Cost 
BrOGUGUEOSt Del Unt = 
Estimated Units Produced and Sold 


Step 4. Compute the markup percentage as follows: 


Desired Profit + Total Selling and Administrative Expenses 
Markup Percentage = -———-—______{?pT?—_ 
Total Product Cost 


The numerator of the markup percentage is the desired profit plus 
the total selling and administrative expenses. These expenses must be 
included in the markup percentage, since they are not included in the cost amount 
to which the markup is added. 

The desired profit is normally computed based on a rate of return on assets as follows: 


Desired Profit = Desired Rate of Return x Total Assets 
Step 5. Determine the markup per unit by multiplying the markup percentage times 
the product cost per unit as follows: 
Markup per Unit = Markup Percentage x Product Cost per Unit 


Step 6. Determine the normal selling price by adding the markup per unit to the 
product cost per unit as follows: 


Product cost per unit SXXX 
Markup per unit XXX 
Normal selling price per unit SXXX 


To illustrate, assume the following data for 100,000 calculators that Digital Solu- 
tions Inc. expects to produce and sell during the current year: 


Manufacturing costs: 


Direct materials ($3.00 x 100,000) $ 300,000 
Direct labor ($10.00 x 100,000) 1,000,000 
Factory overheau 200,000 
Total manufacturing costs $1,500,000 
Selling and administrative expenses 170,000 
Total cost $1,670,000 
Total assets $800,000 


Desired rate of return 20% 
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The normal selling price of $18.30 is determined under the product cost concept 


as follows: 


Step 1. Total product cost: $1,500,000 
Step 2. Total selling and administrative expenses: $170,000 


Step 3. Total product cost per unit: $15.00 


Total Product Cost 


$1,500,000 


Total Cost per Unit = = —————-— > = 9 1 00 Der Grit 
fs Estimated Units Produced and Sold 100,000 units 


Step 4. Markup percentage: 22% 


Desired Profit = Desired Rate of Return x Total Assets = 20% x $800,000 = $160,000 


Desired Profit + Total Selling and Administrative Expenses 


Markup Percentage = 


$160,000 + $170,000 


Total Product Cost 
$330,000 


Markup Percentage = 


$1,500,000 
Step 5. Markup per unit: $3.30 


= = 22% 
$1,500,000 


Markup per Unit = Markup Percentage x Product Cost per Unit 
Markup per Unit = 22% x $15.00 = $3.30 per unit 


Step 6. Normal selling price: $18.30 


Total product cost per unit $15.00 
Markup per unit 3.30 


Normal selling price per unit 


$18.30 


Product cost estimates, rather than actual costs, may be used in computing the 
markup. Management should be careful, however, when using estimated or standard 


Example Exercise 25-7 


2 


Apex Corporation produces and sells Product Z at a total cost of $30 per unit, of which $20 is product cost and $10 is 
selling and administrative expenses. In addition, the total cost of $30 is made up of $18 variable cost and $12 fixed cost. 
The desired profit is $3 per unit. Determine the markup percentage on product cost. 


Follow My Example 25-7 


Practice Exercises: PE 25-7A, PE 25-7B | 


Market research firm iSuppli opened up an Apple iPad® 
to estimate its total variable manufacturing cost. After 
listing and analyzing all of the components, it deter- 
mined that the iPad has a total variable production cost 
of $259.60. This is about 52% of the retail price, which 
is estimated to be in line with other Apple products. Of 
the $259.60, much of the costs went toward making the 
product easy and appealing to use. More than 40% of 
the iPad’s cost is devoted to powering the touch screen 


interface, including the screen itself from LG Display 
Co., the touch-sensitive glass overlay from Wintek Corp., 
and the silicon chips from Texas Instruments that power 
the screen interactions. The unique aluminum casing is 
estimated to contribute $10.50 to the cost. The main 
processor chip is likely designed by PA Semi, an Apple 
acquisition, with an estimated production cost of $26.80 
by Samsung. As illustrated with the iPad, sophisticated 
products require extensive collaboration across many 
different companies to provide exciting product features 
at a reasonable cost. 


Source: A. Hesseldahl, “Apple iPad Components May Cost as Little as $260, iSuppli Says’ Bloomberg Business Week, April 7, 2010. 
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costs in applying the cost-plus approach. Specifically, estimates should be based on 
normal (attainable) operating levels and not theoretical (ideal) levels of performance. 
In product pricing, the use of estimates based on ideal operating performance could 
lead to setting product prices too low. 


Target Costing 


Target costing is a method of setting prices that combines market-based pricing with a 
cost-reduction emphasis. Under target costing, a future selling price is anticipated, using 
the demand-based or the competition-based concepts. The target cost is then determined 
by subtracting a desired profit from the expected selling price, as shown below. 


Target Cost = Expected Selling Price — Desired Profit 


Target costing tries to reduce costs as shown in Exhibit 10. The bar at the left in 
Exhibit 10 shows the actual cost and profit that can be earned during the current 
period. The bar at the right shows that the market price is expected to decline in the 
future. The target cost is estimated as the difference between the expected market 
price and the desired profit. 

The target cost is normally less than the current cost. Thus, managers must try 
to reduce costs from the design and manufacture of the product. The planned cost 
reduction is sometimes referred to as the cost “drift.” Costs can be reduced in a va- 
riety of ways such as the following: 


1. Simplifying the design 
2. Reducing the cost of direct materials 
3. Reducing the direct labor costs 
4. Eliminating waste 
Target costing is especially useful in highly competitive markets such as the mar- 


ket for personal computers. Such markets require continual product cost reductions 
to remain competitive. 


HIBIT 10 — 
Target Cost 
Concept 


Current Market Price 


Profit 


Expected Market Price 


Required cost 
reduction — 


Present Future 


Production Bottlenecks, Pricing, and Profits Compute the 


relative pro- 
‘ fitability of products in 
A production bottleneck (or constraint) is a point in the manufacturing process _ pottleneck production 


where the demand for the company’s product exceeds the ability to produce the _ processes. 
product. The theory of constraints (TOC) is a manufacturing strategy that focuses 
on reducing the influence of bottlenecks on production processes. 
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Production Bottlenecks and Profits 


When a company has a production bottleneck in its production process, it should 
attempt to maximize its profits, subject to the production bottleneck. In doing so, 
the unit contribution margin of each product per production bottleneck constraint 
is used. 
To illustrate, assume that PrideCraft Tool Company makes three types of wrenches: 
small, medium, and large. All three products are processed through a heat treatment 
operation, which hardens the steel tools. PrideCraft Tool’s heat treatment 
The sand in the hourglass can process is operating at full capacity and is a production bottleneck. The 
pass only as fast as the product unit contribution margin and the number of hours of heat treat- 


narrowest point ment used by each type of wrench are as follows: 
in the glass will 


allow. 


Small Medium Large 

Wrench Wrench Wrench 
Unit selling price $130 $140 $160 
Unit variable cost 80 1740 2f40 
Unit contribution margin 9.90 $100 $120 
Heat treatment hours per unit 1 hr. 4 hrs. 8 hrs. 


The large wrench appears to be the most profitable product because 
its unit contribution margin of $120 is the greatest. However, the unit con- 
tribution margin can be misleading in a production bottleneck operation. 

In a production bottleneck operation, the best measure of profitability is the unit 
contribution margin per production bottleneck constraint. For PrideCraft Tool, the 
production bottleneck constraint is heat treatment process hours. Therefore, the unit 
contribution margin per bottleneck constraint is expressed as follows: 

Unit Contribution Margin 


Unit Contribution Margin per Production Bottleneck Hour = ———$y>}—mAA 
Heat Treatment Hours per Unit 


The unit contribution per production bottleneck hour for each of the wrenches 
produced by PrideCraft Tool is computed below. 


Small Wrenches 


‘cea $90 
Unit Contribution Margin per Production Bottleneck Hour = : = $90 per hr. 
1 hr. 
Medium Wrenches 
; eT, ; $100 
Unit Contribution Margin per Production Bottleneck Hour = ’ = $25 per hr. 
4 hrs. 
Large Wrenches 
det $120 
Unit Contribution Margin per Production Bottleneck Hour = 3 = $15 per hr. 
8 hrs. 


The small wrench produces the highest unit contribution margin per production 
bottleneck hour (heat treatment) of $90 per hour. In contrast, the large wrench has 
the largest contribution margin per unit of $120, but has the smallest unit contribu- 
tion margin per production bottleneck hour of $15 per hour. Thus, the small wrench 
is the most profitable product per production bottleneck hour and is the one that 
should be emphasized in the market. 


Production Bottlenecks and Pricing 


When a company has a production bottleneck, the unit contribution margin per 
bottleneck hour is a measure of each product’s profitability. This measure can be 
used to adjust product prices to reflect the product’s use of the bottleneck. 

To illustrate, the large wrench produced by PrideCraft Tool Company uses eight 
bottleneck hours, but produces a contribution margin per unit of only $120. As a 
result, the large wrench is the least profitable of the wrenches per bottleneck hour 
($15 per hour). 
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PrideCraft Tool Company can improve the profitability of producing large wrenches 
by any combination of the following: 
1. Increase the selling price of the large wrenches. 
2. Decrease the variable cost per unit of the large wrenches. 
3. Decrease the heat treatment hours required for the large wrenches. 


Example Exercise 25-8 eaet 


| Product A has a unit contribution margin of $15. Product B has a unit contribution margin of $20. Product A requires 


| three furnace hours, while Product B requires five furnace hours. Determine the most profitable product, assuming the 
furnace is a constraint. 


Follow My Example 25-8 


-ProductA Product B 
RIPE CORNED CE OMA EN coss execs sh cscscth and cos ace carteces micicus tactical aR roadie aaioaen cians $15 $20 
BCU VRC OUI SOE NUE hase eacea ss ecsccccstcc cere csstsbed tbe chsadhs lotus otussss lismsebeasseaesti es isosotee +3 +5 
Unit contribution margin per production bottleneck NOUL....cccssssesesssssecssssnsecsssseeesenseee 5 S74 


Product A is the most profitable in using bottleneck resources. 


Practice Exercises: PE 25-8A, PE 25-8B : 


Assume that the variable cost per unit and the heat treatment hours for the large 
wrench cannot be decreased. In this case, PrideCraft Tool might be able to increase 
the selling price of the large wrenches. 

The price of the large wrench that would make it as profitable as the small wrench 
is determined as follows:? 


Unit Contribution 
Margin per Bottleneck = 
Hour for Small Wrench 


Revised Price of Large Wrench - Unit Variable Cost for Large Wrench 


Bottleneck Hours per Unit for Large Wrench 


Revised Price of Large Wrench — $40 
8 
$720 = Revised Price of Large Wrench - $40 


$760 = Revised Price of Large Wrench 


If the large wrench’s price is increased to $760, it would provide the same unit 
contribution margin per bottleneck hour as the small wrench, as shown below. 


Unit Contribution Margin 
Unit Contribution Margin per Bottleneck Hour = —————— 
Heat Treatment Hours per Unit 


$760 - $40 
Unit Contribution Margin per Bottleneck Hour = misao = $90 per hr. 
rs. 


At a price of $760, PrideCraft Tool Company would be indifferent between pro- 
ducing and selling the small wrench or the large wrench. This assumes that there 
is unlimited demand for the products. If the market were unwilling to purchase the 
large wrench at a price of $760, then the company should produce and sell the small 
wrenches. 


2 Assuming that the selling price of the large wrench cannot be increased, the same approach (equation) could be used to determine 
the decrease in variable cost per unit or decrease in bottleneck hours that is required to make the large wrench as profitable as the 
small wrench. 
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Allocate Activity-Based Costing Method 


product costs 


Contos agiane-ce Normal product prices can be computed from a markup on product cost, as illustrated 


earlier in this chapter. Product cost is the sum of direct material, direct labor, and 
factory overhead. In Chapter 19, factory overhead was allocated to products (jobs) 
using a single predetermined factory overhead rate. This rate was computed as: 


costing. 


Estimated Total Factory Overhead Costs 
Predetermined Factory Overhead Rate = —#£-——_———__ 


Estimated Activity Base 

The use of a single, predetermined factory overhead rate may, however, allocate 
factory overhead inaccurately. In such cases, normal product prices based on product 
cost markup may also be inaccurate. This may occur in manufacturing operations 
involving more than one product. In such cases, each product may use different 
types of factory overhead in different ways. Under such conditions, a single factory 
overhead rate will distort factory overhead allocation. 

Activity-based costing (ABC) identifies and traces costs and expenses to activities 
and then to specific products. The activity-based costing (ABC) method is an alterna- 
tive approach for allocating factory overhead when there are diverse products and 
processes. ABC uses multiple factory overhead rates based on activities. Activities are 
the types of work, or actions, involved in a manufacturing process or service activity. 
For example, assembly, inspection, and engineering design are activities. 


Estimated Activity Costs 


ABC initially assigns estimated factory overhead costs to activities, resulting in estimated 
activity costs. To illustrate, assume that Ruiz Company produces snowmobiles and rid- 
ing mowers. The overhead activities used in producing each product are as follows: 


1. Fabrication, which consists of cutting metal to shape the product. This activity is 
machine-intensive. 

2. Assembly, which consists of manually assembling machined pieces into a final product. 
This activity is labor-intensive. 

3. Setup, which consists of changing tooling in machines in preparation for making a 
new product. Each production run requires a setup. 

4. Quality-control inspections, which consist of inspecting the product for conformance 
to specifications. Inspection requires product tear down and reassembly. 

5. Engineering changes, which consist of processing changes in design or process spec- 
ifications for a product. The document that initiates changing a product or process 
is called an engineering change order (ECO). 


Ruiz Company’s total estimated factory overhead of $1,600,000 is assigned to each 
activity as shown in Exhibit 11. 


ERE RIS SA EER, ES | igs OE SI ae 


EXHIBIT 11_ 


Estimated Activity Estimated Activity Cost 
Activity Costs Pabticadlonsisuisnesns GMS etaee ORE Aen Gee ae eee ie $ 530,000 
ASSEN Dlyeacs sascimmiraik bin neta tarmiathaeae annie eaten ee eae Ne ee 70,000 
SELUD, bm Ad tau edasidecrirns cicle ceoneisie Ohrebcgerons alban acsueacrdeciak ace a a ae 480,000 
Quality-control inspegHon :3i45 c++ i. «aapseneanca caer oe ete eeeae ae eee 312,000 
ENQimeering: CHANGES, casassussic.c.n/s certian ie drarnt g nee es 208,000 


Totaliestiniated: Activity: costs: i... ne. seyrstcecon cs Nei eine ae ee ee $1,600,000 
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Activity Rates 


The estimated activity costs are allocated to products using an activity rate. Activity 
rates are determined as follows: 


a Estimated Activity Cost 
Activity Rate = 
Estimated Activity-Base Usage 

The activity base is a measure of physical activity for each activity. For example, 
the activity base for the setup activity is the number of setups. The activity-base usage 
is the number of setups estimated to be used by the operations. 

As shown in Exhibit 11, the estimated activity cost for setups is $480,000. Assume 
the activity-base usage for ie setup activity is estimated to be 120 setups. The setup 
activity rate is $4,000 per setup as computed below. 


= $480,000 
Setup Activity Rate = —————— = $4,000 per setup 
120 setups 


The estimated activity-base usage for each activity is shown in Exhibit 12. 


Estimated Activity-Base Total Estimated 


Usage by Product Activity-Base 
Activity Base Snowmobile Riding Mower Usage 


Number of fabrication direct labor hours 8,000 dlh. 2,000 dih. 10,000 dlh. 


Number of assembly direct labor hours 2,000 dih. 8,000 dlh. 10,000 dlh. 
Number of setups 100 setups _ 20 setups ~ 120 setups 
Number of quality-control ihapections 100 insp. 4insp. 104 insp. 


Number of engineering change orders 12 ECOs 4ECOs 16 ECOs 


The activity rates for each activity are determined by dividing the estimated activ- 
ity cost in Exhibit 11 by the total estimated activity-base usage for each activity in 
Exhibit 12. The activity rates for Ruiz Company are computed in Exhibit 13. 


LARS RELL Natit ea NaN 


Estimated Estimated 


Activity Activity-Base 
Activity Cost + Usage = Activity Rate 
Fabrication $530,000 + 10,000 direct labor hours = $53 per direct labor hour 
Assembly $ 70,000 + 10,000 direct labor hours = $7 per direct labor hour 
Setup $480,000 + 120setups = $4,000 per setup 
Quality-control inspections $312,000 + 104 inspections = $3,000 per inspection 
Engineering changes $208,000 + 16 engineering changes = $13,000 per engineering change order 


Overhead Allocation 


The estimated factory overhead costs are allocated to the snowmobiles and riding mow- 
ers by multiplying the activity-base usage for each product by the activity rate. The 
sum of these costs for each product is the total factory overhead cost for the product. 
This amount is divided by the total number of units produced to determine the factory 
overhead cost per unit. These computations are shown in Exhibit 14 for Ruiz Company. 


Ruiz Company 
Activity-Base 
Usage 


EXHIBIT 13 
Activity Rates— 
Ruiz Company 
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i 


EXHIBIT 14 _ Activity-Based Product Cost Calculations 


: co 
Snowmobile ibaa Riding Mower 


1 a re Sai — T T = = = = 
: Activity. | | Activity | | Activity | Activity- | —_—_— Activity = sent 
| Base Usage | x | Rate = Cost | BaseUsage x | Rate [s ost 
| i i Wess! | | sass pete Sta a eager ee if 
~— /g000dIh | | $53/dlh 53/dIh $106,000 
rar GN) Seen |__| 56,000 | 
20 setups |_| $4,000/setup | __80,000 | 
B eae T_- 12,000 
J¥ engineering s 5 Peer | [an eee : 
_ changes | 12 ECOs _ n "$13,000/EC0. | ES 156,000 | | 4 ECC | 52,000 
__ $306,000 | 
| | = 1,000 | 
16 Factory overh eee 
17 cost per ur $ 306 


The allocation of factory overhead using the ABC method for Ruiz Company is 
illustrated in Exhibit 15. 


uiz Company 


$53 per $7 per $4,000 per $3,000 per $13,000 per 
dih dih setup inspection engineering 
change order 


$1,294 per unit $306 per unit 


Dangers of Product Cost Distortion 


The allocation of factory overhead affects the accuracy of product costs. In turn, prod- 
uct costs are used for decisions such as establishing product price and determining 
whether to discontinue a product line. 

Using an inappropriate factory overhead allocation method can lead to distorted 
product costs. To illustrate, assume that Ruiz Company used a single predetermined 
factory overhead rate to allocate factory overhead to the riding mower and snowmobile. 
Assume that total estimated factory overhead was allocated using direct labor hours. 
The single predetermined factory overhead rate for Ruiz is as follows: 
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; Estimated Total F. 
Predetermined Factory Overhead Rate = Dialed oly Overneadseosts 


Estimated Activity Base 


$1,600,000 
20,000 direct labor hours 


= $80 per direct labor hour 


Using this rate, riding mowers and snowmobiles are each allocated $800,000 of 
factory overhead ($80 per direct labor hour x 10,000 direct labor hours), or $800 per 
unit ($800,000/1,000 units). Under the single predetermined factory overhead rate 
method, each product is allocated the same factory overhead. This is because riding 
mowers and snowmobiles consume the same amount of direct labor hours. 

However, the snowmobiles and riding mowers do not consume setup, quality- 
control inspection, and engineering change activities in proportion to direct labor 
hours. For example, each snowmobile consumes more of these activities than does the 
riding mower, even though each product is budgeted for 10,000 direct labor hours. 

As a result, under activity-based costing, factory overhead of $1,294 was allocated 
to each snowmobile and factory overhead of $306 was allocated to each riding 
mower (see Exhibit 14). Thus, a single predetermined factory overhead rate distorts 
the factory overhead allocation, and thus the product cost, of snowmobiles and rid- 
ing mowers as follows: 


Factory Overhead per Unit 
Single-RateMethod ABC Method 
Snowmobile $800 $1,294 
Riding mower 800 306 


As shown above, activity-based costing better allocates factory overhead by rec- 
ognizing differences in how each product uses factory overhead activities. 

If the activity-based costing method was not used, it is likely that Ruiz Company 
would lose sales of riding mowers. Riding mower prices would be marked up on a 
product cost that includes factory overhead of $800, instead of the more accurate $300. 
Likewise, the company would gain sales in snowmobiles. Snowmobile prices would 
be marked up on a product cost that includes factory overhead of $800, instead of the 
more accurate $1,294. Furthermore, Ruiz might incorrectly decide to expand production 
of snowmobiles and discontinue production of riding mowers. By using the activity- 
based costing method, however, Ruiz Company’s product costs are more accurate 
and the company has a better starting point for making proper pricing and product 
discontinuance decisions. 


Example Exercise 25-9 


_ Thorleif Company has total estimated factory overhead for the year of $600,000, divided into four activities: fabrication, 
$300,000; assembly, $120,000; setup, $100,000; and materials handling, $80,000. Thorleif manufactures two products: 
snowboards and skis. The activity-base usage quantities for each product by each activity are as follows: 


| 
Fabrication Assembly Setup Materials Handling | 

Snowboards 5,000 dih 15,000 dih 30 setups 50 moves 
Skis 15,000 5,000 220 350 
20,000 dih 20,000 dih_ 250 setups 400 moves 
i 

i 


| Each product is budgeted for 5,000 units of production for the year. Determine (a) the activity rates for each activity and 
(b) the factory overhead cost per unit for each product using activity-based costing. 


~snemtemscnem n ECrTe PN  ETRBONER ONENESS LUI PSUR TIS SATCHEL SL SEIS NEE RLM ST EES SL NEEL LOE TID 


(Continued) 
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Follow My Example 25-9 


a. Fabrication: $300,000/20,000 direct labor hours = $15 per dlh 
Assembly: $120,000/20,000 direct labor hours = $6 per dih 
Setup: $100,000/250 setups = $400 per setup — 


Materials handling: |$80,000/400 moves = $200 per move 


NOs SO in Showboard_ 
12 Aatiiy-sase | J ieee 
| 3) Activity Usage Rate 

4 
|_5 Fabrication 5,000 dih_ 
6 Assembly 15,000 dih 
"7 Setu __ 30 setups | $400/setup 

50 moves $200/move 


elas 
3 
a 


Budgeted units 
| Factory overhead 


at tld nlf ina oaie nl Nienaantiee aisles 


ee ee ee 
Cc i i i ei i i a i i ie er ri 


ssmtbinianiiedenaturmiaeeiaeiie Gees ccs uae a 


Total and Variable Cost Concepts to 


Setting Normal Price 


Recall from the chapter, cost-plus methods determine the normal selling price by 
estimating a cost amount per unit and adding a markup, as shown below. 


Normal Selling Price = Cost Amount per Unit + Markup 


Management determines the markup based on the desired profit for the product. 
The markup should be sufficient to earn the desired profit plus cover any cost and 
expenses that are not included in the cost amount. The product cost concept was 
discussed in the chapter, and the total and variable cost concepts are discussed in 
this appendix. 


Total Cost Concept 


Under the total cost concept, manufacturing cost plus the selling and administra- 

tive expenses are included in the total cost per unit. The markup per unit is then 

computed and added to total cost per unit to determine the normal selling price. 
The total cost concept is applied using the following steps: 


Step 1. Estimate the total manufacturing cost as shown below. 


Manufacturing costs: 


Direct materials SXXX 
Direct labor XXX 
Factory overhead XXX 

Total manufacturing cost $XXX 


Step 2. Estimate the total selling and administrative expenses. 
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Step 3. Estimate the total cost as shown below. 


Total manufacturing costs SXXX 
Selling and administrative expenses XXX 
Total cost SXXX 


Step 4. Divide the total cost by the number of units expected to be produced and 
sold to determine the total cost per unit, as shown below. 


Total Cost 
Total Cost per Unit = 


Estimated Units Produced and Sold 


Step 5. Compute the markup percentage as follows: TOTAL COST CONCEPT 
Desired Profit a : 
Total Cost 


Markup Percentage = 
The desired profit is normally computed based on a rate of return on 
assets as follows: 


Desired Profit = Desired Rate of Return x Total Assets 


Step 6. Determine the markup per unit by multiplying the markup per- 
centage times the total cost per unit as follows: 


Markup per Unit = Markup Percentage x Total Cost per Unit 


Step 7. Determine the normal selling price by adding the markup per 
unit to the total cost per unit as follows: 


Total cost per unit SXXX 
Markup per unit XXX 
Normal selling price per unit SXXX 


To illustrate, assume the following data for 100,000 calculators that 
Digital Solutions Inc. expects to produce and sell during the current year: 


Manufacturing costs: 


Direct materials ($3.00 x 100,000) $ 300,000 
Direct labor ($10.00 x 100,000) 1,000,000 
Factory overhead: 
Variable costs ($1.50 x 100,000) $150,000 
Fixed costs 50,000 200,000 
Total manufacturing cost $1,500,000 
Selling and administrative expenses: 
Variable expenses ($1.50 x 100,000) $150,000 
Fixed costs 20,000 
Total selling and administrative expenses 170,000 
Total cost $1,670,000 
Desired rate of return 20% 
Total assets $ 800,000 


Using the total cost concept, the normal selling price of $18.30 is determined as 
follows: 


Step 1. Total manufacturing cost: $1,500,000 

Step 2. Total selling and administrative expenses: $170,000 
Step 3. Total cost: $1,670,000 

Step 4. Total cost per unit: $16.70 


Total Cost S $1,670,000 


‘ EEE = $16.70 per unit 
Estimated Units Produced and Sold _—_ 100,000 units 


Total Cost per Unit = 
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Step 5. Markup percentage: 9.6% (rounded) 


Desired Profit = Desired Rate of Return x Total Assets = 20% x $800,000 = $160,000 


Desired Profit _ $160,000 _ 
Total Cost $1,670,000 


Markup Percentage = 9.6% (rounded) 


Step 6. Markup per unit: $1.60 


Markup per Unit = Markup Percentage x Total Cost per Unit 
Markup per Unit = 9.6% x $16.70 = $1.60 per unit 


Step 7. Normal selling price: $18.30 


Total cost per unit $16.70 
Markup per unit 1.60 
Normal selling price per unit $18.30 


The ability of the selling price of $18.30 to generate the desired profit of $160,000 
is illustrated by the income statement shown below. 


Digital Solutions Inc. 
Income Statement 
For the Year Ended December 31, 2012 


Sales (100,000 units x $18.30). ; | ~ $1,830,000 | 
‘ PE a 5 


Expenses: fick fete ae 
- Variable (100,000 units US) aa Ra Sy eae w ByAS 
Fixed ($50,000 + $20,0¢ eee ee 
Income from operations ....... eae : ee a $160,000 


on 


The total cost concept is often used by contractors who sell products to govern- 
ment agencies. This is because in many cases government contractors are required 
by law to be reimbursed for their products on a total-cost-plus-profit basis. 


Variable Cost Concept 


Under the variable cost concept, only variable costs are included in the cost amount 
per unit to which the markup is added. All variable manufacturing costs, as well as 
variable selling and administrative expenses, are included in the cost amount. Fixed 
manufacturing costs, fixed selling and administrative expenses, and desired profit are 
included in the markup. The markup per unit is then added to the variable cost per 
unit to determine the normal selling price. 

The variable cost concept is applied using the following steps: 


Step 1. Estimate the total variable product cost as follows: 


Variable product costs: 


Direct materials SXXX 
Direct labor XXX 
Variable factory overhead XXX 

Total variable product cost SXXX 


Step 2. Estimate the total variable selling and administrative expenses. 
Step 3. Determine the total variable cost as follows: 


Total variable product cost SXXX 
Total variable selling and administrative expenses XXX 
Total variable cost SXXX 


Step 4. Compute the variable cost per unit as follows: 


F ; Total Variable Cost 
Variable Cost per Unit = 


Estimated Units Produced and Sold 
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Step 5. Compute the markup percentage as follows: 


Desired Profit + Total Fixed Costs and Expenses 
Markup Percentage = —£$@2$@2™@ —_—_____—_—— 


Total Variable Cost 

The numerator of the markup percentage is the desired profit plus 
the total fixed costs (fixed factory overhead) and expenses (selling and 
administrative). These fixed costs and expenses must be included in the 
markup percentage, since they are not included in the cost amount to 
which the markup is added. 

As illustrated for the total and product cost concepts, the desired profit is 
normally computed based on a rate of return on assets as follows: 


Desired Profit = Desired Rate of Return x Total Assets 


Step 6. Determine the markup per unit by multiplying the markup per- 
centage times the variable cost per unit as follows: 


Markup per Unit = Markup Percentage x Variable Cost per Unit 


Step 7. Determine the normal selling price by adding the markup per 
unit to the variable cost per unit as follows: 


Variable cost per unit SXXX 
Markup per unit XXX 
Normal selling price per unit SXXX 


To illustrate, assume the same data for the production and sale of 
100,000 calculators by Digital Solutions Inc. as in the preceding example. 
The normal selling price of $18.30 is determined under the variable cost concept as 
follows: 


Step 1. Total variable product cost: $1,450,000 


Variable product costs: 


Direct materials ($3 x 100,000) $ 300,000 
Direct labor ($10 x 100,000) 1,000,000 
Variable factory overhead ($1.50 x 100,000) 150,000 

Total variable product cost $1,450,000 


Step 2. Total variable selling and administrative expenses: $150,000 ($1.50 x 100,000) 
Step 3. Total variable cost: $1,600,000 ($1,450,000 + $150,000) 
Step 4. Variable cost per unit: $16.00 
Total Variable Cost $1,600,000 ; 
ay inal Estimated Units Produced and Sold : 100,000 units sr Bea 
Step 5. Markup percentage: 14.4% (rounded) 
Desired Profit = Desired Rate of Return x Total Assets = 20% x $800,000 = $160,000 


Desired Profit + Total Fixed Costs and Expenses 


Markup Percentage = 
: Total Variable Cost 


$160,000 + $50,000 + $20,000 _ $230,000 


Markup Percentage = 
z $1,600,000 $1,600,000 
Markup Percentage = 14.4% (rounded) 


Step 6. Markup per unit: $2.30 
Markup per Unit = Markup Percentage x Variable Cost per Unit 
Markup per Unit = 14.4% x $16.00 = $2.30 per unit 

Step 7. Normal selling price: $18.30 


Total variable cost per unit $16.00 
Markup per unit 2.30 
Normal selling price per unit $18.30 
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 AtaGlance 


aE Prepare differential analysis reports for a variety of managerial decisions. 


/ Key Points Differential analysis reports for various decisions listed on page 1161 are illustrated in the text. 

| Each analysis focuses on the differential effects on income (loss) for alternative courses of action. 

learning Oeean | Example Practice 

Se et Exercises Exercises 

| * Prepare a lease or sell differential analysis. EE25-1 PE25-1A,25-1B 

| 

i * Prepare a discontinued segment differential analysis. EE25-2 PE25-2A,25-2B 

| * Prepare a make-or-buy differential analysis. EE25-3 PE25-3A, 25-3B 

| * Prepare an equipment replacement differential analysis. EE25-4 PE25-4A, 25-4B 
* Prepare a process or sell differential analysis. EE25-5 PE25-5A,25-5B 
* Prepare an accept business at a special price differential analysis. EE25-6 PE25-6A, 25-6B 

ee Ree ee 


2 Determine the selling price of a product, using the product cost concept. 


Key Points The three cost concepts commonly used in applying the cost-plus approach to product pricing 
are the product cost, total cost (appendix), and variable cost (appendix) concepts. 
Target costing combines market-based methods with a cost-reduction emphasis. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Compute the markup percentage using the product cost concept. EE25-7 PE25-7A,25-7B 


| * Define and describe target costing. 


= Compute the relative profitability of products in bottleneck production processes. 


Key Points The relative profitability of a product in a bottleneck production environment is determined by 
dividing the unit contribution margin by the bottleneck hours per unit. 


Learning Outcomes Example Practice 
Exercises Exercises 
* Compute the unit contribution margin per bottleneck hour. EE25-8 PE25-8A,25-8B 


* Compute the indifference price between products using the unit 
contribution margin per bottleneck hour. 


ray Allocate product costs using activity-based costing. 


Learning Outcomes Example Practice 
Exercises Exercises 

* Compute activity rates. EE25-9 PE25-9A,25-9B 

* Allocate factory overhead costs to products using ABC. EE25-9 PE25-9A,25-9B 
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Key Terms 

activities (1176) differential revenue (1159) sunk cost (1161) 

activity base (1177) engineering change order target costing (1173) 
activity-based costing (ABC) (1176) (ECO) (1176) theory of constraints 
activity rate (1177) opportunity cost (1166) (TOC) (1173) 

differential analysis (1158) product cost concept (1171) total cost concept (1180) 
differential cost (1159) production bottleneck (1173) variable cost concept (1182) 
differential income (loss) (1159) setup (1176) 


Illustrative Problem 


Inez Company recently began production of a new product, a digital clock, which 
required the investment of $1,600,000 in assets. The costs of producing and selling 
80,000 units of the digital clock are estimated as follows: 


Variable costs: 


Direct materials $10.00 per unit 
Direct labor 6.00 
Factory overhead 4.00 
Selling and administrative expenses 5.00 
Total $25.00 per unit 
Fixed costs: 
Factory overhead $800,000 
Selling and administrative expenses 400,000 


Inez Company is currently considering establishing a selling price for the digital clock. 
The president of Inez Company has decided to use the cost-plus approach to product 
pricing and has indicated that the digital clock must earn a 10% rate of return on in- 
vested assets. 


Instructions 


1. Determine the amount of desired profit from the production and sale of the digital 
clock. 

2. Assuming that the product cost concept is used, determine (a) the cost amount per 
unit, (b) the markup percentage, and (c) the selling price of the digital clock. 

3. Under what conditions should Inez Company consider using activity-based costing 
rather than a single factory overhead allocation rate in allocating factory overhead to 
the digital clock? 

4, Assume the market price for similar digital clocks was estimated at $38. Compute the 
reduction in manufacturing cost per unit needed to maintain the desired profit and 
existing selling and administrative expenses under target costing. 

5. Assume that for the current year, the selling price of the digital clock was $42 per 
unit. To date, 60,000 units have been produced and sold, and analysis of the do- 
mestic market indicates that 15,000 additional units are expected to be sold during 
the remainder of the year. On August 7, 2012, Inez Company received an offer from 
Wong Inc. for 4,000 units of the digital clock at $28 each. Wong Inc. will market the 
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units in Korea under its own brand name, and no selling and administrative expenses 
associated with the sale will be incurred by Inez Company. The additional business 
is not expected to affect the domestic sales of the digital clock, and the additional 
units could be produced during the current year, using existing capacity. Prepare a 
differential analysis dated August 7, 2012, to determine whether to reject (Alternative 1) 
or accept (Alternative 2) the special order from Wong. 


Solution 


1. $160,000 ($1,600,000 x 10%) 
2. a. Total manufacturing costs: 


Variable ($20 x 80,000 units) $1,600,000 
Fixed factory overhead 800,000 
Total $2,400,000 


Cost amount per unit: $2,400,000/80,000 units = $30.00 


Desired Total Selling and 
b. Markup Percentage = Profit + Administrative Expenses 


Total Product Cost 
$160,000 + $400,000 + ($5 x 80,000 units) 
Markup Percentage = —HY}._ : 
$2,400,000 


$160,000 + $400,000 + $400,000 


Markup Percentage = 


$2,400,000 
$960,000 
Markup Percentage = —————— = 40% 
$2,400,000 
c. Cost amount per unit $30.00 
Markup ($30 x 40%) 12.00 
Selling price $42.00 


3. Inez should consider using activity-based costing for factory overhead allocation when 
the product and manufacturing operations are complex. For example, if the digital 
clock was introduced as one among many different consumer digital products, then 
it is likely these products will consume factory activities in different ways. If this is 
combined with complex manufacturing and manufacturing support processes, then 
it is likely a single overhead allocation rate will lead to distorted factory overhead 
allocation. Specifically, the digital clock is a new product. Thus, it is likely that it will 
consume more factory overhead than existing stable and mature products. In such 
case, a single rate would result in the digital clock being undercosted compared to 
results using activity-based rates for factory overhead allocation. 


4. Current selling price $42 
Expected selling price =38 
Required reduction in manufacturing cost to maintain same profit $4 


Revised revenue and cost figures: 


Current Desired 
Selling price $42 $38 
Costs: mis tse 
Variable selling and administrative expenses per unit S58} SG 
Fixed selling and administrative expenses per unit 
($400,000/80,000 units) 5 5 
Existing manufacturing cost per unit [part (2)] 30 
Target manufacturing cost per unit ($30 — $4) ce 26 
Total costs $40 $36 


Profit cen <9 
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5. Differential Analysis—Wong Inc. Special Order 


Revenues 
Costs: 
Variable manufacturing costs 


Reject Order (Alternative 1) or Accept Order (Alternative 2) 
August 7, 2012 
Differential Effect 
Reject Order Accept Order on Income 
(Alternative 1) (Alternative 2) (Alternative 2) 
$0 $112,000* $112,000 
20) —80,000** —80,000 
$0 §_ 32,000 $32,000 


Income (loss) 


*4,000 units x $28 per unit 
**4 000 units x $20 per unit 


The proposal should be accepted. 


Discussion Questions 


. Explain the meaning of (a) differential revenue, 


(b) differential cost, and (c) differential income. 


. A company could sell a building for $250,000 or 


lease it for $2,500 per month. What would need to 
be considered in determining if the lease option 
would be preferred? 


. A chemical company has a commodity-grade and 


premium-grade product. Why might the company 
elect to process the commodity-grade product fur- 
ther to the premium-grade product? 


. A company accepts incremental business at a 


special price that exceeds the variable cost. What 
other issues must the company consider in decid- 
ing whether to accept the business? 


. A company fabricates a component at a cost of 


$6.00. A supplier offers to supply the same com- 
ponent for $5.50. Under what circumstances is it 
reasonable to purchase from the supplier? 


Many fast-food restaurant chains, such as McDon- 
ald’s, will occasionally discontinue restaurants in 


10. 


11. 


their system. What are some financial consider- 
ations in deciding to eliminate a store? 


In the long run, the normal selling price must be 
set high enough to cover what factors? 


Although the cost-plus approach to product pric- 
ing may be used by management as a general 
guideline, what are some examples of other fac- 
tors that managers should also consider in setting 
product prices? 


How does the target cost concept differ from cost- 
plus approaches? 


What is the appropriate measure of a product’s 
value when a firm is operating under production 
bottlenecks? 


Under what conditions might a company use 
activity-based costing to allocate factory overhead 
to products? 
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Practice Exercises 


Learning Example 
Objectives _ Exercises 
OBJ.1 EE25-1 p.j/6/ PE25-1A_ Lease or sell 


Kincaid Company.owns a machine with a cost of $365,000 and accumulated depreciation 
of $55,000 that can be sold for $276,000, less a 5% sales commission. Alternatively, the 
machine can be leased by Kincaid Company for three years for a total of $287,000, at the 
end of which there is no residual value. In addition, the repair, insurance, and property tax 
expense that would be incurred by Kincaid Company on the machine would total $15,900 
over the three years. Prepare a differential analysis on January 12, 2012, as to whether 
Kincaid Company should lease (Alternative 1) or sell (Alternative 2) the equipment. 


OBJ.1 EE25-1 p/i6/ PE25-1B_ Lease or sell 

Lassiter Company owns equipment with a cost of $140,000 and accumulated depreciation 
of $75,000 that can be sold for $55,000, less a 6% sales commission. Alternatively, the 
equipment can be leased by Lassiter Company for five years for a total of $51,000, at the 
end of which there is no residual value. In addition, the repair, insurance, and property 
tax expense that would be incurred by Lassiter Company on the equipment would total 
$6,400 over the five years. Prepare a differential analysis on March 23, 2012, as to whether 
Lassiter Company should lease (Alternative 1) or sell (Alternative 2) the equipment. 


OBJ.1 EE25-2 p./i63 PE25-2A Discontinue a segment 
Product T has revenue of $194,000, variable cost of goods sold of $115,000, variable sell- 
ing expenses of $33,000, and fixed costs of $60,000, creating a loss from operations of 
$14,000. Prepare a differential analysis as of September 12, 2012, to determine if Product 
T should be continued (Alternative 1) or discontinued (Alternative 2). 


OBJ.1 EE25-2 p.ii63 PE25-2B Discontinue a segment 


Product J has revenue of $49,000, variable cost of goods sold of $28,000, variable selling 
expenses of $15,000, and fixed costs of $14,000, creating a loss from operations of $8,000. 
Prepare a differential analysis as of May 9, 2012, to determine if Product J should be 
continued (Alternative 1) or discontinued (Alternative 2). 


OBJ.1 EE25-3 p//65 PE25-3A Make or buy 


A restaurant bakes its own bread for $150 per unit (100 loaves), including fixed costs of 
$34 per unit. A proposal is offered to purchase bread from an outside source for $101 per 
unit, plus $9 per unit for delivery. Prepare a differential analysis dated August 16, 2012, 
to determine whether the company should make (Alternative 1) or buy (Alternative 2) 
the bread. 


OBJ.1 EE 25-3 p.j/65 PE25-3B Make or buy 


A company manufactures various sized plastic bottles for its medicinal product. The 
manufacturing cost for small bottles is $46 per unit (100 bottles), including fixed costs of 
$14 per unit. A proposal is offered to purchase small bottles from an outside source for 
$30 per unit, plus $6 per unit for freight. Prepare a differential analysis dated March 30, 
2012, to determine whether the company should make (Alternative 1) or buy (Alterna- 
tive 2) the bottles. 


Learning 
Objectives 


OBJ. 1 


OBJ. 1 


OBJ.1 


OBJ.1 


OBJ.1 


OBJ. 1 


OBJ. 2 


OBJ. 2 


Example 
Exercises 


EE 25-4 1166 


EE 25-4 p. 1166 


EE 25-5 p. 1168 


EE 25-5 p 1168 
EE 25-6 p. 1169 
EE 25-6 p. 1169 
EE 25-7 1172 
EE 25-7 p.1172 
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PE 25-4A_ Replace equipment 


A machine with a book value of $250,000 has an estimated six-year life. A proposal is 
offered to sell the old machine for $216,000 and replace it with a new machine at a 
cost of $282,000. The new machine has a six-year life with no residual value. The new 
machine would reduce annual direct labor costs from $50,000 to $40,000. Prepare a dif- 
ferential analysis dated February 18, 2012, on whether to continue with the old machine 
(Alternative 1) or replace the old machine (Alternative 2). 


PE 25-4B_ Replace equipment 


A machine with a book value of $75,000 has an estimated five-year life. A proposal is of- 
fered to sell the old machine for $64,000 and replace it with a new machine at a cost of 
$80,000. The new machine has a five-year life with no residual value. The new machine 
would reduce annual direct labor costs from $9,500 to $5,500. Prepare a differential analy- 
sis dated April 11, 2012, on whether to continue with the old machine (Alternative 1) or 
replace the old machine (Alternative 2). 


PE 25-5A Process or sell 


Product T is produced for $3.50 per pound. Product T can be sold without additional 
processing for $4.15 per pound, or processed further into Product U at an additional cost 
of $0.44 per pound. Product U can be sold for $4.50 per pound. Prepare a differential 
analysis dated September 17, 2012, on whether to sell Product T (Alternative 1) or process 
further into Product U (Alternative 2). 


PE 25-5B Process or sell 


Product D is produced for $52 per gallon. Product D can be sold without additional processing 
for $80 per gallon, or processed further into Product E at an additional cost of $19 per gallon. 
Product E can be sold for $102 per gallon. Prepare a differential analysis dated June 9, 2012, 
on whether to sell Product D (Alternative 1) or process further into Product E (Alternative 2). 


PE 25-6A Accept business at special price 

Product R is normally sold for $45 per unit. A special price of $32 is offered for the export 
market. The variable production cost is $25 per unit. An additional export tariff of 15% 
of revenue must be paid for all export products. Assume there is sufficient capacity for 
the special order. Prepare a differential analysis dated July 7, 2012, on whether to reject 
(Alternative 1) or accept (Alternative 2) the special order. 


PE 25-6B Accept business at special price 

Product A is normally sold for $8.90 per unit. A special price of $6.60 is offered for the 
export market. The variable production cost is $5.10 per unit. An additional export tariff 
of 25% of revenue must be paid for all export products. Assume there is sufficient capacity 
for the special order. Prepare a differential analysis dated January 22, 2012, on whether 
to reject (Alternative 1) or accept (Alternative 2) the special order. 


PE 25-7A Product cost markup percentage 

Crescent Lighting Inc. produces and sells lighting fixtures. An entry light has a total cost 
of $60 per unit, of which $32 is product cost and $28 is selling and administrative ex- 
penses. In addition, the total cost of $60 is made up of $40 variable cost and $20 fixed 
cost. The desired profit is $12 per unit. Determine the markup percentage on product cost. 


PE 25-7B Product cost markup percentage 

Ecen Garden Tools Inc. produces and sells home and garden tools and equipment. A 
lawnmower has a total cost of $200 per unit, of which $140 is product cost and $60 is 
selling and administrative expenses. In addition, the total cost of $200 is made up of 
$150 variable cost and $50 fixed cost. The desired profit is $38 per unit. Determine the 
markup percentage on product cost. 
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Learning Example 
Objectives Exercises 


OBJ.3 EE25-8 p.1175 


OBJ.3 EE25-8 p. 1175 


OBJ.4 EE25-9 p/179 


OBJ.4 EE25-9 p 1/79 


PE 25-8A_ Bottleneck profit 

Product A has a unit contribution margin of $27. Product B has a unit contribution margin 
of $55. Product A requires three testing hours, while Product B requires five testing hours. 
Determine the most profitable product, assuming the testing is a constraint. 


PE 25-8B_ Bottleneck profit 

Product K has a unit contribution margin of $160. Product L has a unit contribution mar- 
gin of $80. Product K requires eight furnace hours, while Product L requires five furnace 
hours, Determine the most profitable product, assuming the furnace is a constraint. 


PE 25-9A Activity-based costing 

Maritime Marine Company has total estimated factory overhead for the year of $900,000, 
divided into four activities: fabrication, $330,000; assembly, $180,000; setup, $140,000; 
and inspection, $250,000. Maritime manufactures two types of boats: a speedboat and 
a bass boat. The activity-base usage quantities for each product by each activity are as 
follows: 


Fabrication Assembly Setup Inspection . 
Speedboat 1,000 dlh 1,500 dih 50 setups 100 inspections 
Bass boat 1,500 1,000 _90 400 

2,500 dlh 2,500 dlh 140 setups 500 inspections 


Each product is budgeted for 250 units of production for the year. Determine (a) the 
activity rates for each activity and (b) the factory overhead cost per unit for each product 
using activity-based costing. 


PE 25-9B Activity-based costing 


Urban Styles Inc. has total estimated factory overhead for the year of $360,000, divided 
into four activities: cutting, $120,000; sewing, $60,000; setup, $100,000; and inspection, 
$80,000. Urban Styles manufactures two types of men’s pants: jeans and khakis. The 
activity-based usage quantities for each product by each activity are as follows: 


Cutting Sewing Setup Inspection 
Jeans 1,000 dlh 2,000 dlh 1,600 setups 3,500 inspections 
Khakis 2,000 1,000 400 500 

3,000 dlh 3,000 dlh 2,000 setups 4,000 inspections 


Each product is budgeted for 20,000 units of production for the year. Determine (a) the 


activity rates for each activity and (b) the factory overhead cost per unit for each product 
using activity based costing. 


A elena NURRNNNEY 


OBJ.1 


V a. Differential 
revenue from selling, 
-$9,000 


EX 25-1 Differential analysis for a lease or sell decision 


Sure-Bilt Construction Company is considering selling excess machinery with a book 
value of $280,000 (original cost of $400,000 less accumulated depreciation of $120,000) 
for $276,000, less a 5% brokerage commission. Alternatively, the machinery can be leased 
for a total of $285,000 for five years, after which it is expected to have no residual value. 
During the period of the lease, Sure-Bilt Construction Company’s costs of repairs, insur- 
ance, and property tax expenses are expected to be $25,500. 


a. Prepare a differential analysis, dated January 3, 2012, to determine whether Sure-Bilt 
should lease (Alternative 1) or sell (Alternative 2) the machinery. 


OBJ. 1 


OBJ. 1 


Y a. Differential 
revenues, -$235,000 


OBJ. 1 


V a. Alternative 1 
loss, $3,300 


ay a 
f , 


OBJ.1 
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b. «ial On the basis of the data presented, would it be advisable to lease or sell the 
machinery? Explain. 


EX 25-2 Differential analysis for a lease or buy decision 


Gilroy Corporation is considering new equipment. The equipment can be purchased from 
an overseas supplier for $3,200. The freight and installation costs for the equipment are 
$640. If purchased, annual repairs and maintenance are estimated to be $400 per year 
over the four-year useful life of the machine. Alternatively, Gilroy can lease the machine 
from a domestic supplier for $1,400 per year for four years, with no additional costs. 
Prepare a differential analysis dated October 3, 2012, to determine whether Gilroy should 
lease (Alternative 1) or purchase (Alternative 2) the machine. Hint: This is a “lease or 
buy” decision, which must be analyzed from the perspective of the equipment user, as 
opposed to the equipment owner. 


EX 25-3 Differential analysis for a discontinued product 


A condensed income statement by product line for Crown Beverage Inc. indicated the 
following for King Cola for the past year: 


Sales $235,000 
Cost of goods sold 110,000 
Gross profit $125,000 
Operating expenses 144,000 
Loss from operations $ (19,000) 


It is estimated that 16% of the cost of goods sold represents fixed factory overhead 
costs and that 20% of the operating expenses are fixed. Since King Cola is only one of 
many products, the fixed costs will not be materially affected if the product is discontinued. 
a. Prepare a differential analysis, dated March 3, 2012, to determine whether King Cola 

should be continued (Alternative 1) or discontinued (Alternative 2). 


b. Should King Cola be retained? Explain. 


EX 25-4 Differential analysis for a discontinued product 


The condensed product-line income statement for Porcelain Tableware Company for the 
month of December is as follows: 


Porcelain Tableware Company 
Product-Line Income Statement 
For the Month Ended December 31, 2012 


Bowls Plates Cups 
Sales $65,000 $89,400 $26,900 
Cost of goods sold 26,300 32,800 14,800 
Gross profit $38,700 $56,600 $12,100 
Selling and administrative expenses 29,400 34,900 15,400 
Income from operations $ 9,300 $21,700 $ (3,300) 


Fixed costs are 15% of the cost of goods sold and 40% of the selling and administrative 
expenses. Porcelain Tableware assumes that fixed costs would not be materially affected 
if the Cups line were discontinued. 

a. Prepare a differential analysis dated December 31, 2012, to determine if Cups should 

be continued (Alternative 1) or discontinued (Alternative 2). 


b. Should the Cups line be retained? Explain. 


EX 25-5 Segment analysis, Charles Schwab Corporation 

Charles Schwab Corporation is one of the more innovative brokerage and financial service 
companies in the United States. The company recently provided information about its 
major business segments as follows (in millions): 
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OBJ.1 


V a. Differential loss 
from buying, $4.00 
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Investor Institutional 

Services Services 
Revenues $2,710 $1,483 
Income from operations 1,024 183 
Depreciation 100 59 


a, <i How do you believe Schwab defines the difference between the “Investor 
Services” and “Institutional Services” segments? 

b. Provide a specific example of a variable and fixed cost in the “Investor Services” 
segment. 

c. Estimate the contribution margin for each segment, assuming depreciation represents 
the majority of fixed costs. 


d. If Schwab decided to sell its “Institutional Services” accounts to another company, 
estimate how much operating income would decline. 


EX 25-6 Decision to discontinue a product 


On the basis of the following data, the general manager of Glide Shoes Inc. decided to 
discontinue Children’s Shoes because it reduced income from operations by $25,000. What 
is the flaw in this decision if it is assumed fixed costs would not be materially affected 
by the discontinuance? 


Glide Shoes Inc. 
Product-Line Income Statement 
For the Year Ended August 31, 2012 


Children’s Shoes Men’s Shoes Women’s Shoes Total 

Sales $200,000 $300,000 $500,000 $1,000,000 
Costs of goods sold: 

Variable costs $125,000 $150,000 $220,000 S$ 495,000 

Fixed costs 50,000 60,000 120,000 230,000 

Total cost of goods sold $175,000 $210,000 $340,000 $ 725,000 
Gross profit $ 25,000 $ 90,000 $160,000 $ 275,000 
Selling and adminstrative expenses: 

Variable selling and admin. expenses $ 28,000 $ 45,000 $ 95,000 $ 168,000 

Fixed selling and admin. expenses 22,000 20,000 25,000 67,000 

Total selling and admin. expenses S$ 50,000 S$ 65,000 $120,000 $ 235,000 
Income (loss) from operations $ (25,000) $ 25,000 S$ 40,000 $ 40,000 


EX 25-7 Make-or-buy decision 


Matchless Computer Company has been purchasing carrying cases for its portable comput- 
ers at a delivered cost of $55 per unit. The company, which is currently operating below 
full capacity, charges factory overhead to production at the rate of 40% of direct labor 
cost. The fully absorbed unit costs to produce comparable carrying cases are expected 
to be as follows: 


Direct materials $28.00 
Direct labor 20.00 
Factory overhead (40% of direct labor) 8.00 
Total cost per unit $56.00 


If Matchless Computer Company manufactures the carrying cases, fixed factory over- 
head costs will not increase and variable factory overhead costs associated with the cases 
are expected to be 15% of the direct labor costs. 


a. Prepare a differential analysis, dated October 11, 2012, to determine whether the 
company should make (Alternative 1) or buy (Alternative 2) the carrying case. 


, <!- On the basis of the data presented, would it be advisable to make the carry- 
ing cases or to continue buying them? Explain, 


OBJ. 1 


OBJ.1 


v a. Differential loss, 
$7,500 
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EX 25-8 Make-or-buy decision 


The Theater Arts Guild of Miami (TAG-M) employs five people in its Publication 
Department. These people layout pages for pamphlets, brochures, magazines, and other 
publications for the TAG-M productions. The pages are delivered to an outside company 
for printing. The company is considering an outside publication service for the layout 
work. The outside service is quoting a price of $14 per layout page. The budget for the 
Publication Department for 2013 is as follows: 


Salaries $185,000 
Benefits 42,000 
Supplies 23,000 
Office expenses 28,000 
Office depreciation 25,000 
Computer depreciation 17,000 
Total $320,000 


The department expects to layout 20,000 pages for 2012. The computers used by the 
department have an estimated residual value of $9,000. The Publication Department office 
space would be used for future administrative needs, if the department’s function were 
purchased from the outside. 


a. Prepare a differential analysis dated December 15, 2012, to determine whether TAG-M 
should layout pages internally (Alternative 1) or purchase layout services from the outside 
(Alternative 2). 


b. «iio On the basis of your analysis in part (a), should the page layout work be pur- 
chased from an outside company? 


c. <i NXThat additional considerations might factor into the decision making? 


EX 25-9 Machine replacement decision 

A company is considering replacing an old piece of machinery, which cost $600,000 and 
has $350,000 of accumulated depreciation to date, with a new machine that costs $485,000. 
The old equipment could be sold for $63,000. The annual variable production costs as- 
sociated with the old machine are estimated to be $157,000 per year for eight years. The 
annual variable production costs for the new machine are estimated to be $100,500 per 
year for eight years. 


a. Prepare a differential analysis dated October 3, 2012, to determine whether to continue 
with (Alternative 1) or replace (Alternative 2) the old machine. 


b. What is the sunk cost in this situation? 


EX 25-10 Differential analysis for machine replacement 


Taipei Digital Components Company assembles circuit boards by using a manually oper- 
ated machine to insert electronic components. The original cost of the machine is $60,000, 
the accumulated depreciation is $24,000, its remaining useful life is five years, and its 
residual value is negligible. On September 27, 2012, a proposal was made to replace the 
present manufacturing procedure with a fully automatic machine that will cost $125,000. 
The automatic machine has an estimated useful life of five years and no significant re- 
sidual value. For use in evaluating the proposal, the accountant accumulated the following 
annual data on present and proposed operations: 


Present Proposed 

Operations Operations 
Sales $190,000 $190,000 
Direct materials $ 65,000 $ 65,000 
Direct labor 45,000 — 
Power and maintenance 4,000 22,000 
Taxes, insurance, etc. 1,500 5,000 
Selling and administrative expenses 45,000 45,000 


Total expenses $160,500 $137,000 
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OBJ. 1 


OBJ. 1 


OBJ. 1 


V a. Differential 
income, $30,000 


OBJ. 1 


a. Prepare a differential analysis dated September 27, 2012, to determine whether to 
continue with the old machine (Alternative 1) or replace the old machine (Alternative 2). 
Prepare the analysis over the useful life of the new machine. 

b. Based only on the data presented, should the proposal be accepted? 

—€—£- \X7hat are some of the other factors that should be considered before a final 
decision is made? 


EX 25-11 Sell or process further 

Jackson Lumber Company incurs a cost of $390 per hundred board feet in processing 
certain “rough-cut” lumber, which it sells for $555 per hundred board feet. An alternative 
is to produce a “finished cut” at a total processing cost of $525 per hundred board feet, 
which can be sold for $760 per hundred board feet. Prepare a differential analysis dated 
March 4, 2012, on whether to sell rough-cut lumber (Alternative 1) or process further into 
finished-cut lumber (Alternative 2). 


EX 25-12 Sell or process further 

Abica Roast Coffee Company produces Columbian coffee in batches of 6,000 pounds. The 
standard quantity of materials required in the process is 6,000 pounds, which cost $5.00 
per pound. Columbian coffee can be sold without further processing for $8.40 per pound. 
Columbian coffee can also be processed further to yield Decaf Columbian, which can 
be sold for $10.00 per pound. The processing into Decaf Columbian requires additional 
processing costs of $9,450 per batch. The additional processing will also cause a 5% loss 
of product due to evaporation. 


a. Prepare a differential analysis dated August 28, 2012, on whether to sell regular 
Columbian (Alternative 1) or process further into Decaf Columbian (Alternative 2). 

b. <i Should Abica Roast sell Columbian coffee or process further and sell Decaf 
Columbian? 


c. Determine the price of Decaf Columbian that would cause neither an advantage or 
disadvantage for processing further and selling Decaf Columbian. 


EX 25-13 Decision on accepting additional business 


Country Jeans Co. has an annual plant capacity of 65,000 units, and current production 
is 45,000 units. Monthly fixed costs are $40,000, and variable costs are $25 per unit. The 
present selling price is $35 per unit. On February 2, 2012, the company received an offer 
from Miller Company for 15,000 units of the product at $27 each. Miller Company will 
market the units in a foreign country under its own brand name. The additional business is 
not expected to affect the domestic selling price or quantity of sales of Country Jeans Co. 


a. Prepare a differential analysis on whether to reject (Alternative 1) or accept (Alterna- 
tive 2) the Miller order. 


b, iii Briefly explain the reason why accepting this additional business will increase 
operating income. 


c. What is the minimum price per unit that would produce a positive contribution margin? 


EX 25-14 Accepting business at a special price 


Forever Ready Company expects to operate at 85% of productive capacity during May. 
The total manufacturing costs for May for the production of 25,000 batteries are budgeted 
as follows: 


Direct materials $255,000 
Direct labor 110,000 
Variable factory overhead 35,000 
Fixed factory overhead 57,000 


Total manufacturing costs $457,000 
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Y a. Differential 
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The company has an opportunity to submit a bid for 2,000 batteries to be delivered 
by May 31 to a government agency. If the contract is obtained, it is anticipated that the 
additional activity will not interfere with normal production during May or increase the 
selling or administrative expenses. What is the unit cost below which Forever Ready 
Company should not go in bidding on the government contract? 


EX 25-15 Decision on accepting additional business 


Glide Ride Tire and Rubber Company has capacity to produce 170,000 tires. Glide Ride 
presently produces and sells 130,000 tires for the North American market at a price of $90 
per tire. Glide Ride is evaluating a special order from a European automobile company, 
Euro Motors. Euro is offering to buy 20,000 tires for $72 per tire. Glide Ride’s accounting 
system indicates that the total cost per tire is as follows: 


Direct materials $34 
Direct labor 12 
Factory overhead (60% variable) 20 
Selling and administrative expenses (35% variable) 18 
Total $84 


Glide Ride pays a selling commission equal to 5% of the selling price on North Amerti- 
can orders, which is included in the variable portion of the selling and administrative 
expenses. However, this special order would not have a sales commission. If the order 
was accepted, the tires would be shipped overseas for an additional shipping cost of $5.00 
per tire. In addition, Euro has made the order conditional on receiving European safety 
certification. Glide Ride estimates that this certification would cost $95,000. 


a. Prepare a differential analysis dated May 4, 2012, on whether to reject (Alternative 1) 
or accept (Alternative 2) the special order from Euro Motors. 


b. What is the minimum price per unit that would be financially acceptable to Glide Ride? 


EX 25-16 Product cost concept of product pricing 


Mademoiselle Company produces women’s handbags. The cost of producing 1,200 hand- 
bags is as follows: 


Direct materials $16,000 
Direct labor 8,000 
Factory overhead 6,000 
Total manufacturing cost $30,000 


The selling and administrative expenses are $28,000. The management desires a profit 
equal to 16% of invested assets of $500,000. 


a. Determine the amount of desired profit from the production and sale of 1,200 handbags. 
b. Determine the product cost per unit for the production of 1,200 handbags. 

c. Determine the product cost markup percentage for handbags. 
d 


. Determine the selling price of handbags. 


EX 25-17 Product cost concept of product costing 


Voice Com, Inc., uses the product cost concept of applying the cost-plus approach to 
product pricing. The costs of producing and selling 5,000 units of cellular phones are 
as follows: 


Variable costs: Fixed costs: 
Direct materials $ 80 per unit Factory overhead $200,000 
Direct labor 36 Selling and admin. exp. 70,000 
Factory overhead 24 
Selling and admin. exp. 20 


Total $160 per unit 
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Voice Com desires a profit equal to a 15% rate of return on invested assets of $600,000. 

a. Determine the amount of desired profit from the production and sale of 5,000 units 
of cellular phones. 

b. Determine the product cost and the cost amount per unit for the production of 5,000 
units of cellular phones. 

c. Determine the product cost markup percentage (rounded to two decimal places) for 
cellular phones. 

d. Determine the selling price of cellular phones. Round to the nearest dollar. 


OBJ.2 EX 25-18 Target costing 

Toyota Motor Corporation uses target costing. Assume that Toyota marketing personnel 
estimate that the competitive selling price for the Camry in the upcoming model year 
will need to be $24,000. Assume further that the Camry’s total unit cost for the upcoming 
model year is estimated to be $19,800 and that Toyota requires a 20% profit margin on 
selling price (which is equivalent to a 25% markup on total cost). 


a. What price will Toyota establish for the Camry for the upcoming model year? 
b. sséiaigo What impact will target costing have on Toyota, given the assumed information? 


OBJ. 2 EX 25-19 Target costing 


V b. $16 Laser Impressions, Inc., manufactures color laser printers. Model J20 presently sells for 
$360 and has a total product cost of $288, as follows: 


Direct materials $218 
Direct labor 50 
Factory overhead 4220 
Total $288 


It is estimated that the competitive selling price for color laser printers of this type 
will drop to $340 next year. Laser Impressions has established a target cost to maintain 
its historical markup percentage on product cost. Engineers have provided the following 
cost reduction ideas: 


1. Purchase a plastic printer cover with snap-on assembly, rather than with screws. This 
will reduce the amount of direct labor by 12 minutes per unit. 


2. Add an inspection step that will add six minutes per unit of direct labor but reduce 
the materials cost by $7 per unit. 


3. Decrease the cycle time of the injection molding machine from four minutes to three 
minutes per part. Forty percent of the direct labor and 42% of the factory overhead 
are related to running injection molding machines. 

The direct labor rate is $25 per hour. 


a. Determine the target cost for Model J20 assuming that the historical markup on product 
cost is maintained. 


b. Determine the required cost reduction. 


Evaluate the three engineering improvements together to determine if the required 
cost reduction (drift) can be achieved. 


OBJ. 3 EX 25-20 Product decisions under bottlenecked operations 


Eagle Alloys Inc. has three grades of metal product, Type 5, Type 10, and Type 20. Fi- 
nancial data for the three grades are as follows: 


OBJ.3 


V a. Total income 
from operations, 
$104,000 


OBJ. 3 
V Medium, $118 


OBJ.3 

V Activity cost per 
stationary bicycle, 
$127.50 
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Type 5 Type 10 Type 20 
Revenues $39,000 $41,000 $26,500 
Variable cost $25,000 $20,500 $13,500 
Fixed cost 8,000 8,000 8,000 
Total cost $33,000 $28,500 $21,500 
Income from operations $ 6,000 $12,500 $ 5,000 
Number of units + 5,000 + 5,000 + 5,000 
Income from operations per unit S20 S250) $1.00 


Eagle’s operations require all three grades to be melted in a furnace before being 
formed. The furnace runs 24 hours a day, 7 days a week, and is a production bottleneck. 
The furnace hours required per unit of each product are as follows: 


Type 5: 5 hours 
Type 10: 10 hours 
Type 20: 5 hours 


The Marketing Department is considering a new marketing and sales campaign. 
Which product should be emphasized in the marketing and sales campaign in order 
to maximize profitability? 


EX 25-21 Product decisions under bottlenecked operations 


Pennsylvania Glass Company manufactures three types of safety plate glass: large, medium, 
and small. All three products have high demand. Thus, Pennsylvania Glass is able to sell 
all the safety glass that it can make. The production process includes an autoclave opera- 
tion, which is a pressurized heat treatment. The autoclave is a production bottleneck. Total 
fixed costs are $85,000 for the company as a whole. In addition, the following information 
is available about the three products: 


Large Medium Small 
Unit selling price $140 $115 $100 
Unit variable cost atl 10) __ 94 __ 88 
Unit contribution margin $ 30 Sadi $12 
Autoclave hours per unit Teri iD ey 
Total process hours per unit 8 6 3 
Budgeted units of production 3,000 3,000 3,000 


a. Determine the contribution margin by glass type and the total company income from 
operations for the budgeted units of production. 


b. Prepare an analysis showing which product is the most profitable per bottleneck hour. 


EX 25-22 Product pricing under bottlenecked operations 

Based on the data presented in Exercise 25-21, assume that Pennsylvania Glass wanted 
to price all products so that they produced the same profit potential as the highest profit 
product. Thus, determine the prices for each of the products so that they would produce 
a profit equal to the highest profit product. 


EX 25-23 Activity-based costing 

HealthTec Equipment Company manufactures stationary bicycles and treadmills. The prod- 
ucts are produced in the Fabrication and Assembly production departments. In addition 
to production activities, several other activities are required to produce the two products. 
These activities and their associated activity rates are as follows: 
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Activity 


Activity Rate 


Fabrication 

Assembly 

Setup 

Inspecting 

Production scheduling 
Purchasing 


The activity-base usage quantities and units produced for each product were as follows: 


$24 per machine hour (mh) 
$10 per direct labor hour (dlh) 
$50 per setup 
$24 per inspection 
$11 per production order 

$8 per purchase order 


Stationary Bicycle Treadmill 
Machine hours 1,820 1,070 
Direct labor hours 443 72. 
Setups 52 16 
Inspections 663 395 
Production orders 60 12 
Purchase orders 196 120 
Units produced 540 360 


Use the activity rate and usage information to compute the total activity costs and the 
activity costs per unit for each product. i 


OBJ.4 EX 25-24 Activity-based costing 


v b. Custom, 
$168.50 per unit 


Hercules Industries manufactures two types of electrical power units, custom and standard, 
which involve four overhead activities—production setup, procurement, quality control, 
and materials management. An activity analysis of the overhead revealed the following 
estimated costs and activity bases for these activities: 


Activity Cost 

Production setup $ 64,000 
Procurement 108,000 
Quality control 150,000 
Materials management 100,000 
Total $422,000 


Activity Base 

Number of setups 

Number of purchase orders (PO) 
Number of inspections 

Number of components 


The activity-base usage quantities for each product are as follows: 


Purchase 
Setups Orders Inspections Components Unit Volume 


Custom 350 900 1,800 300 2,000 
Standard 150 100 200 200 2,000 


Total 500 1,000 2,000 500 4,000 


a. Determine an activity rate for each activity. 


b. Assign activity costs to each product, and determine the unit activity cost using the 
activity rates from part (a). 


c. Assume that each product required one direct labor hour per unit. Determine the per- 
unit cost if factory overhead is allocated on the basis of direct labor hours. 


d. «<i EX plain why the answers in parts (b) and (c) are different. 


OBJ. 4 EX 25-25 Activity rates and product costs using activity-based costing 
¥ b. Dining room 
lighting fixtures, 
$50.48 per unit 


Aglow Inc. manufactures entry and dining room lighting fixtures. Five activities are used 


in manufacturing the fixtures. These activities and their associated activity cost pools and 
activity bases are as follows: 
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Activity Cost Pool 


Activity (Budgeted) Activity Base 
Casting $266,000 Machine hours 
Assembly 172,800 Direct labor hours 
Inspecting 29,400 Number of inspections 
Setup 37,800 Number of setups 
Materials handling 39,900 Number of loads 


Corporate records were obtained to estimate the amount of activity to be used by the two 


products. The estimated activity-base usage quantities and units produced are provided 
in the table below. 


Activity Base Entry Dining Total 
Machine hours 5,000 4,500 9,500 
Direct labor hours 4,300 6,500 10,800 
Number of inspections 1,600 500 2,100 
Number of setups 220 50 270 
Number of loads 750 200 950 
Units produced 10,000 5,000 15,000 


a. Determine the activity rate for each activity. 


b. Use the activity rates in (a) to determine the total and per-unit activity costs associated 
with each product. 


Appendix 

EX 25-26 Total cost concept of product pricing 

Based on the data presented in Exercise 25-17, assume that Voice Com, Inc., uses the total 
cost concept of applying the cost-plus approach to product pricing. 


V b. 8.41% 


a. Determine the total costs and the total cost amount per unit for the production and 
sale of 5,000 units of cellular phones. 


b. Determine the total cost markup percentage (rounded to two decimal places) for cel- 
lular phones. 


c. Determine the selling price of cellular phones. Round to the nearest dollar. 


Appendix 
EX 25-27 Variable cost concept of product pricing 


VY a.Cost amount per Based on the data presented in Exercise 25-17, assume that Voice Com, Inc., uses the 
unit, $160 variable cost concept of applying the cost-plus approach to product pricing. 


a. Determine the variable costs and the variable cost amount per unit for the production 
and sale of 5,000 units of cellular phones. 


b. Determine the variable cost markup percentage for cellular phones. 


c. Determine the selling price of cellular phones. Round to the nearest dollar. 


Problems Series A 


PR 25-1A Differential analysis involving opportunity costs 

On August 1, Matrix Stores Inc. is considering leasing a building and purchasing the 
necessary equipment to operate a retail store. Alternatively, the company could use the 
funds to invest in $150,000 of 6% U.S. Treasury bonds that mature in 16 years. The bonds 
could be purchased at face value. The following data have been assembled: 


Cost of store equipment $150,000 
Life of store equipment 16 years 
Estimated residual value of store equipment $18,000 
Yearly costs to operate the store, excluding 

depreciation of store equipment $56,000 
Yearly expected revenues—years 1-8 $75,000 


Yearly expected revenues—years 9-16 $70,000 
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Instructions 

1. Prepare a differential analysis as of August 1, 2012, presenting the proposed opera- 
tion of the store for the 16 years (Alternative 1) as compared with investing in U.S. 
Treasury bonds (Alternative 2). 

2. Based on the results disclosed by the differential analysis, should the proposal be 
accepted? 

3. If the proposal is accepted, what would be the total estimated income from operations 
of the store for the 16 years? 


OBJ. 1 PR 25-2A Differential analysis for machine replacement proposal 

Franklin Printing Company is considering replacing a machine that has been used in its 
factory for four years. Relevant data associated with the operations of the old machine 
and the new machine, neither of which has any estimated residual value, are as follows: 


Old Machine 
Cost of machine, 10-year life $108,000 
Annual depreciation (straight-line) 10,800 
Annual manufacturing costs, excluding depreciation 38,600 
Annual nonmanufacturing operating expenses 12,300 
Annual revenue 95,000 
Current estimated selling price of machine 35,900 


New Machine 


Cost of machine, six-year life $138,000 
Annual depreciation (straight-line) 23,000 
Estimated annual manufacturing costs, exclusive of depreciation 18,200 


Annual nonmanufacturing operating expenses and revenue are not expected to be affected 
by purchase of the new machine. 


Instructions 

1. Prepare a differential analysis as of February 29, 2012, comparing operations using the 
present equipment (Alternative 1) with operations using the new equipment (Alterna- 
tive 2). The analysis should indicate the total differential income that would result over 
the six-year period if the new machine is acquired. 


2. <éiiééi/‘/_io T ist other factors that should be considered before a final decision is reached. 


OBJ. 1 PR 25-3A Differential analysis for sales promotion proposal 

Y 1. Moisturizer L’Essence Cosmetics Company is planning a one-month campaign for June to promote 

income, $330,000 sales of one of its two cosmetics products. A total of $150,000 has been budgeted for 
advertising, contests, redeemable coupons, and other promotional activities. The following 

‘ad data have been assembled for their possible usefulness in deciding which of the products 


to select for the campaign: 


Moisturizer Perfume 


Unit selling price $50 $55 
Unit production costs: 


Direct materials $9 $12 
Direct labor 3 4 
Variable factory overhead 2 3 
Fixed factory overhead 5 6 
Total unit production costs $19 $25 
Unit variable selling expenses 16 15 
Unit fixed selling expenses 9 5 
Total unit costs $44 $45 


Operating income per unit $ 6 $10 


OBJ. 1 


V 1. Raw sugar 
income, $16,200 


OBJ. 1,2, and Appendix 


V 2. b. Markup 
percentage, 50% 
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No increase in facilities would be necessary to produce and sell the increased output. 
It is anticipated that 24,000 additional units of moisturizer or 20,000 additional units of 
perfume could be sold without changing the unit selling price of either product. 


Instructions 


1. Prepare a differential analysis as of June 15, 2012, to determine whether to promote 
moisturizer (Alternative 1) or perfume (Alternative 2). 


2, <—<_The sales manager had tentatively decided to promote perfume, estimating 
that operating income would be increased by $50,000 ($10 operating income per unit 
for 20,000 units, less promotion expenses of $150,000). The manager also believed that 
the selection of moisturizer would reduce operating income, ($6,000) ($6 operating 
income per unit for 24,000 units, less promotion expenses of $150,000). State briefly 
your reasons for supporting or opposing the tentative decision. 


PR 25-4A Differential analysis for further processing 


The management of Jamaican Sugar Company is considering whether to process further 
raw sugar into refined sugar. Refined sugar can be sold for $2.15 per pound, and raw 
sugar can be sold without further processing for $1.20 per pound. Raw sugar is produced 
in batches of 36,000 pounds by processing 90,000 pounds of sugar cane, which costs $0.30 
per pound of cane. Refined sugar will require additional processing costs of $0.45 per 
pound of raw sugar, and 1.2 pounds of raw sugar will produce 1 pound of refined sugar. 


Instructions 
1. Prepare a differential analysis as of January 30, 2012, to determine whether to sell raw 
sugar (Alternative 1) or process further into refined sugar (Alternative 2). 


2. «ide Briefly report your recommendations. 


PR 25-5A_ Product pricing using the cost-plus approach concepts; differential analysis for 
accepting additional business 

Display Labs Inc. recently began production of a new product, flat panel displays, which 
required the investment of $1,800,000 in assets. The costs of producing and selling 9,000 
units of flat panel displays are estimated as follows: 


Variable costs per unit: Fixed costs: 
Direct materials $ 90 Factory overhead $360,000 
Direct labor 20 Selling and administrative expenses 180,000 
Factory overhead 40 
Selling and administrative expenses a> 
Total $185 


Display Labs Inc. is currently considering establishing a selling price for flat panel 
displays. The president of Display Labs has decided to use the cost-plus approach to 
product pricing and has indicated that the displays must earn a 20% rate of return on 
invested assets. 


Instructions 

1. Determine the amount of desired profit from the production and sale of flat panel 
displays. 

2. Assuming that the product cost concept is used, determine (a) the cost amount per 
unit, (b) the markup percentage, and (c) the selling price of flat panel displays. 

3. Appendix Assuming that the total cost concept is used, determine (a) the cost amount 
per unit, (b) the markup percentage (rounded to two decimal places), and (c) the 
selling price of flat panel displays (rounded to nearest whole dollar). 


4. Appendix Assuming that the variable cost concept is used, determine (a) the cost 


amount per unit, (b) the markup percentage (rounded to two decimal places), and 
(c) the selling price of flat panel displays (rounded to nearest whole dollar). 


(Continued) 
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D: 


6. 
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<< Comment on any additional considerations that could influence establishing 
the selling price for flat panel displays. 

Assume that as of August 1, 2012, 5,000 units of flat panel displays have been pro- 
duced and sold during the current year. Analysis of the domestic market indicates that 
4,000 additional units are expected to be sold during the remainder of the year at the 
normal product price determined under the product cost concept. On August 3, Dis- 
play Labs Inc. received an offer from Video Systems Inc. for 1,500 units of flat panel 
displays at $225 each. Video Systems Inc. will market the units in Canada under its 
own brand name, and no selling and administrative expenses associated with the sale 
will be incurred by Display Labs Inc. The additional business is not expected to affect 
the domestic sales of flat panel displays, and the additional units could be produced 
using existing capacity. 

a. Prepare a differential analysis of the proposed sale to Video Systems Inc. 


b. Based on the differential analysis in part (a), should the proposal be accepted? 


OBJ.3 
V 1. High Grade, $40 


PR 25-6A_ Product pricing and profit analysis with bottleneck operations 


Atlas Steel Company produces three grades of steel: high, good, and regular grade. Each of 
these products (grades) has high demand in the market, and Atlas is able to sell as much 
as it can produce of all three. The furnace operation is a bottleneck in the process and 
is running at 100% of capacity. Atlas wants to improve steel operation profitability. The 


variable conversion cost is $12 per process hour. The fixed cost is $410,000. In addition, 
the cost analyst was able to determine the following information about the three products: 


High Grade Good Grade Regular Grade 
Budgeted units produced 5,000 5,000 5,000 
Total process hours per unit 15 15 12 
Furnace hours per unit 5 4 3 
Unit selling price $320 $290 $270 
Direct materials cost per unit $100 $105 $96 


The furnace operation is part of the total process for each of these three products. 


Thus, for example, 5 of the 15 hours required to process High Grade steel are associated 
with the furnace. 


Instructions 

1. Determine the unit contribution margin for each product. 

2. Provide an analysis to determine the relative product profitability, assuming that the 
furnace is a bottleneck. 

3. Assume that management wishes to improve profitability by increasing prices on 


selected products. At what price would High and Good grades need to be offered in 
order to produce the same relative profitability as Regular Grade steel? 


OBJ. 4 


V 2 . Brown sugar 
total activity cost, 
$328,950 


a 
3 = 


PR 25-7A_ Activity-based costing 


Hawaiian Sugar Company manufactures three products (white sugar, brown sugar, and 
powdered sugar) in a continuous production process. Senior management has asked the 
controller to conduct an activity-based costing study. The controller identified the amount 
of factory overhead required by the critical activities of the organization as follows: 


Activity Activity Cost Pool 

Production $468,000 

Setup 168,000 

Inspection 85,000 

Shipping 144,000 

Customer service 50,000 
Total 


$915,000 
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The activity bases identified for each activity are as follows: 


Activity Activity Base 

Production Machine hours 

Setup Number of setups 

Inspection Number of inspections 

Shipping Number of customer orders 
Customer service Number of customer service requests 


The activity-base usage quantities and units produced for the three products were 
determined from corporate records and are as follows: 


Number of 
' Number of Customer 
Machine Number of Number of Customer Service 

Hours Setups Inspections Orders Requests Units 
White sugar 3,200 100 200 800 40 8,000 
Brown sugar 2,000 150 300 2,200 250 5,000 
Powdered sugar 2,000 150 500 1,000 110 5,000 
Total 7,200 400 1,000 4,000 400 18,000 


Each product requires 0.4 machine hour per unit. 


Instructions 

1. Determine the activity rate for each activity. 

2. Determine the total and per-unit activity costs for all three products. 

3. Why aren’t the activity unit costs equal across all three products since they require 
the same machine time per unit? 


Problems Series B 
LLL DL LL 


PR 25-1B Differential analysis involving opportunity costs 

On May 1, Interstate Distribution Company is considering leasing a building and buying 
the necessary equipment to operate a public warehouse. Alternatively, the company could 
use the funds to invest in $800,000 of 5% U.S. Treasury bonds that mature in 14 years. 
The bonds could be purchased at face value. The following data have been assembled: 


Cost of equipment $800,000 
Life of equipment 14 years 
Estimated residual value of equipment $75,000 
Yearly costs to operate the warehouse, excluding 

depreciation of equipment $200,000 
Yearly expected revenues—years 1-7 $325,000 
Yearly expected revenues—years 8-14 $275,000 


Instructions 

1. Prepare a differential analysis as of May 1, 2012, presenting the proposed operation 
of the warehouse for the 14 years (Alternative 1) as compared with investing in U.S. 
Treasury bonds (Alternative 2). 

2. Based on the results disclosed by the differential analysis, should the proposal be accepted? 


3. If the proposal is accepted, what is the total estimated income from operations of the 
warehouse for the 14 years? 


PR 25-2B Differential analysis for machine replacement proposal 

Saginaw Tooling Company is considering replacing a machine that has been used in its 
factory for two years. Relevant data associated with the operations of the old machine 
and the new machine, neither of which has any estimated residual value, are as follows: 
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OBJ.1 


¥ 1. Income, tennis 
shoe, $230,000 


E 


Old Machine 
Cost of machine, eight-year life $44,000 
Annual depreciation (straight-line) 5,500 
Annual manufacturing costs, excluding depreciation 16,300 
Annual nonmanufacturing operating expenses 3,100 
Annual revenue 29,600 
Current estimated selling price of the machine 21,000 


New Machine 


Cost of machine, six-year life $72,000 
Annual depreciation (straight-line) 12,000 
Estimated annual manufacturing costs, exclusive of depreciation 5,900 


Annual nonmanufacturing operating expenses and revenue are not expected to be affected 
by purchase of the new machine. 


Instructions 

1. Prepare a differential analysis as of September 10, 2012, comparing operations us- 
ing the present equipment (Alternative 1) with operations using the new equipment 
(Alternative 2). The analysis should indicate the differential income that would result 
over the six-year period if the new machine is acquired. 


2. <iiiii?<__ List other factors that should be considered before a final decision is reached. 


PR 25-3B Differential analysis for sales promotion proposal 


Sole Mates Inc. is planning a one-month campaign for May to promote sales of one of 
its two shoe products. A total of $130,000 has been budgeted for advertising, contests, 
redeemable coupons, and other promotional activities. The following data have been 
assembled for their possible usefulness in deciding which of the products to select for 
the campaign. 


Tennis Walking 


Shoe Shoe 

Unit selling price $120 $92 
Unit production costs: aN ei 
Direct materials $ 24 $20 
Direct labor 10 9 
Variable factory overhead 6 5 
Fixed factory overhead 14 12 
Total unit production costs $54 $46 

Unit variable selling expenses 8 6 
Unit fixed selling expenses 20 15 
Total unit costs § 82 $67 
Operating income per unit 38 $25 


No increase in facilities would be necessary to produce and sell the increased output. 
It is anticipated that 5,000 additional units of tennis shoes or 7,000 additional units of 
walking shoes could be sold without changing the unit selling price of either product. 


Instructions 


1. Prepare a differential analysis as of May 13, 2012, to determine whether to promote 
tennis shoes (Alternative 1) or walking shoes (Alternative 2). 


2, <The sales manager had tentatively decided to promote tennis shoes, estimat- 
ing that operating income would be increased by $60,000 ($38 operating income per 
unit for 5,000 units, less promotion expenses of $130,000). The manager also believed 
that the selection of walking shoes would increase operating income by $45,000 ($25 
operating income per unit for 7,000 units, less promotion expenses of $130,000). State 
briefly your reasons for supporting or opposing the tentative decision. 


OBJ. 1 


V 1. Ingot income, 
$36,000 


OBJ. 1,2, and Appendix 


¥ 2. b. Markup 
percentage, 34.69% 
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PR 25-4B Differential analysis for further processing 


The management of Pittsburgh Aluminum Co. is considering whether to process aluminum 
ingot further into rolled aluminum. Rolled aluminum can be sold for $1,800 per ton, and 
ingot can be sold without further processing for $1,000 per ton. Ingot is produced in 
batches of 72 tons by smelting 400 tons of bauxite, which costs $90 per ton of bauxite. 
Rolled aluminum will require additional processing costs of $525 per ton of ingot, and 
1.2 tons of ingot will produce 1 ton of rolled aluminum (due to trim losses). 


Instructions 


1. Prepare a differential analysis as of December 20, 2012, to determine whether to sell 
aluminum ingot (Alternative 1) or process further into rolled aluminum (Alternative 2). 


2. i/o Briefly report your recommendations. 


PR 25-5B_ Product pricing using the cost-plus approach concepts; differential analysis 
for accepting additional business 


Safety Systems, Inc., recently began production of a new product, the halogen light, which 
required the investment of $600,000 in assets. The costs of producing and selling 10,000 
halogen lights are estimated as follows: 


Variable costs per unit: Fixed costs: 
Direct materials $24 Factory overhead $100,000 
Direct labor 10 Selling and administrative expenses 50,000 
Factory overhead 5 
Selling and administrative expenses 6 
Total $45 


Safety Systems, Inc., is currently considering establishing a selling price for the halogen 
light. The president of Safety Systems, Inc., has decided to use the cost-plus approach to 
product pricing and has indicated that the halogen light must earn a 10% rate of return 
on invested assets. 


Instructions 

1. Determine the amount of desired profit from the production and sale of the halogen 
light. 

2. Assuming that the product cost concept is used, determine (a) the cost amount per 
unit, (b) the markup percentage (rounded to two decimal places), and (c) the selling 
price of the halogen light (rounded to nearest whole dollar). 


3. Appendix Assuming that the total cost concept is used, determine (a) the cost 
amount per unit, (b) the markup percentage, and (c) the selling price of the halogen 
light. 

4. Appendix Assuming that the variable cost concept is used, determine (a) the cost 
amount per unit, (b) the markup percentage (rounded to two decimal places), and 
(c) the selling price of the halogen light (rounded to nearest whole dollar). 


5. iz Comment on any additional considerations that could influence establishing 
the selling price for the halogen light. 


6. Assume that as of September 1, 2012, 7,000 units of halogen light have been produced 
and sold during the current year. Analysis of the domestic market indicates that 3,000 
additional units of the halogen light are expected to be sold during the remainder 
of the year at the normal product price determined under the product cost concept. 
On September 5, Safety Systems, Inc., received an offer from International Lighting 
Inc. for 2,000 units of the halogen light at $42 each. International Lighting Inc. will 
market the units in Japan under its own brand name, and no selling and administra- 
tive expenses associated with the sale will be incurred by Safety Systems, Inc. The 
additional business is not expected to affect the domestic sales of the halogen light, 
and the additional units could be produced using existing capacity. 


a. Prepare a differential analysis of the proposed sale to International Lighting Inc. 


b. Based on the differential analysis in part (a), should the proposal be accepted? 
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OBJ.3 
V 1. Ethylene, $24 


OBJ. 4 


V 2. Newsprint 
total activity cost, 
$282,725 


a 
ye 
if a, 


PR 25-6B Product pricing and profit analysis with bottleneck operations 

Dover Chemical Company produces three products: ethylene, butane, and ester. Each of 
these products has high demand in the market, and Dover Chemical is able to sell as much 
as it can produce of all three. The reaction operation is a bottleneck in the process and is 
running at 100% of capacity. Dover wants to improve chemical operation profitability. The 
variable conversion cost is $8 per process hour. The fixed cost is $550,000. In addition, 
the cost analyst was able to determine the following information about the three products: 


Ethylene Butane Ester 


Budgeted units produced 9,000 9,000 9,000 
Total process hours per unit 3 3 2) 
Reactor hours per unit 0.75 0.5 1.0 
Unit selling price $165 $132 $128 
Direct materials cost per unit $117 $88 $85 


The reaction operation is part of the total process for each of these three products. 
Thus, for example, 1.0 of the 3 hours required to process ethylene is associated with 
the reactor. 


Instructions 

1. Determine the unit contribution margin for each product. 

2. Provide an analysis to determine the relative product profitabilities, assuming that the 
reactor is a bottleneck. 

3. Assume that management wishes to improve profitability by increasing prices on 


selected products. At what price would ethylene and ester need to be offered in order 
to produce the same relative profitability as butane? 


PR 25-7B Activity-based costing 

Gwinnett Paper Company manufactures three products (computer paper, newsprint, and 
specialty paper) in a continuous production process. Senior management has asked the 
controller to conduct an activity-based costing study. The controller identified the amount 
of factory overhead required by the critical activities of the organization as follows: 


Activity Activity Cost Pool 


Production $ 495,000 
Setup 225,000 
Moving 29,750 
Shipping 126,000 
Product engineering 150,000 


Total $1,025,750 


The activity bases identified for each activity are as follows: 


Activity Activity Base 
Production Machine hours 

Setup Number of setups 

Moving Number of moves 

Shipping Number of customer orders 
Product engineering Number of test runs 


The activity-base usage quantities and units produced for the three products were 
determined from corporate records and are as follows: 


Number of 
Machine Number of Number of Customer Number of 
Hours Setups Moves Orders Test Runs Units 
Computer paper 900 130 290 440 90 1,000 
Newsprint 1,125 60 130 135 20 1,250 
Specialty paper 450 310 430 625 140 500 
Total 2,475 500 850 1,200 250 2,750 


Each product requires 0.9 machine hour per unit. 
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Instructions 
1. Determine the activity rate for each activity. 
2. Determine the total and per-unit activity cost for all three products. 


3. Why aren’t the activity unit costs equal across all three products since they require 
the same machine time per unit? 


Cases & Projects | 


a 


Excel Success S 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


ecial Activities 


excel 


SUCCESS 


excel 


SUCCESS 


excel 


SUCCESS 


SA 25-1. Lease or sell 


On April 4, 2012, Lane Company is considering leasing or selling equipment with an 
original cost of $150,000 and a current book value of $110,000. Lane can lease this 
equipment over six years for total estimated revenue of $220,000 and estimated property 
tax and insurance expenses of $140,000. Alternatively, Lane could sell the equipment for 
$76,000 less a 5% sales commission. 

a. Open the Excel file SA25-1_2e. 

b. Prepare a differential analysis based on the example shown in the chapter. 


c. When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 


SA25-1_2ef[your first name initial]_[your last name] 


SA 25-2 Make or buy 


V-Systems manufactures electronic test equipment. The test equipment uses an integrated 
circuit (IC) that can be purchased from an outside supplier for $46 per unit plus $4 per 
unit freight. Alternatively, the integrated circuit can be manufactured for $68 per unit, 
including variable costs of $42 per unit and fixed costs of $26 per unit. The fixed costs 
cannot be avoided by purchasing the part. 

a. Open the Excel file SA25-2_2e. 

b. Prepare a differential analysis based on the example shown in the chapter. 


c. When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 


SA25-2_2e[your first name initial]_[your last name] 


SA 23-3 Continue or replace equipment 

Carlisle Company has a machine with a book value of $59,000 and a five-year remain- 

ing life. A proposal is offered to sell the machine for $65,000 and replace it with a new 

machine at a cost of $73,000. The new machine would have a five-year life. If replaced, 

the new machine would reduce annual energy costs from $7,000 to $4,000 per year and 

increase annual property taxes from $900 to $1,400 per year. 

a. Open the Excel file SA25-3_2e. 

b. Prepare a differential analysis based on the example shown in the chapter. 

c. When you have completed the analysis, perform a “save as”, replacing the entire file 
name with the following: 


SA25-3_2efyour first name initial]_[your last name] 
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excel SA 23-4 Sell or process further 
SUCCESS Norris Company produces ester for $4.90 per pound. Ester can be sold without additional 
processing for $8.00 per pound, or processed further into polyester at an additional total 
cost of $1.10 per pound. Polyester can be sold for $9.00 per pound. 
a. Open the Excel file SA25-4_2e. 
b. Prepare a differential analysis based on the example shown in the chapter. 
c. When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 
SA25-4_2e/your first name initial]_[your last name] 
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Capital Investment Analysis 


Carnival Corporation 


hy are you paying tuition, studying this text, and spending 

time and money on a higher education? Most people be- 
lieve that the money and time spent now will return them more 
earnings in the future. In other words, the cost of higher education 
is an investment in your future earning ability. How would you 
know if this investment is worth it? 

One method would be for you to compare the cost of a higher 
education against the estimated increase in your future earning 
power. The bigger the difference between your expected future 
earnings and the cost of your education, the better the invest- 
ment. A business also evaluates its investments in fixed assets by 
comparing the initial cost of the investment to its future earnings 
and cash flows. 

For example, is the largest vacation 
cruise company in the world, with over 90 cruise ships that sail to 


locations around the world. Carnival’s fleet required an investment 
of nearly $35 billion, with each new ship costing approximately 
$600 million. In deciding to build more ships, Carnival compares 
the cost of a ship with its future earnings and cash flows over 
its 30-year expected life. Carnival must be satisfied with its in- 
vestments, because the company has signed agreements with 
shipyards to add an additional 13 cruise ships to its fleet from 
2010-2012. 

In this chapter, the methods used to make investment deci- 
sions, which may involve thousands, millions, or even billions of 
dollars, are described and illustrated. The similarities and differ- 
ences among the most commonly used methods of evaluating 
investment proposals, as well as the benefits of each method, 
are emphasized. Factors that can complicate the analysis are also 
discussed. 


CHAPTER 


| Explain the 
nature and 


importance of capital 
investment analysis. 


The Walt Disney Company 
committed over 

$1 billion of capital 
investment to expand 
Disney's California 
Adventure theme 
park, including new 
attractions: Toy Story 
Mania (2008), Mickey's 
Fun Wheel (2009), 
World of Color (2010), 
and Ariel’s Undersea 
Adventure (2011). 


El Evaluate capital 
investment 


proposals using the 
average rate of return 
and cash payback 
methods. 


After studying this chapter, you should be able to: 


Explain the nature and importance of capital investment analysis. 
Nature of Capital Investment Analysis 


1OBJ.| 
1 
Evaluate capital investment proposals using the average rate of return and 
ea cash payback methods. 
Methods Not Using Present Values 
Average Rate of Return Method 
Cash Payback Method 


Evaluate capital investment proposals using the net present value and 
internal rate of return methods. 
Methods Using Present Values 

Present Value Concepts 

Net Present Value Method 

Internal Rate of Return Method 


List and describe factors that complicate capital investment analysis. 
Factors That Complicate Capital Investment Analysis 

Income Tax p 

Unequal Proposal Lives 

Lease versus Capital Investment 

Uncertainty 

Changes in Price Levels 
Qualitative Considerations 


Diagram the capital rationing process. 
Capital Rationing 


Learning Objectives 


Example Exercises 


EE 26-1 1212 


EE 26-3 success 1219 
EE 26-4 excel 1222 


SUCCESS 


EE 26-5 1223 
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Nature of Capital Investment Analysis 


Companies use capital investment analysis to evaluate long-term investments. Capital 
investment analysis (or capital budgeting) is the process by which management 
plans, evaluates, and controls investments in fixed assets. Capital investments use 
funds and affect operations for many years and must earn a reasonable rate of return. 
Thus, capital investment decisions are some of the most important decisions that 
management makes. 


Capital investment evaluation methods can be grouped into the following categories: 


Methods That Do Not Use Present Values 
1. Average rate of return method 


2. Cash payback method 


Methods That Use Present Values 
1. Net present value method 
2. Internal rate of return method 


The two methods that use present values consider the time value of money. The 
time value of money concept recognizes that a dollar today is worth more than a 
dollar tomorrow because today’s dollar can earn interest. 


Methods Not Using Present Values 


The methods not using present values are often useful in evaluating capital invest- 
ment proposals that have relatively short useful lives. In such cases, the timing of 
the cash flows (the time value of money) is less important. 
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Since the methods not using present values are easy to use, they are often used to 
screen proposals. Minimum standards for accepting proposals are set, and proposals 
not meeting these standards are dropped. If a proposal meets the minimum standards, 
it may be subject to further analysis using the present value methods. 


Average Rate of Return Method 


The average rate of return, sometimes called the accounting rate of return, mea- 
sures the average income as a percent of the average investment. The average rate 
of return is computed as follows: 


Estimated Average Annual Income 
Average Rate of Return = g 


Average Investment 


In the preceding equation, the numerator 
is the average of the annual income expected 
to be earned from the investment over its life, 
after deducting depreciation. The denominator 
is the average investment (book value) over the 
life of the investment. Assuming straight-line 
depreciation, the average investment is com- 
puted as follows: 


Average rate | .. 
of return | 


Cash payback 
method | 


Net present 


Initial Cost + Residual Value value method | 


2 


Average Investment = 


Internal rate of | 


To illustrate, assume that management is  ‘eturn method 


evaluating the purchase of a new machine as 


follows: 0% 
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A CFO survey of capital 
investment analysis 
methods used by large 
U.S. companies reported 
the following: 


Percentage of Respondents Reporting the 
Use of the Method as “Always” or “Often” 


10% 20% 30% 40% 50% 60% 70% 80% 90% 


Source: Patricia A. Ryan and Glenn P. Ryan, “Capital Budgeting 


Cost of new machine 500,000 ; : 

Pacititahaal ° Practice of the Fortune 1000: How Have Things Changed?” Journal 
eae ae 0 of Business and Management (Winter 2002). 

Estimated total income from machine 200,000 

Expected useful life 4 years 


The average estimated annual income from the machine is $50,000 ($200,000/4 
years). The average investment is $250,000, as computed below. 


Initial Cost + Residual Value $500,000 + $0 
: = 


Average Investment = = $250,000 


The average rate of return on the average investment is 20%, as computed below. 


Estimated Average AnnualIlncome $50,000 
ee a = 


Average Rate of Return = = = 
$250,000 


Average Investment 

The average rate of return of 20% should be compared to the minimum rate of 
return required by management. If the average rate of return equals or exceeds 
the minimum rate, the machine should be purchased or considered for further 
analysis. 

Several capital investment proposals can be ranked by their average rates of return. 
The higher the average rate of return, the more desirable the proposal. 

The average rate of return has the following three advantages: 


1. It is easy to compute. 

2. It includes the entire amount of income earned over the life of the proposal. 

3. It emphasizes accounting income, which is often used by investors and creditors in 
evaluating management performance. 


The average rate of return has the following two disadvantages: 


1. It does not directly consider the expected cash flows from the proposal. 
2. It does not directly consider the timing of the expected cash flows. 


Note: 

The average rate 

of return method 
considers the amount 
of income earned 
over the life of a 
proposal. 
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Example Exercise 26-1 - 


Determine the average rate of return for a project that is estimated to yield total income of $273,600 over three years, 
has a cost of $690,000, and has a $70,000 residual value. 


Follow My Example 26-1 


Estimated average annual income ~ §91,200 ($273,600/3 years) 


Average investment 
Average rate of return 


$380,000 ($690,000 + $70,000)/2 
24% ($91,200/$380,000) 


ee ee ee ee i ir i i i ii i aici 


Practice Exercises: PE 26-1A, PE 26-1B 


Cash Payback Method 


A capital investment uses cash and must return cash in the future to be successful. 
The expected period of time between the date of an investment and the recovery in 
cash of the amount invested is the cash payback period. : 

When annual net cash inflows are equal, the cash payback period is computed 
as follows: 


Initial Cost 
Gash Pay a Chae TO are 
Annual Net Cash Inflow 


To illustrate, assume that management is evaluating the purchase of the following 
new machine: 


Cost of new machine $200,000 
Cash revenues from machine per year 50,000 
Expenses of machine per year 30,000 
Depreciation per year 20,000 


To simplify, the revenues and expenses other than depreciation are assumed 
to be in cash. Hence, the net cash inflow per year from use of the machine is as 
follows: 


Net cash inflow per year: 


Cash revenues from machine $50,000 
Less cash expenses of machine 
Expenses of machine $30,000 
Less depreciation 20,000 10,000 
Net cash inflow per year $40,000 


The time required for the net cash flow to equal the cost of the new machine is 
the payback period. Thus, the estimated cash payback period for the investment is 
five years, as computed below. 


Initial Cost $200,000 


Cash Payback Period = = 
Annual Net Cash Inflow $40,000 


= 5 years 


In the preceding illustration, the annual net cash inflows are equal ($40,000 per 
year). When the annual net cash inflows are not equal, the cash payback period is 
determined by adding the annual net cash inflows until the cumulative total equals 
the initial cost of the proposed investment. 

To illustrate, assume that a proposed investment has an initial cost of $400,000. 


The annual and cumulative net cash inflows over the proposal’s six-year life are as 
follows: 


a 
od 


$590,000 
a cuales) Nev 
$500,000 |- ee 
Cumulative 
Net Cash Net Cash $400,000 
Year Flow” ———s Flow _ Investment 
oo aecoreee $245,000 | 
2 80,000 140,000 - 
3 105,000 245,000 $140,000 
. ae Gee $60,000 
5 100,000 500,000 
6 90,000 590,000 
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Cash Payback Period 
Years 


The cumulative net cash flow at the end of Year 4 equals the initial cost of the 
investment, $400,000. Thus, the payback period is four years. 

If the initial cost of the proposed investment had been $450,000, the cash payback 
period would occur during Year 5. Since $100,000 of net cash flow is expected during 
Year 5, the additional $50,000 to increase the cumulative total to $450,000 occurs halfway 
through the year ($50,000/$100,000). Thus, the cash payback period would be 4% years.’ 

A short cash payback period is desirable. This is because the sooner cash is recov- 
ered, the sooner it can be reinvested in other projects. In addition, there is less chance 
of losses from changing economic or business conditions. A short cash payback period 
is also desirable for quickly repaying any debt used to purchase the investment. 

The cash payback method has the following two advantages: 


1. It is simple to use and understand. 
2. It analyzes cash flows. 


The cash payback method has the following two disadvantages: 


1. It ignores cash flows occurring after the payback period. 
2. It does not use present value concepts in valuing cash flows occurring in different periods. 


Example Exercise 26-2 


A project has estimated annual net cash flows of $30, 000. It is estiinated to cost $105,000. Determine the 


cash payback period. 


Follow My Example 26-2 


Methods Using Present Values 


An investment in fixed assets may be viewed as purchasing a series of net cash flows 
over a period of time. The timing of when the net cash flows will be received is 
important in determining the value of a proposed investment. 

Present value methods use the amount and timing of the net cash flows in evaluat- 
ing an investment. The two methods of evaluating capital investments using present 
values are as follows: 


1. Net present value method 
2. Internal rate of return method 


7 Unless otherwise stated, net cash inflows are received uniformly throughout the year. 


EA Evaluate capital 
investment 


proposals using the 
net present value and 
internal rate of return 
methods. 
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EXHIBIT 1 


Partial Present 
Value of $1 
Table 


FE GOCE MEATY A RIOR AROMA Liew 


Present Value Concepts 


Both the net present value and the internal rate of return methods use the following 
two present value concepts: 


1. Present value of an amount 
2. Present value of an annuity 


Present Value of an Amount If you were given the choice, would you prefer to re- 
ceive $1 now or $1 three years from now? You should prefer to receive $1 now, because 
you could invest the $1 and earn interest for three years. As a result, the amount you would 
have after three years would be greater than $1. 

To illustrate, assume that you have $1 to invest as follows: 


Amount to be invested $1 
Period to be invested 3 years 
Interest rate 12% 


After one year, the $1 earns interest of $0.12 ($1 x 12%) and, thus, will grow to $1.12 
($1 x 1.12). In the second year, the $1.12 earns 12% interest of $0.134 ($1.12 x 12%) 
and, thus, will grow to $1.254 ($1.12 x 1.12) by the end of the second year. This process 
of interest earning interest is called compounding. By the end of the third year, your $1 
investment will grow to $1.404 as shown below. : 


On January 1, 2012, what is the present value of $1.404 to be received on December 
31, 2014? This is a present value question. The answer can be determined with the 
aid of a present value of $1 table. For example, the partial table in Exhibit 1 indicates 
that the present value of $1 to be received in three years with earnings compounded 
at the rate of 12% per year is 0.712.’ Multiplying 0.712 by $1.404 yields $1 as follows: 


Present Value of $1 
Amount to Be to Be Received in 3 Years 
Present Value Received in 3 Years (from Exhibit 1) 
$1 = $1.404 x 0.712 


Present Value of $1 at Compound Interest 


Year 6% 10% 12% 15% 20% 
1 0.943 0.909 0.893 0.870 0.833 
Ps 0.890 0.826 0.797 0.756 0.694 
3 0.840 0.751 0.712 0.658 0.579 
4 0.792 0.683 0.636 0.572 0.482 
5 0.747 0.621 0.567 0.497 0.402 
6 0.705 0.564 0.507 0.432 0.335 
7 0.665 0.513 0.452 0.376 0.279 
8 0.627 0.467 0.404 0.327 0.233 
i) 0.592 0.424 0.361 0.284 0.194 

10 


0.558 0.386 0.322 0.247 0.162 


2The present value factors in the table are rounded to three decimal places. More complete tables of present values are 
in Appendix A. 
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That is, the present value of $1.404 to be received in three years using a compound 
interest rate of 12% is $1, as shown below. 


$1.00 ~————$1.404 x ip pier 


Present Value of an Annuity An annuity is a series of equal net cash flows at fixed 
time intervals. Annuities are very common in business. Cash payments for monthly rent, 
salaries, and bond interest are all examples of annuities. 

The present value of an annuity is the sum of the present values of each cash 
flow. That is, the present value of an annuity is the amount of cash needed today 
to yield a series of equal net cash flows at fixed time intervals in the future. 

To illustrate, the present value of a $100 annuity for five periods at 12% 
could be determined by using the present value factors in Exhibit 1. Each $100 
net cash flow could be multiplied by the present value of $1 at a 12% factor for 
the appropriate period and summed to determine a present value of $360.50, as 
shown below. 


$100 x 3.605 


Using a present value of an annuity table is a simpler approach. Exhibit 2 is a 
partial table of present value annuity factors.’ 

The present value factors in the table shown in Exhibit 2 are the sum of the pres- 
ent value of $1 factors in Exhibit 1 for the number of annuity periods. Thus, 3.605 
in the annuity table (Exhibit 2) is the sum of the five present value of $1 factors at 
12%, as shown on the following page. 


3 The present value factors in the table are rounded to three decimal places. More complete tables of present values are 
in Appendix A. 
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; 


Partial Present i Present Value of an Annuity of $1 at Compound Interest 
Valeionar | Year 6% 10% 12% 15% 20% 
Annuity Table ae ae a en ee ee a 
/ 1 0.943 0.909 0.893 0.870 0.833 
i 2 1.833 1.736 1.690 1.626 1.528 
] 3 2.673 2.487 2.402 2.283 2.106 
| 4 3.465 3.170 8037, 2.855 2.589 
| 5 4.212 SyVfeh\| 3.605 3.353 2991 
6 4.917 4.355 4.111 3.785 3.326 
: 7 5.582 4.868 4.564 4.160 3.605 
| 8 6.210 5.335 4,968 4.487 3.837 
; 9 6.802 5.759 5.328 4.772 4.031 
| 10 7.360 6.145 5.650 5.019 4.192 
Present Value of $1 
(Exhibit 1) 
Present value of $1 for 1 year @12% 0.893 
Present value of $1 for 2 years @12% 0.797 
Present value of $1 for 3 years @12% 0.712 
Present value of $1 for 4 years @12% 0.636 
Present value of $1 for 5 years @12% 0.567 
Present value of an annuity of $1 for 5 years (from Exhibit 2) 3.605 
Multiplying $100 by 3.605 yields the same amount ($360.50) as follows: 
Present Value of an Annuity 
Amount to Be Received of $1 to Be Received 
ce Present Value Annually for 5 Years for 5 Years (Exhibit 2) 
f& $360.50 = $100 x 3.605 
A 55-year-old janitor This is the same amount ($360.50) that was determined in the preceding illustra- 


wona $5 million lottery — tion by five successive multiplications. 
jackpot, payable in 21 
annual installments of 


240,245. Unfortunately, Neat Present Value Method 


the janitor died after 


collecting a aid The net present value method compares the amount to be invested with the present 
Sinks appens value of the net cash inflows. It is sometimes called the discounted cash flow method. 
unclaimed payments? The interest rate (return) used in net present value analysis is the company’s mini- 
In this case, the mum desired rate of return. This rate, sometimes termed the hurdle rate, is based on 
lottery winnings were such factors as the purpose of the investment and the cost of obtaining funds for the 


auctioned off for the 
benefit of the janitor’s 
estate. The winning 


investment. If the present value of the cash inflows equals or exceeds the amount 
to be invested, the proposal is desirable. 


bid approximated the To illustrate, assume the following data for a proposed investment in new equipment: 

present value of the 

remaining cash flows, or Cost of new equipment $200,000 

about $2.1 million. Expected useful life 5 years 
Minimum desired rate of return 10% 

Note: Expected cash flows to be received each year: 

The net present value Year 1 $ 70,000 

method compares an Vear > 

investment’s initial Se 

cash outflow with the aes s 50,000 

present value of its Year 4 40,000 

cash inflows. Year 5 40,000 


Total expected cash flows $260,000 
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The present value of the net cash flow for each year is computed by multiplying the 
net cash flow for the year by the present value factor of $1 for that year as shown below. 


Present Value of Net Cash Present Value of 

Year $1 at 10% Flow Net Cash Flow 

1 0.909 $ 70,000 $ 63,630 

2 0.826 60,000 49,560 

3} 0.751 50,000 37,550 

4 0.683 40,000 27,320 

5) ; 0.621 40,000 24,840 
Total $260,000 $202,900 
Amount to be invested 200,000 
Net present value $ 2,900 


The preceding computations are also graphically illustrated below. 


$49,560 
$37,550 


| Spreadsheet software can be used to determine the net present value of a project 
exce using a specialized function, illustrated as follows: 
SUCCESS 


10% 


ost of new equipment $ 200,000 


Net Cash Flows 

$70,000 

60,000 

— 50,000 

40,000 

40,000 
_ Present value of cash flows =NPV(B4,B9:B13) a. 
| Less: amot.it to be invested | _=B6 b. 
Net present value =B17-B18 c. 


The inputs include the minimum desired rate of return, cost of the new equipment (amount to 
be invested), and the end of each year net cash flows expected from the project. 
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The use of spreadsheet 
software such as 
Microsoft Excel can 
simplify present value 
computations. 


The outputs consist of the following three steps: 


a. Enter in B17 the formula for calculating the present value of the net cash flows of 
the project using the =NPV function as follows, 


=NPV(B3,B9:B13) 


Cell for the minimum Cell range for the 
desired rate of return net cash flows 
b. Enter in-cell B18 the cell reference for the cost of the equipment (amount 


to be invested), B6. 


c. Enter in cell B19 the difference between the net present value of cash 
flows and amount to be invested, =B17-B18. In your spreadsheet the net 
present value will calculate to $2,946. The amount shown in the text, 
$2,900, is rounded. 


Trylt Go to the hands-on Excel Tutor for this example! 


The net present value of $2,900 indicates that the purchase of the new equipment 
is expected to recover the investment and provide more than the minimum rate of 
return of 10%. Thus, the purchase of the new equipment is desirable. 

When capital investment funds are limited and the proposals involve different 
investments, a ranking of the proposals can be prepared by using a present value 
index. The present value index is computed as follows: 


Total Present Value of Net Cash Flow 


Present Value Index = 
Amount to Be Invested 


The present value index for the investment in the preceding illustration is 1.0145, 
as computed below. 


Total Present Value of Net Cash Flow 


Present Value Index 


Amount to Be Invested 


$202,900 


= 1.0145 
$200,000 


Present Value Index 


Assume that a company is considering three proposals. The net present value and 
the present value index for each proposal are as follows: 


Proposal A Proposal B Proposal C 

Total present value of net cash flow $107,000 $86,400 $86,400 
Amount to be invested 100,000 80,000 90,000 
Net present value $ 7,000 $ 6,400 $ (3,600) 
Present value index: 

Proposal A ($107,000/$100,000) 1.07 

Proposal B ($86,400/$80,000) 1.08 

Proposal C ($86,400/$90,000) 0.96 


A project will have a present value index greater than 1 when the net present 
value is positive. This is the case for Proposals A and B. When the net present value 
is negative, the present value index will be less than 1, as is the case for Proposal C. 

Although Proposal A has the largest net present value, the present value indices 
indicate that it is not as desirable as Proposal B. That is, Proposal B returns $1.08 
present value per dollar invested, whereas Proposal A returns only $1.07. Proposal 
B requires an investment of $80,000, compared to an investment of $100,000 for 
Proposal A. The possible use of the $20,000 difference between Proposals A and B 
investments should also be considered before making a final decision. 

The net present value method has the following three advantages: 


1. It considers the cash flows of the investment. 
2. It considers the time value of money. 
3. It can rank equal lived projects using the present value index. 
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The net present value method has the following two disadvantages: 


1. It has more complex computations than methods that don’t use present value. 


2. It assumes the cash flows can be reinvested at the minimum desired rate of return, 
which may not be valid. 


Example Exercise 26-3 ra 


A project has estimated annual net cash flows of $50,000 for seven years and is estimated to cost $240,000. Assume a 
minimum acceptable rate of return of 12%. Using Exhibit 2 on page 1216, determine (a) the net present value of the 
project and (b) the present value index, rounded to two decimal places. 


Follow My Example 26-3 


a. ($11,800) [($50,000 x 4.564) - $240,000] 
b. 0.95 ($228,200/$240,000) 


Practice Exercises: PE 26-3A, PE 26-3B — 


Internal Rate of Return Method 


The internal rate of return (IRR) method uses present value concepts to compute 
the rate of return from a capital investment proposal based on its expected net cash 
flows. This method, sometimes called the time-adjusted rate of return method, starts 
with the proposal’s net cash flows and works backward to estimate the proposal’s 
expected rate of return. 

To illustrate, assume that management is evaluating the following proposal to 
purchase new equipment: 


Cost of new equipment $33,530 
Yearly expected cash flows to be received 10,000 
Expected life 5 years 
Minimum desired rate of return 12% 


The present value of the net cash flows, using the present value of an annuity 
table in Exhibit 2 on page 1216, is $2,520, as shown in Exhibit 3. 

In Exhibit 3, the $36,050 present value of the cash inflows, based on a 12% rate 
of return, is greater than the $33,530 to be invested. Thus, the internal rate of return 
must be greater than 12%. Through trial and error, the rate of return equating the 
$33,530 cost of the investment with the present value of the net cash flows can be 
determined to be 15%, as shown below. 


$33,530 <& 
—~_ Net present 
value 
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Net Present 
Value Analysis 
at 12% 


Be ROT RE EOC fe 


Annual net cash flow (at the end of each of five years) $10,000 
Present value of an annuity of $1 at 12% for five years (Exhibit 2) x 3.605 
Present value of annual net cash flows $36,050 
Less amount to be invested 33,530 
Net present value $ 2,520 


caprmneesagons see paneer cme ere mnuonacenenm enn 


When equal annual net cash flows are expected from a proposal, as in the above 
example, the internal rate of return can be determined as follows:4 


Step 1. Determine a present value factor for an annuity of $1 as follows: 


Amount to Be Invested 
Present ValUieiEactorato ari Aii itll C VAC fi ee 
Equal Annual Net Cash Flows 
Step 2. Locate the present value factor determined in Step 1 in the present value of 
an annuity of $1 table (Exhibit 2 on page 1216) as follows: 
a. Locate the number of years of expected useful life of the investment in the 
Year column. 7 
b. Proceed horizontally across the table until you find the present value factor 
computed in Step 1. 
Step 3. Identify the internal rate of return by the heading of the column in which 
the present value factor in Step 2 is located. 


To illustrate, assume that management is evaluating the following proposal to 
purchase new equipment: 


Cost of new equipment $97,360 
Yearly expected cash flows to be received 20,000 
Expected useful life 7 years 


The present value factor for an annuity of $1 is 4.868, as shown below. 


Amount to Be Invested 
Present Value Factor for an Annuity of $1 = ————— 
Equal Annual Net Cash Flows 


$97,360 
Present Value Factor for an Annuity of $1 = ———— = 4.868 
$20,000 
Using the partial present value of an annuity of $1 table shown below and a 
period of seven years, the factor 4.868 is related to 10%. Thus, the internal rate of 
return for this proposal is 10%. 


NC Ee DD 


Present Value of an Annuity of $1 at Compound Interest 


Step 3 

Year 6% 10% 12% 
1 0.943 0.909 0.893 
2 1.833 1.736 1.690 
3 2.673 2.487 2.402 
4 3.465 3.170 3.037 
5 4.212 3.791 3.605 
6 4.917 Step 2(b) 4.355 4.111 
Step 2(a) 7 5,582 4.564 
8 6.210 D335 4.968 
9 6.802 5.759 5.328 
10 7.360 6.145 5.650 

Step 1: Determine present value _ $97,360 _ 4.868 

factor for an annuity of $1 $20,000. - 


4To simplify, equal annual net cash flows are assumed. If the net cash flows are not equal, spreadsheet software can be used 
to determine the rate of return. 
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If the minimum acceptable rate of return is 10%, then the proposal is considered 
acceptable. Several proposals can be ranked by their internal rates of return. The 


proposal with the highest rate is the most desirable. 


The internal rate of return method has the following three advantages: 


1. It considers the cash flows of the investment. 
2. It considers the time value of money. 


3. It ranks proposals based upon the cash flows over their complete useful life, even if 


the project lives are not the same. 


The internal rate of return method has the following two disadvantages: 


1. It has complex computations, requiring a computer if the periodic cash flows are not 


equal (an annuity). 


2. It assumes the cash received from a proposal can be reinvested at the internal rate 


of return, which may not be valid. 


PANERA BREAD STORE RATE OF RETURN 


Panera Bread owns, operates, and franchises bakery-cafes 
throughout the United States. A recent annual report to 
the Securities and Exchange Commission (SEC Form 10-K) 
disclosed the following information about an average 
company-owned store: 


Operating profit $ 327,000 
Depreciation 98,000 
Investment 1,000,000 


Assume that the operating profit and depreciation will re- 
main unchanged for the next 10 years. Assume operating profit 
plus depreciation approximates annual net cash flows, and 
that the investment residual value will be zero. The average 
rate of return and internal rate of return can then be estimated. 
The average rate of return on a company-owned store is: 


$327,000 
= 65.4% 


The internal rate of return is calculated by first determining 
the present value of an annuity of $1: 


PresentValue 91,000,000, 
of an Annuity of $1 § 327,000 + $98,000 


For a period of three 
years, this factor implies 
an internal rate of return 
over 12% (from Exhibit 2). 
However, if we more re- 
alistically assumed these 
cash flows for 10 years, 
Panera’s company-owned 
stores generate an esti- 
mated internal rate of re- 
turn of approximately 41% 
(from a spreadsheet calculation). Clearly, both investment 
evaluation methods indicate a highly successful business. 
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$1,000,000/2 


The internal rate of return can be determined using a spreadsheet 
formula, as follows: 


exce 


SUCCESS 
Net Cash Flows | 

Cost of new equipment $ (97,360) 
Year 1 20,000 
Year 2 20,000 
Year 3 20,000 
Year 4 20,000 
Year 5 20,000 
Year 6 20,000 
Year 7 20,000 
Output 

Internal rate of return =IRR(B5:B12)<—+—— 4 


The inputs are the cash flows of the project, beginning with the initial 
investment entered as a negative number. In this case, the cost of the 
equipment is $97,360, which is entered in cell B5 as a negative number. 
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The remaining cash flows are entered individually for each of the years of 

the project life. The equipment will generate cash flows of $20,000 at the end of 
each year of the expected seven years of equipment life. These cash flows 

are entered in B6:B12. 


a. The output is the internal rate of return. Enter in cell B16 the Excel =IRR 
function, as follows: 


=IRR(B5:B12) 


The range B5:B12 covers the cash flows of the project, including as the first 
cash flow the initial investment, entered as a negative number. The 
internal rate of return calculated is 10%, the same rate using the table 
method. 


One advantage of the spreadsheet approach is that the =IRR function can 
estimate the internal rate of return for a series of unequal cash flows, 
which is not possible to determine under the table method. 


Trylt Go to the hands-on Excel Tutor for this example! 


Example Exercise 26-4 


A project is estimated to cost $208,175 and provide annual net cash flows of $55,000 for six years. Determine the 
internal rate of return for this project, using Exhibit 2 on page 1216. 


Follow My Example 26-4 


15%  [($208,1 75/$55,000) = 3.785, the present value of an annuity factor for six periods at 15%, from Exhibit 2] 


List and 
describe factors 


that complicate capital 
investment analysis. 


emi o/[4i e's ele) v (e.)8) 85a) 98) 8/6 4/¢ieie) s¢ pia 1arala'a we, 0)(@\ ee) wie) s 9\e7e @ a) ia!ei8i9(e.0 nie :e'e's'e\s/s\a)nleile) alesis @reie,sia/evateiare ealeieane weet eens 


Practice Exercises: PE 26-4A, PE 2 


Factors That Complicate Capital 
Investment Analysis 


Four widely used methods of evaluating capital investment proposals have been 
described and illustrated in this chapter. In practice, additional factors such as the 
following may impact capital investment decisions: 


1. Income tax 4. Uncertainty 

2. Proposals with unequal lives 5. Changes in price levels 

3. Leasing versus purchasing 6. Qualitative factors 
Income Tax 


The impact of income taxes on capital investment decisions can be material. For 
example, in determining depreciation for federal income tax purposes, useful lives 
that are much shorter than the actual useful lives are often used. Also, depreciation 
for tax purposes often differs from depreciation for financial statement purposes. As 
a result, the timing of the cash flows for income taxes can have a significant impact 
on capital investment analysis.° 


Unequal Proposal Lives 


The prior capital investment illustrations assumed that the alternative proposals had 
the same useful lives. In practice, however, proposals often have different lives. 

To illustrate, assume that a company is considering purchasing a new truck or a 
new computer network. The data for each proposal are shown below. 


5 The impact of taxes on capital investment analysis is covered in advanced accounting textbooks. 
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Truck Computer Network 
Cost $100,000 $100,000 
Minimum desired rate of return 10% 10% 
Expected useful life 8 years 5 years 
Yearly expected cash flows to be received: 
Year 1 $ 30,000 $ 30,000 
Year 2 30,000 30,000 
Year 3 25,000 30,000 
Year 4 20,000 30,000 
Year 5 15,000 35,000 
Year 6 15,000 0 
Year 7 10,000 0 
Year 8 10,000 0 
Total $155,000 $155,000 


The expected cash flows and net present value for each proposal are shown in 
Exhibit 4. Because of the unequal useful lives, however, the net present values in 
Exhibit 4 are not comparable. 

To make the proposals comparable, the useful lives are adjusted to end at the 
same time. In this illustration, this is done by assuming that the truck will be sold 
at the end of five years. The selling price (residual value) of the truck at the end of 
five years is estimated and included in the cash inflows. Both proposals will then 
cover five years; thus, the net present value analyses will be comparable. 

To illustrate, assume that the truck’s estimated selling price (residual value) at the 
end of Year 5 is $40,000. Exhibit 5 shows the truck’s revised present value analysis 
assuming a five-year life. 

As shown in Exhibit 5, the net present value for the truck exceeds the net pres- 
ent value for the computer network by $1,835 ($18,640 — $16,805). Thus, the truck 
is the more attractive of the two proposals. 


Example Exercise 26-5 


Project 1 requires an original investment of $50,000. The project will yield cash flows of $12,000 per year for seven 
years. Project 2 has a calculated net present value of $8,900 over a five-year life. Project 1 could be sold at the end of 
five years for a price of $30,000. (a) Determine the net present value of Project 1 over a five-year life with residual value, 
assuming a minimum rate of return of 12%. (b) Which project provides the greatest net present value? 


Follow My Example 26-5 


Project 1 


a. Present value of $12,000 per year at 12% for 5 years $43,260 [$12,000 x 3.605 (Exhibit 2, 12%, 5 years)] 
Present value of $30,000 at 12% at the end of 5 years 17,010 [$30,000 x 0.567 (Exhibit 1, 12%, 5 years)] 


_ Total present value of Project 1 $60,270 : 
Total cost of Project 1 50,000 
Net present value of Project 1 $10,270 


b. Project 1—$10,270 is greater than the net present value of Project 2, $8,900. 


eee chet ates aia’ o foie ek ocexe Ta love ieeh a al2 lalate ls oreie/eianereTs aiiie) A eiace#16'e)'e0 a] oyolaiiesera\alre alk’ isy/aqe/a’e:\ellvsexe orale oisesia, ¥i0l8 .ereneisi wi epelarayernib.e)e\eejevayei aia. e layer auece!#a/e\eia/eijecete|syieieih/eieisib/sieisjiaieinisiplsibisieisel aise titinueses— (SSir Cie 


Practice Exercises: PE 26-5A, PE 26-5B : 


Lease versus Capital Investment 


Leasing fixed assets is common in many industries. For example, hospitals often lease 
medical equipment. Some advantages of leasing a fixed asset include the following: 


1. The company has use of the fixed asset without spending large amounts of cash to 
purchase the asset. 

2. The company eliminates the risk of owning an obsolete asset. 

3. The company may deduct the annual lease payments for income tax purposes. 
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eee veka 


- EXHIBIT 4 Net Present Value Analysis—Unequal Lives of 


Value of 
lal ~ $1 at10% § Flow (Net Cash Flow, 
===] 


3| Net present value _ 


ian soa 


13 Total | — nat 155,000) $112,060 | 


| Amounttobeinvested | ~—=«'100,000. 
Net present value P $_12,060 


Cannot be compared (unequal lives) 


Compared 
(equal lives) 


EXHIBIT 5 — 


Net Present 
Value Analysis— 
Equalized Lives 

of Proposals 


Truc 
Present | Net _—_—_|_—~Present 
Value of | Cash Value of 
| Stat 10% Flow _|Net Cash Flow 


a ee —— = 
0.909 $ 30,000 $ 27,270 


| GIGEETET Se a Truck Net Present 
11, value) 0.621 40,000 24,840 Value Greater than 


M2\Total $160,000/ $118,640 Computer Network 


| | Net Present Value by 
Amount to be invested it 1 C 100,000 $1,835 
Net present value 18,640 


A disadvantage of leasing a fixed asset is that it is normally more costly than 
purchasing the asset. This is because the lessor (owner of the asset) includes in the 
rental price not only the costs of owning the asset, but also a profit. 

The methods of evaluating capital investment proposals illustrated in this chapter 
can also be used to decide whether to lease or purchase a fixed asset. 


Uncertainty 


All capital investment analyses rely on factors that are uncertain. For example, 
estimates of revenues, expenses, and cash flows are uncertain. This is especially 
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true for long-term capital investments. Errors in one or more of the estimates 
could lead to incorrect decisions. Methods that consider the impact of uncertainty 


on capital investment analysis are discussed in advanced accounting and finance 
textbooks. 


COMMON 


AVATAR: THE MOST EXPENSIVE behind this movie, already had the number one grossing 


MOVIE EVER MADE (AND THE MOST movie of all time: Titanic, at $1.8 billion in worldwide box 
office revenues. Could he do it again? That was the question. 
SUCCESSFUL) So, how did the film do? Only eight weeks after its re- 
lease, Avatar had become the number one grossing film 
Prior to the release of the blockbuster Avatar in December of all time, with over $2.2 billion in worldwide box office 
2009, many were skeptical if the movie's huge $500 million revenue. Executives at Fox anticipated that the profit might 
investment would pay off. After all, just to break even the double after the film was released on DVD in the summer 
movie would have to perform as one of the top 50 movies of of 2010. Needless to say, James Cameron, 20th Century Fox, 
all time. To provide a return that was double the investment, and other investors are very pleased with their return on 
the movie would have to crack the top ten. Many thought this investment. 


this was a tall order, even though James Cameron, the force 


nee ae eee Cieply, “A Movie’s Budget Pops from the Screen,” New York Times, November 8, 2009; “Bulk of Avatar Profit Still to Come,” The Age, 
ebruary 3, : 


Changes in Price Levels 


Price levels normally change as the economy improves or deteriorates. General price 
levels often increase in a rapidly growing economy, which is called inflation. During 
such periods, the rate of return on an investment should exceed the rising price level. 
If this is not the case, the cash returned on the investment will be less than expected. 

Price levels may also change for foreign investments. This occurs as currency 
exchange rates change. Currency exchange rates are the rates at which currency in 
another country can be exchanged for U.S. dollars. 

If the amount of local dollars that can be exchanged for one U.S. dollar increases, 
then the local currency is said to be weakening to the dollar. When a company has 
an investment in another country where the local currency is weakening, the return 
on the investment, as expressed in U.S. dollars, is adversely impacted. This is because 
the expected amount of local currency returned on the investment would purchase 
fewer U.S. dollars.° 


Qualitative Considerations 


Some benefits of capital investments are qualitative in nature and cannot be estimated 
in dollar terms. However, if a company does not consider qualitative considerations, 
an acceptable investment proposal could be rejected. 

Some examples of qualitative considerations that may influence capital investment 
analysis include the impact of the investment proposal on the following: 


1. Product quality 

2. Manufacturing flexibility 

3. Employee morale 

4, Manufacturing productivity 

5. Market (strategic) opportunities 


Many qualitative faccors, such as those listed above, may be as important as, if not 


more important than, quantitative factors. 


6 Further discussion on accounting for foreign currency transactions is available on the companion Web site at www.cengage.com/ 


accounting/reeve. 
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ASSUMPTION FUDGING 


The results of any capital budgeting analysis depend on assumed net present value. That is, the analyst should not 
many subjective estimates, such as the cash flows, discount work backwards, filling in assumed numbers that will pro- 
rate, time period, and total investment amount. The results | duce the desired net present value. Such a reverse approach 
of the analysis should be used to either support or reject a reduces the credibility of the entire process. 

project. Capital budgeting should not be used to justify an 


= Diagram the 
capital 


rationing process. 


Capital Rationing 


Capital rationing is the process by which management allocates funds among com- 
peting capital investment proposals. In this process, management often uses a com- 
bination of the methods described in this chapter. 

Exhibit 6 illustrates the capital rationing decision process. Alternative proposals 
are initially screened by establishing minimum standards using the cash payback 
and the average rate of return methods. The proposals that survive this screen- 
ing are further analyzed, using the net present value and internal rate of return 
methods. 

Qualitative factors related to each proposal should also be considered throughout 
the capital rationing process. For example, new equipment might improve the quality 
of the product and, thus, increase consumer satisfaction and sales. 

At the end of the capital rationing process, accepted proposals are ranked and 
compared with the funds available. Proposals that are selected for funding are in- 
cluded in the capital expenditures budget. Unfunded proposals may be reconsidered 
if funds later become available. 
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Proposals for further analysis _ 


Net present value and internal —_ Rejected proposals 
rate of return standards met? 


y, 
; a 
Rejected proposals Do qualitative considerations Do qualitative considerations | Rejected proposals 
change the decision? change the decision? 


Ranking of proposals 


ae 


Funded proposals Capital funds available? _ Unfunded proposals—Reconsider if 


funds subsequently become available 
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SULA ROSETTA SE OS SE 


ne Explain the nature and importance of capital investment analysis. 


investments involving fixed assets. Capital investment analysis is important to a business because such 


| Key Points Capital investment analysis is the process by which management plans, evaluates, and controls 
| investments affect profitability for a long period of time. 


Learning Outcomes Example Practice 
Exercises Exercises 


* Describe the purpose of capital investment analysis. 


7 Evaluate capital investment proposals using the average rate of return and cash payback methods. 


Key Points The average rate of return method measures the expected profitability of an investment in : 
fixed assets. The expected period of time that will pass between the date of an investment and the complete 
recovery in cash (or equivalent) of the amount invested is the cash payback period. 


Learning Outcomes Example Practice ; 

: Exercises Exercises 7 
* Compute the average rate of return of a project. EE26-1 PE26-1A,26-1B| | 
* Compute the cash payback period of a project. EE26-2 PE26-2A, 26-2B 


EE Evaluate capital investment proposals using the net present value and internal rate of return methods. 


Key Points The net present value method uses present values to compute the net present value of the cash 
flows expected from a proposal. The internal rate of return method uses present values to compute the rate 
of return from the net cash flows expected from capital investment proposals. 


Learning Outcomes Example Practice 
Exercises Exercises 
EE26-3__—| PE26-3A, 26-3B 
* Compute the internal rate of return of a project. EE26-4 PE26-4A, 26-4B 


Key Points = Factors that may complicate capital investment analysis include the impact of income tax, unequal 
lives of alternative proposals, leasing, uncertainty, changes in price levels, and qualitative considerations. 


* Compute the net present value of a project. 


List and describe factors that complicate capital investment analysis. 


Learning Outcomes Example Practice 
Exercises Exercises 


Describe the impact of income taxes in capital investment analysis. 
* Evaluate projects with unequal lives. EE26-5 PE26-5A, 26-5B 
Describe leasing versus capital investment. 


Describe uncertainty, changes in price levels, and qualitative 
considerations in capital investment analysis. 
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Diagram the capital rationing process. 


Key Points Capital rationing refers to the process by which management allocates available investment 
funds among competing capital investment proposals. A diagram of the capital rationing process appears in 
Exhibit 6. 


ecercnenemenein 


Learning Outcomes Example Practice 
Exercises Exercises 


* Define capital rationing. 


* Diagram the capital rationing process. 


a 


SRN TENET RITE AI IST YET UTNE 
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Key Terms 

annuity (1215) currency exchange rate (1225) present value concept (1214) 
average rate of return (1211) inflation (1225) present value index (1218) 

capital investment analysis (1210) internal rate of return (IRR) present value of an annuity (1215) 
capital rationing (1226) method (1219) time value of money concept (1210) 
cash payback period (1212) net present value method (1216) 


Illustrative Problem 


The capital investment committee of Hopewell Company is currently considering two in- 
vestments. The estimated income from operations and net cash flows expected from each 
investment are as follows: 


Truck Equipment 
Income from Net Cash Income from Net Cash 
Year Operations Flow Operations Flow 

1 $ 6,000 $ 22,000 $13,000 $ 29,000 

2) 9,000 25,000 10,000 26,000 

3 10,000 26,000 8,000 24,000 

4 8,000 24,000 8,000 24,000 

5 11,000 27,000 3,000 19,000 
$44,000 $124,000 $42,000 $122,000 


Each investment requires $80,000. Straight-line depreciation will be used, and no 
residual value is expected. The committee has selected a rate of 15% for purposes of the 
net present value analysis. 


Instructions 


1. Compute the following: 
a. The average rate of return for each investment. 


b. The net present value for each investment. Use the present value of $1 table 
appearing in this chapter (Exhibit 1). 


2. Why is the net present value of the equipment greater than the truck, even though 
its average rate of return is less? 


3. Prepare a summary for the capital investment committee, advising it on the relative 
merits of the two investments. 
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Solution 


La. 


$44,000 +5 


SSS ee 
($80,000 + $0) +2 


Average rate of return for the truck: 


Average rate of return for the equipment: 


$42,000 +5 


Se a Se 
($80,000 + $0) +2 


b. Net present value analysis: 


Present Value 


Year of $1 at 15% 
1 0.870 
2, 0.756 
3 0.658 
4 0.572 
5 0.497 
Total 


Amount to be invested 
Net present value 


Net Cash Flow 


Present Value of 
Net Cash Flow 


Truck Equipment Truck Equipment 
$ 22,000 $ 29,000 $19,140 $25,230 
25,000 26,000 18,900 19,656 
26,000 24,000 17,108 15,792 
24,000 24,000 13,728 13,728 
27,000 19,000 13,419 9,443 
$124,000 $122,000 $82,295 $83,849 
80,000 80,000 
$2,295  $ 3,849 


2. The equipment has a lower average rate of return than the truck because the equip- 
ment’s total income from operations for the five years is $42,000, which is $2,000 
less than the truck’s. Even so, the net present value of the equipment is greater than 
that of the truck, because the equipment has higher cash flows in the early years. 


3. Both investments exceed the selected rate established for the net present value 
analysis. The truck has a higher average rate of return, but the equipment offers a 
larger net present value. Thus, if only one of the two investments can be accepted, 
the equipment would be the more attractive. 


Discussion Questions 


What are the principal objections to the use of the 
average rate of return method in evaluating capital 
investment proposals? 


Discuss the principal limitations of the cash pay- 
back method for evaluating capital investment 
proposals. 


Why would the average rate of return differ from 
the internal rate of return on the same project? 


Your boss has suggested that a one-year payback 
period is the same as a 100% average rate of return. 
Do you agree? 


Why would the cash payback method understate 
the attractiveness of a project with a large residual 
value? 


Why would the use of the cash payback period for 
analyzing the financial performance of theatrical 
releases from a motion picture production studio 
be supported over the net present value method? 


10. 


uit 


2; 


A net present value analysis used to evaluate 
a proposed equipment acquisition indicated a 
$7,900 net present value. What is the meaning 
of the $7,900 as it relates to the desirability of 
the proposal? 


Two projects have an identical net present value 
of $9,000. Are both projects equal in desirability? 


What are the major disadvantages of the use of 
the net present value method of analyzing capital 
investment proposals? 


What are the major disadvantages of the use of the 
internal rate of return method of analyzing capital 
investment proposals? 


What are the major advantages of leasing a fixed 
asset rather than purchasing it? 


Give an example of a qualitative factor that should 
be considered in a capital investment analysis re- 
lated to acquiring automated factory equipment. 
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Practice Exercises 


Learning 
Objectives 


OBJ. 2 


OBJ. 2 


OBJ.2 


OBJ. 3 


OBJ.3 


OBJ.3 


OBJ.3 


OBJ.4 


Example 
Exercises 


OBJ.2 EE 26-1 p. 12/2 


EE 26-1 


EE 26-2 


EE 26-2 


EE 26-3 


EE 26-3 


EE 26-4 


EE 26-4 


EE 26-5 


p. 


p. 


p. 


p. 


1212 


1222 


1222 


1223 


PE 26-1A Average rate of return 


Determine the average rate of return for a project that is estimated to yield total 
income of $180,000 over five years, has a cost of $340,000, and has a $20,000 residual 
value. 


PE 26-1B_ Average rate of return 


Determine the average rate of return for a project that is estimated to yield total 
income of $54,000 over three years, has a cost of $80,000, and has a $20,000 residual 
value. 


PE 26-2A Cash payback period 


A project has estimated annual net cash flows of $121,000. It is estimated to cost $798,600. 
Determine the cash payback period. Round to one decimal place. 


PE 26-2B_ Cash payback period 


A project has estimated annual net cash flows of $8,600. It is estimated to cost $47,300. 
Determine the cash payback period. Round to one decimal place. 


PE 26-3A Net present value 

A project has estimated annual net cash flows of $86,400 for five years and is estimated 
to cost $259,000. Assume a minimum acceptable rate of return of 12%. Using Exhibit 2, 
determine (1) the net present value of the project and (2) the present value index, rounded 
to two decimal places. 


PE 26-3B Net present value 

A project has estimated annual net cash flows of $8,200 for four years and is estimated 
to cost $30,050. Assume a minimum acceptable rate of return of 10%. Using Exhibit 2, 
determine (1) the net present value of the project and (2) the present value index, rounded 
to two decimal places. 


PE 26-4A Internal rate of return 
A project is estimated to cost $71,580 and provide annual net cash flows of $15,000 for 
nine years. Determine the internal rate of return for this project, using Exhibit 2. 


PE 26-4B Internal rate of return 
A project is estimated to cost $409,370 and provide annual net cash flows of $94,000 for 
six years. Determine the internal rate of return for this project, using Exhibit 2. 


PF 26-5A Net present value—unequal lives 
Project A requires an original investment of $112,000. The project will yield cash flows 
of $22,000 per year for nine years. Project B has a calculated net present value of $2,400 
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Learning Example 
Objectives Exercises 
over a six-year life. Project A could be sold at the end of six years for a price of $50,000. 


(a) Determine the net present value of Project A over a six-year life with residual value, 
assuming a minimum rate of return of 12%. (b) Which project provides the greatest net 


present value? 


OBJ.4 EE 26-5 1223 PE26-5B Net present value—unequal lives 
Project 1 requires an original investment of $12,000. The project will yield cash flows of 
$4,000 per year for seven years. Project 2 has a calculated net present value of $6,500 over 
a four-year life. Project 1 could be sold at the end of four years for a price of $14,500. 
(a) Determine the net present value of Project 1 over a four-year life with residual value, 
assuming a minimum rate of return of 20%. (b) Which project provides the greatest net 
present value? 


OBJ. 2 EX 26-1 Average rate of return 
V Testing The following data are accumulated by ChemLabs, Inc. in evaluating two competing capital 
equipment, 9% investment proposals: 
Testing Equipment Vehicle 

Amount of investment $90,000 $25,000 

Useful life 6 years 8 years 

Estimated residual value 0 0 

Estimated total income over the useful life $24,300 $15,000 


Determine the expected average rate of return for each proposal. 


OBJ.2 EX 26-2 Average rate of return—cost savings 


Wisconsin Fabricators Inc. is considering an investment in equipment that will replace 
direct labor. The equipment has a cost of $90,000 with a $10,000 residual value and 
a 10-year life. The equipment will replace one employee who has an average wage of 
$30,000 per year. In addition, the equipment will have operating and energy costs of 
$4,500 per year. 

Determine the average rate of return on the equipment, giving effect to straight-line 
depreciation on the investment. 


OBJ. 2 EX 26-3 Average rate of return—new product 
V Average annual I-Mobile Inc. is considering an investment in new equipment that will be used to manu- 
income, $252,000 facture a mobile communications device. The device is expected to generate additional 


annual sales of 2,100 units at $370 per unit. The equipment has a cost of $920,000, residual 
value of $88,000, and an eight-year life. The equipment can only be used to manufacture 
the device. The cost to manufacture the device is shown below. 


Cost per unit: 


Direct labor S$ 45 
Direct materials 170 
Factory overhead (including depreciation) 35 

Total cost per unit $250 


Determine the average rate of return on the equipment. 


OBJ. 2 EX 26-4 Calculate cash flows 


Year 1: ($98,000) Earth’s Bounty, Inc., is planning to invest in new manufacturing equipment to make a 
new garden tool. The new garden tool is expected to generate additional annual sales 


OBJ.2 


V Location 1: 5 years 


OBJ. 3 
V a. NPV, $14,822 
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of 10,000 units at $58 each. The new manufacturing equipment will cost $177,000 and 
is expected to have a 10-year life and $13,000 residual value. Selling expenses related to 


the new product are expected to be 5% of sales revenue. The cost to manufacture the 
product includes the following on a per-unit basis: 


Direct labor $ 8.00 
Direct materials 35.00 
Fixed factory overhead—depreciation 1.64 
Variable factory overhead 4.20 

Total $48.84 


Determine the net cash flows for the first year of the project, Years 2-9, and for the last 
year of the project. 


EX 26-5 Cash payback period 


Nations Trust is evaluating two capital investment proposals for a drive-up ATM kiosk, 
each requiring an investment of $320,000 and each with an eight-year life and expected 
total net cash flows of $512,000. Location 1 is expected to provide equal annual net cash 
flows of $64,000, and Location 2 is expected to have the following unequal annual net 
cash flows: 


Year 1 $110,000 Year 5 $48,000 
Year 2 80,000 Year 6 48,000 
Year 3 70,000 Year 7 48,000 
Year 4 60,000 Year 8 48,000 


Determine the cash payback period for both location proposals. 


EX 26-6 Cash payback method 


Bath Works Products Company is considering an investment in one of two new product 
lines. The investment required for either product line is $660,000. The net cash flows 
associated with each product are as follows: 


Year Liquid Soap Body Lotion 
1 $110,000 $210,000 
2 110,000 180,000 
3 110,000 150,000 
4 110,000 120,000 
5 110,000 80,000 
6 110,000 50,000 
7 110,000 50,000 
8 110,000 40,000 
Total $880,000 $880,000 


a. Recommend a product offering to Bath Works Products Company, based on the cash 
payback period for each product line. 

b. =a W7hy is one product line preferred over the other, even though they both have 
the same total net cash flows through eight periods? 


EX 26-7 Net present value method 


The following data are accumulated by Parker Company in evaluating the purchase of 
$126,000 of equipment, having a four-year useful life: 


Net Income Net Cash Flow 
Year 1 $33,500 $65,000 
Year 2 24,500 56,000 
Year 3 10,500 42,000 


Year 4 (6,500) 25,000 
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OBJ.3 
V a. 2012, $14,000 


OBJ.3 
¥ a. $33 million 


OBJ.3 
V a. $37,200 


OBJ.3 
V a. $148,120,000 


a. Assuming that the desired rate of return is 15%, determine the net present value for 
the proposal. Use the table of the present value of $1 appearing in Exhibit 1 of this 
chapter. 

b. «iii W/ould management be likely to look with favor on the proposal? Explain. 


EX 26-8 Net present value method 

Courier Express, Inc., is considering the purchase of an additional delivery vehicle for 

$48,000 on January 1, 2012. The truck is expected to have a five-year life with an expected 

residual value of $12,000 at the end of five years. The expected additional revenues from 

the added delivery capacity are anticipated to be $62,000 per year for each of the next 

five years. A driver will cost $45,000 in 2012, with an expected annual salary increase of 

$2,000 for each year thereafter. The insurance for the truck is estimated to cost $3,000 

per year. 

a. Determine the expected annual net cash flows from the delivery truck investment for 
2012-2016. 

b. Calculate the net present value of the investment, assuming that the minimum desired 
rate of return is 12%. Use the present value of $1 table appearing in Exhibit 1 of this 
chapter. 


c. Is the additional truck a good investment based on your analysis? 


EX 26-9 Net present value method—annuity 

Luxmark Hotels is considering the construction of a new hotel for $210 million. The ex- 
pected life of the hotel is 30 years with no residual value. The hotel is expected to earn 
revenues of $58 million per year. Total expenses, including depreciation, are expected 
to be $32 million per year. Luxmark management has set a minimum acceptable rate of 
return of 14%. 

a. Determine the equal annual net cash flows from operating the hotel. 


b. Calculate the net present value of the new hotel using the present value of an annuity 
of $1 table found in Appendix A. Round to the nearest million dollars. 


c. Does your analysis support construction of the new hotel? 


EX 26-10 Net present value method—annuity 


Easton Excavation Company is planning an investment of $120,000 for a bulldozer, The 
bulldozer is expected to operate for 1,400 hours per year for five years. Customers will 
be charged $105 per hour for bulldozer work. The bulldozer operator costs $34 per hour 
in wages and benefits. The bulldozer is expected to require annual maintenance costing 
$9,000. The bulldozer uses fuel that is expected to cost $38 per hour of bulldozer operation. 


a. Determine the equal annual net cash flows from operating the bulldozer. 


b. Determine the net present value of the investment, assuming that the desired rate of return 
is 10%. Use the present value of an annuity of $1 table in the chapter (Exhibit 2). Round 
to the nearest dollar. 


c iio Should Easton invest in the bulldozer, based on. this analysis? 


d. Determine the number of operating hours such that the present value of cash flows 
equals the amount to be invested. 


EX 26-11 Net present value method 


Carnival Corporation has recently placed into service some of the largest cruise ships in 
the world. One of these ships, the Carnival Dream, can hold up to 3,600 passengers and 
cost $750 million to build. Assume the following additional information: 


* There will be 320 cruise days per year operated at a full capacity of 3,600 passengers. 
* The variable expenses per passenger are estimated to be $95 per cruise day. 


* The revenue per passenger is expected to be $280 per cruise day. 


a 


OBJ.3 
V Cedar Rapids, 1.04 


OBJ.3 


¥ b. Packing 
Machine, 1.50 


OBJ. 2,3 
V b. 6 years 


OBJ. 2,3,4 
~Y a.5 years 
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The fixed expenses for running the ship, other than depreciation, are estimated to be 
$65,000,000 per year. 


* The ship has a service life of 10 years, with a residual value of $100,000,000 at the 
end of 10 years. 


a. Determine the annual net cash flow from operating the cruise ship. 


. Determine the net present value of this investment, assuming a 12% minimum rate of 
return. Use the present value tables provided in the chapter in determining your answer. 


EX 26-12 Present value index 


Dippin’ Doughnuts has computed the net present value for capital expenditure at two 
locations. Relevant data related to the computation are as follows: 


Mason City Cedar Rapids 


Total present value of net cash flow $455,900 $565,760 
Amount to be invested 485,000 544,000 
Net present value $ (29,100) $ 21,760 


a. Determine the present value index for each proposal. 


b. Which location does your analysis support? 


EX 26-13 Net present value method and present value index 


All-Star, Inc., is considering an investment in one of two machines. The sewing machine 
will increase productivity from sewing 150 baseballs per hour to sewing 260 per hour. The 
contribution margin per unit is $0.54 per baseball. Assume that any increased production 
of baseballs can be sold. The second machine is an automatic packing machine for the 
golf ball line. The packing machine will reduce packing labor cost. The labor cost saved 
is equivalent to $25 per hour. The sewing machine will cost $360,000, have an eight-year 
life, and will operate for 1,700 hours per year. The packing machine will cost $120,000, 
have an eight-year life, and will operate for 1,600 hours per year. All-Star seeks a mini- 
mum rate of return of 15% on its investments. 


a. Determine the net present value for the two machines. Use the present value of an 
annuity of $1 table in the chapter (Exhibit 2). Round to the nearest dollar. 


b. Determine the present value index for the two machines. Round to two decimal places. 


c. <iiiééllibe TF AN-Star has sufficient funds for only one of the machines and qualitative 
factors are equal between the two machines, in which machine should it invest? 


EX 26-14 Average rate of return, cash payback period, net present value method 
Continental Railroad Inc. is considering acquiring equipment at a cost of $552,000. The 
equipment has an estimated life of 10 years and no residual value. It is expected to pro- 
vide yearly net cash flows of $92,000. The company’s minimum desired rate of return for 
net present value analysis is 10%. 
Compute the following: 
a. The average rate of return, giving effect to straight-line depreciation on the investment. 
Round whole percent to one decimal place. 


b. The cash payback period. 


c. The net present value. Use the present value of an annuity of $1 table appearing in 
this chapter (Exhibit 2). Round to the nearest dollar. 


EX 26-15 Payback period, net present value analysis, and qualitative considerations 


Ti.e plant manager of Dublin Electronics Company is considering the purchase of new 
automated assembly equipment. The new equipment will cost $2,500,000. The manager 
believes that the new investment will result in direct labor savings of $500,000 per year 


for 10 years. 
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OBJ.3 
V a. 3.785 


OBJ. 3,4 


4 


OBJ.3 


V a. Delivery truck, 
12% 


OBJ.3 
V a. ($12,987) 


OBJ. 3 


a. What is the payback period on this project? 
b. What is the net present value, assuming a 10% rate of return? Use the present value 
of an annuity of $1 table in Exhibit 2. 


c «iii 7 at else should the manager consider in the analysis? 


EX 26-16 Internal rate of return method 

The internal rate of return method is used by Maxwell Construction Co. in analyzing a 

capital expenditure proposal that involves an investment of $45,420 and annual net cash 

flows of $12,000 for each of the six years of its useful life. 

a. Determine a present value factor for an annuity of $1 which can be used in determin- 
ing the internal rate of return. 

b. Using the factor determined in part (a) and the present value of an annuity of $1 
table appearing in this chapter (Exhibit 2), determine the internal rate of return for 
the proposal. 


EX 26-17 Internal rate of return method 


The Canyons Resort, a Utah ski resort, recently announced a $400 million expansion to 
lodging properties, lifts, and terrain. Assume that this investment is estimated to produce 
$70.8 million in equal annual cash flows for each of the first 10 years of the project life. 


a. Determine the expected internal rate of return of this project for 10 years, using the 
present value of an annuity of $1 table found in Exhibit 2. 


b. What are some uncertainties that could reduce the internal rate of return of this project? 


EX 26-18 Internal rate of return method—two projects 


Toasted Treats Snack Company is considering two possible investments: a delivery truck 
or a bagging machine. The delivery truck would cost $44,271 and could be used to deliver 
an additional 61,000 bags of pretzels per year. Each bag of pretzels can be sold for a con- 
tribution margin of $0.40. The delivery truck operating expenses, excluding depreciation, 
are $0.70 per mile for 21,000 miles per year. The bagging machine would replace an old 
bagging machine, and its net investment cost would be $49,920. The new machine would 
require three fewer hours of direct labor per day. Direct labor is $16 per hour. There are 
250 operating days in the year. Both the truck and the bagging machine are estimated to 
have seven-year lives. The minimum rate of return is 13%. However, Toasted Treats has 
funds to invest in only one of the projects. 


a. Compute the internal rate of return for each investment. Use the present value of an 
annuity of $1 table appearing in this chapter (Exhibit 2). 


b. ili Provide a memo to management with a recommendation. 


EX 26-19 Net present value method and internal rate of return method 


Hawkeye Healthcare Corp. is proposing to spend $134,136 on an eight-year project that 
has estimated net cash flows of $27,000 for each of the eight years. 


a. Compute the net present value, using a rate of return of 15%. Use the present value 
of an annuity of $1 table in the chapter (Exhibit 2). 


b <<! Based on the analysis prepared in part (a), is the rate of return (1) more than 
15%, (2) 15%, or (3) less than 15%? Explain. 


c. Determine the internal rate of return by computing a present value factor for an annuity of 
$1 and using the present value of an annuity of $1 table presented in the text (Exhibit 2). 


EX 26-20 Identify error in capital investment analysis calculations 


Solid Solutions Inc. is considering the purchase of automated machinery that is expected 
to have a useful life of five years and no residual value. The average rate of return on 


the average investment has been computed to be 20%, and the cash payback period was 
computed to be 5.5 years. 


m9, 1) you see any reason to question the validity of the data presented? Explain. 


OBJ.3,4 


V Net present value 
Processing Mill, 
$71,700 


i 


, 


OBJ.3,4 
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EX 26-21 Net present value—unequal lives 


Gold Creek Mining Company has two competing proposals: a processing mill and an 
electric shovel. Both pieces of equipment have an initial investment of $840,000. The net 
cash flows estimated for the two proposals are as follows: 


Net Cash Flow 


Year Processing Mill Electric Shovel 
1 $280,000 $350,000 

2 250,000 325,000 

3 250,000 300,000 

4 200,000 300,000 

5 150,000 

6 125,000 

7 100,000 

8 100,000 


The estimated residual value of the processing mill at the end of Year 4 is $350,000. 

Determine which equipment should be favored, comparing the net present values of 
the two proposals and assuming a minimum rate of return of 15%. Use the present value 
tables presented in this chapter (Exhibits 1 and 2). 


EX 26-22 Net present value—unequal lives 


Al a Mode, Inc., is considering one of two investment options. Option 1 is a $60,000 invest- 
ment in new blending equipment that is expected to produce equal annual cash flows of 
$16,000 for each of seven years. Option 2 is a $70,000 investment in a new computer system 
that is expected to produce equal annual cash flows of $20,000 for each of five years. The 
residual value of the blending equipment at the end of the fifth year is estimated to be 
$10,000. The computer system has no expected residual value at the end of the fifth year. 

Assume there is sufficient capital to fund only one of the projects. Determine which 
project should be selected, comparing the (a) net present values and (b) present value 
indices of the two projects, assuming a minimum rate of return of 10%. Round the pres- 
ent value index to two decimal places. Use the present value tables presented in this 
chapter (Exhibits 1 and 2). 


Problems Series A 


OBJ. 2,3 
V 1.a. 22.5% 


a 


PR 26-1A_ Average rate of return method, net present value method, and analysis 

The capital investment committee of Hampton Landscaping Company is considering two 
capital investments. The estimated income from operations and net cash flows from each 
investment are as follows: 


Greenhouse Skid Loader 

Income from Net Cash Income from Net Cash 

Year Operations Flow Operations Flow 
i $22,200 § 35,000 $ 7,200 $ 20,000 
2 12,200 25,000 7,200 20,000 
3 7,200 20,000 7,200 20,000 
4 (2,800) 10,000 7,200 20,000 
5 (2,800) 10,000 7,200 20,000 
$36,000 $100,000 $36,000 $100,000 


Each project requires an investment of $64,000. Straight-line depreciation will be used, 
and no residual value is expected. The committee has selected a rate of 12% for purposes 
of the net present value analysis. 
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OBJ. 2,3 


Y 1. b. Plant 
Expansion, $47,490 


OBJ. 3 
~¥ 2. Railcars, 1.12 


a hoe 
= — 


OBJ.3 


V 1. a. Generating 
unit, $109,150 
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Instructions 
1. Compute the following: 
a. The average rate of return for each investment. Round to one decimal place. 
b. The net present value for each investment. Use the present value of $1 table 
appearing in this chapter (Exhibit 1). 
2. <i Prepare a brief report for the capital investment committee, advising it on the 
relative merits of the two investments. 


PR 26-2A Cash payback period, net present value method, and analysis 


Runway Apparel Inc. is considering two investment projects. The estimated net cash flows 
from each project are as follows: 


Year Plant Expansion Retail Store Expansion 
1 $ 350,000 $ 360,000 
2 350,000 340,000 
| 140,000 140,000 
4 90,000 100,000 
5 70,000 60,000 
Total $1,000,000 $1,000,000 


Each project requires an investment of $700,000. A rate of 15% has been selected for 
the net present value analysis. 


Instructions 
1. Compute the following for each product: 


a. Cash payback period. 


b. The net present value. Use the present value of $1 table appearing in this chapter 
(Exhibit 1). 


2. <iiéié//ie Prepare a brief report advising management on the relative merits of each 
project. 


PR 26-3A Net present value method, present value index, and analysis 


Mid Continent Railroad Company wishes to evaluate three capital investment proposals 
by using the net present value method. Relevant data related to the proposals are sum- 
marized as follows: 


New Maintenance Route Acquire 
Yard Expansion Railcars 
Amount to be invested $12,000,000 $20,000,000 $36,000,000 
Annual net cash flows: 
Year 1 6,000,000 12,000,000 22,000,000 
Year 2 4,800,000 11,000,000 18,500,000 
Year 3 4,500,000 9,500,000 16,000,000 


Instructions 


1. Assuming that the desired rate of return is 20%, prepare a net present value analysis for 
each proposal. Use the present value of $1 table appearing in this chapter (Exhibit 1). 


2. Determine a present value index for each proposal. Round to two decimal places. 


3. <ccic!£_  NThich proposal offers the largest amount of present value per dollar of 
investment? Explain. 


PR 26-4A Net present value method, internal rate of return method, and analysis 


The management of Pacific Utilities Inc. is considering two capital investment projects. 
The estimated net cash flows from each project are as follows: 


OBJ.3,4 
W 1. Servers, $27,770 


OBJ. 2,3,5 
vY 5. Proposal B, 1.26 
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Distribution 
Year Generating Unit Network Expansion 
1 $370,000 $280,000 
2. 370,000 280,000 
3 370,000 280,000 
4 370,000 280,000 


The generating unit requires an investment of $1,172,900, while the distribution net- 
work expansion requires an investment of $850,360. No residual value is expected from 
either project. 


Instructions 
1. Compute the following for each project: 


a. The net present value. Use a rate of 6% and the present value of an annuity of $1 
table appearing in this chapter (Exhibit 2). 
b. A present value index. Round to two decimal places. 
2. Determine the internal rate of return for each project by (a) computing a present value 


factor for an annuity of $1 and (b) using the present value of an annuity of $1 table 
appearing in this chapter (Exhibit 2). 


3. «ili NXThat advantage does the internal rate of return method have over the net 
present value method in comparing projects? 


PR 26-5A_ Evaluate alternative capital investment decisions 

The investment committee of Shield Insurance Co. is evaluating two projects, office ex- 
pansion and upgrade to computer servers. The projects have different useful lives, but 
each requires an investment of $610,000. The estimated net cash flows from each project 
are as follows: 


Net Cash Flows 


Year Office Expansion Servers 
1 $160,000 $210,000 
2 160,000 210,000 
3 160,000 210,000 
4 160,000 210,000 
5 160,000 

6 160,000 


The committee has selected a rate of 12% for purposes of net present value analysis. 
It also estimates that the residual value at the end of each project’s useful life is $0, but 
at the end of the fourth year, the office expansion’s residual value would be $200,000. 


Instructions 

1. For each project, compute the net present value. Use the present value of an annuity of 
$1 table appearing in this chapter (Exhibit 2). (ignore the unequal lives of the projects.) 

2. For each project, compute the net present value, assuming that the office expansion is 
adjusted to a four-year life for purposes of analysis. Use the present value of $1 table 
appearing in this chapter (Exhibit 1). 

3, <i Prepare a report to the investment committee, providing your advice on the 
relative merits of the two projects. 


PR 26-6A_ Capital rationing decision involving four proposals 

Renaissance Capital Group is considering allocating a limited amount of capital investment 
funds among four proposals. The amount of proposed investment, estimated income from 
operations, and net cash flow for each proposal are as follows: 
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Income from Net Cash 
Investment Year Operations Flow 
Proposal A: $720,000 1 $ 76,000 § 220,000 
2 76,000 220,000 
3 76,000 220,000 
4 36,000 180,000 
5 36,000 180,000 
$300,000 $1,020,000 
Proposal B: $124,000 1 $ 59,200 $ 84,000 
2 15,200 40,000 
3 15,200 40,000 
4 5,200 30,000 
5 (4,800) 20,000 
$ 90,000 $ 214,000 
Proposal C: $300,000 1 § 20,000 $ 80,000 
2 20,000 80,000 
3 20,000 80,000 
4 0 60,000 
5 0 60,000 
$ 60,000 $ 360,000 
Proposal D: $200,000 1 $ 40,000 $ 80,000 
2) 40,000 80,000 
3 20,000 60,000 
4 20,000 60,000 
5 20,000 60,000 
$140,000 S$ 340,000 


The company’s capital rationing policy requires a maximum cash payback period 


of three years. In addition, a minimum average rate of return of 12% is required on all 
projects. If the preceding standards are met, the net present value method and present 
value indexes are used to rank the remaining proposals. 


Instructions 


1. 
2: 


6. 


Compute the cash payback period for each of the four proposals. 


Giving effect to straight-line depreciation on the investments and assuming no estimated 
residual value, compute the average rate of return for each of the four proposals. 
Round to one decimal place. 


Using the following format, summarize the results of your computations in parts (1) 
and (2). By placing the calculated amounts in the first two columns on the left and by 
placing a check mark in the appropriate column to the right, indicate which proposals 
should be accepted for further analysis and which should be rejected. 


Cash Payback Average Rate Accept for 
Proposal Period of Return Further Analysis Reject 
A 
B 
(G 
D 


For the proposals accepted for further analysis in part (3), compute the net present value. 
Use a rate of 15% and the present value of $1 table appearing in this chapter (Exhibit 1). 


Compute the present value index for each of the proposals in part (4). Round to two 
decimal places. 


Rank the proposals from most attractive to least attractive, based on the present values 
of net cash flows computed in part (4). 


Rank the proposals from most attractive to least attractive, based on the present value 
indexes computed in part (5). 


mali “Based on the analyses, comment on the relative attractiveness of the propos- 
als ranked in parts (6) and (7). 


Problems Series B 


Problems SeresB 


OBJ. 2,3 
V 1.a. 18% 


OBJ. 2,3 


YW 1.b. At Home 
Chef, $86,620 
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PR 26-1B Average rate of return method, net present value method, and analysis 


The capital investment committee of Safety Haul Trucking Inc. is considering two in- 
vestment projects. The estimated income from operations and net cash flows from each 
investment are as follows: 


Warehouse Tracking Technology 

Income from Net Cash Income from Net Cash 
Year Operations Flow Operations Flow 
1 $ 90,000 $170,000 $ 36,000 $116,000 
2 80,000 160,000 36,000 116,000 
3 30,000 110,000 36,000 116,000 
4 0) 80,000 36,000 116,000 
5 (20,000) 60,000 36,000 116,000 
Total $180,000 $580,000 $180,000 $580,000 


Each project requires an investment of $400,000. Straight-line depreciation will be used, 
and no residual value is expected. The committee has selected a rate of 15% for purposes 
of the net present value analysis. 


Instructions 
1. Compute the following: 


a. The average rate of return for each investment. 


b. The net present value for each investment. Use the present value of $1 table ap- 
pearing in this chapter (Exhibit 1). 


2. «iia Prepare a brief report for the capital investment committee, advising it on the 
relative merits of the two projects. 


PR 26-2B Cash payback period, net present value method, and analysis 


Lifestyle Publications Inc. is considering two new magazine products. The estimated net 
cash flows from each product are as follows: 


Year At Home Chef Music Beat 
1 $170,000 $140,000 
? 150,000 180,000 
3 100,000 90,000 
4 55,000 60,000 
5 25,000 30,000 
Total $500,000 $500,000 


Each product requires an investment of $320,000. A rate of 10% has been selected for 
the net present value analysis. 


Instructions 
1. Compute the following for each product: 
a. Cash payback period. 
b. The net present value. Use the present value of $1 table appearing in this chapter 
(Exhibit 1). 
2. sae Prepare a brief report advising management on the relative merits of each of 
the two products. 
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OBJ.3 PR 26-3B_ Net present value method, present value index, and analysis 
V 2. Branch office Evergreen Security Bank, Inc., wishes to evaluate three capital investment projects by 
expansion, 1.11 using the net present value method. Relevant data related to the projects are summarized 
as follows: 
Branch Computer Install 
Office System Internet 
Expansion Upgrade Bill-Pay 
Amountto be investedi= a mene accra cca ere $425,000 $650,000 $360,000 
Annual net cash flows: 
NCE at Pree eu oot Oem roe n.o CabAe 230,000 325,000 175,000 
NCE ce RR REI eM hich cr fo: Oncha a eae orcs eign sce era. cu 210,000 300,000 155,000 
NGA Sarat nin toner oleate tras ere 170,000 290,000 120,000 


Instructions 

1. Assuming that the desired rate of return is 15%, prepare a net present value analysis for 
each project. Use the present value of $1 table appearing in this chapter (Exhibit 1). 
Determine a present value index for each project. Round to two decimal places. 


Nich project offers the largest amount of present value per dollar of invest- 
ment? Explain. 


OBJ.3 PR 26-4B_ Net present value method, internal rate of return method, and analysis 
V 1.a. Radio station, The management of Saturn Networks Inc. is considering two capital investment projects. 
$55,860 The estimated net cash flows from each project are as follows: 

Year Radio Station TV Station 

1 $420,000 $620,000 

2) 420,000 620,000 

3 420,000 620,000 

4 420,000 620,000 


The radio station requires an investment of $1,275,540, while the TV station requires 
an investment of $1,770,100. No residual value is expected from either project. 


Instructions 
1. Compute the following for each project: 


a. The net present value. Use a rate of 10% and the present value of an annuity of 
$1 table appearing in this chapter (Exhibit 2). 
b. A present value index. Round to two decimal places. 
2. Determine the internal rate of return for each project by (a) computing a present value 


factor for an annuity of $1 and (b) using the present value of an annuity of $1 table 
appearing in this chapter (Exhibit 2). 


3. ii” “Tat advantage does the internal rate of return method have over the net 
present value method in comparing projects? 


OBJ. 3,4 PR 26-5B_ Evaluate alternative capital investment decisions 
V 1. Pasadena, The investment committee of Fiesta Cantina Restaurants Inc. is evaluating two restaurant 
$126,150 


sites. The sites have different useful lives, but each requires an investment of $780,000. 
The estimated net cash flows from each site are as follows: 


re 
‘i oe, 
4 a 


Net Cash Flows 


Year Burbank Pasadena 
1 $270,000 $350,000 
2 270,000 350,000 
3 270,000 350,000 
4 270,000 350,000 
5 270,000 

6 270,000 


OBJ. 2,3,5 
V 5. Proposal B, 1.19 


=o 
b — 
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The committee has selected a rate of 20% for purposes of net present value analysis. 
It also estimates that the residual value at the end of each restaurant’s useful life is $0 
but at the end of the fourth year, Burbank’s residual value would be $440,000. 


?) 


Instructions 
1. For each site, compute the net present value. Use the present value of an annuity of $1 
table appearing in this chapter (Exhibit 2). (ignore the unequal lives of the projects.) 


2. For each site, compute the net present value, assuming that Burbank is adjusted to a 


four-year life for purposes of analysis. Use the present value of $1 table appearing in 
this chapter (Exhibit 1). 


3. «ii Prepare a report to the investment committee, providing your advice on the 
relative merits of the two sites. 


PR 26-6B Capital rationing decision involving four proposals 


Nova Communications Inc. is considering allocating a limited amount of capital investment 
funds among four proposals. The amount of proposed investment, estimated income from 
operations, and net cash flow for each proposal are as follows: 


Income from Net Cash 
Investment Year Operations Flow 

FropesalAc | S500000-—  f——« SOOO «S740,000 
2 40,000 140,000 

3 20,000 120,000 

4 0 100,000 

5 (40,000) 60,000 

$ 60,000 $560,000 

Proposal B: $225,000 1 § 55,000 $100,000 
2 35,000 80,000 

3 15,000 60,000 

4 15,000 60,000 

5 15,000 60,000 

$135,000 $360,000 

Proposal C: $600,000 1 $100,000 $220,000 
2 80,000 200,000 

3 60,000 180,000 

4 60,000 180,000 

5 30,000 150,000 

$330,000 $930,000 

Proposal D: $300,000 1 $ 65,000 $125,000 
2 25,000 85,000 

3 0) 60,000 

4 0 60,000 

5 0 60,000 

$ 90,000 $390,000 


The company’s capital rationing policy requires a maximum cash payback period 
of three years. In addition, a minimum average rate of return of 12% is required on all 
projects. If the preceding standards are met, the net present value method and present 
value indexes are used to rank the remaining proposals. 


Instructions 

1. Compute the cash payback period for each of the four proposals. 

2. Giving effect to straight-line depreciation on the investments and assuming no estimated 
residual value, compute the average rate of return for each of the four proposals. 
Round to one decimal place. 


3. Using the following format, summarize the results of your computations in parts (1) 


and (2). By placing the calculated amounts in the first two columns on the left and by 
placing a check mark in the appropriate column to the right, indicate which proposals 


should be accepted for further analysis and which should be rejected. 
(continued) 
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excel 


SUCCESS 


excel 


SUCCESS 


Cash Payback Average Rate Accept for 
Proposal Period of Return Further Analysis Reject 
A 
B 
C 
D 


For the proposals accepted for further analysis in part (3), compute the net present 
value. Use a rate of 12% and the present value of $1 table appearing in this chapter 
(Exhibit 1). 

Compute the present value index for each of the proposals in part (4). Round to two 
decimal places. 

Rank the proposals from most attractive to least attractive, based on the present values 
of net cash flows computed in part (4). 

Rank the proposals from most attractive to least attractive, based on the present value 
indexes computed in part (5). Round to two decimal places. 

Based on the analyses, comment on the relative attractiveness of the proposals ranked 
in parts (6) and (7). 


You can access Cases & Projects online at www.cengage.com/accounting/reeve 


Excel Success Special Activities 


SA 26-1 Net present value 


The Cambridge Company is considering expansion into the South. The expansion effort is 
expected to cost $215,000. The net cash flows expected from this investment are $25,000 
per year for the first two years, and $40,000 per year for the remaining eight years of 
the project life. 


a. 


b. 


Open the Excel file SA26-1_2e. 


Determine the net present value of the expansion project assuming a minimum desired 
rate of return of 12% is desired. 


When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 


SA26-1_2e[your first name initial]_[your last name] 


SA 26-2 Net present value 


Gold Software, Inc., is considering an investment in a new game product titled EagleGolf. 
The project will require an investment of $3,800,000. The five-year revenues and cash 
expenses over the product’s life are estimated as follows: 


a. 


b. 


Revenues Cash Expenditures 
Year 1 $ 500,000 $ 750,000 
Year 2 2,600,000 1,500,000 
Year 3 3,400,000 1,700,000 
Year 4 3,000,000 1,000,000 
Year 5 2,100,000 800,000 


Open the Excel file S426-2_2e. 


Assuming a minimum desired rate of return of 8%, determine the net present value 
of the project. 


s 


ae 


excel 


SUCCESS 


excel 


SUCCESS 
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c. When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 


SA26-2_2ef[your first name initial]_[your last name] 


SA 26-3 Internal rate of return 


Celtic Pride Productions, Inc., produces movies. It is estimated that a new movie, Kelly’s 
Revenge, will cost $70 million to produce. The movie is estimated to generate net cash 
flows from ticket, DVD, and cable sales over the next four years as follows: 


Year 1 $80,000,000 
Year 2 45,000,000 
Year 3 15,000,000 
Year 4 10,000,000 


a. Open the Excel file SA26-3_2e. 

b. Determine the internal rate of return for this movie. 

c. When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 


SA26-3_2e[your first name initial]_[your last name] 


SA 26-4 Internal rate of return 


Ryder Company is planning one of two alternative investments. The first investment 
requires a $60,000 investment and will generate net cash flows of $24,000 per year for 
five years. The second investment requires an investment of $90,000 and will generate 
net cash flows as follows: 


Net Cash Flows 


Year 1 15,000 
Year 2 35,000 
Year 3 60,000 
Year 4 80,000 
Year 5 20,000 


Open the Excel file SA26-4_2e. 
Determine the internal rate of return for each alternative. 


Indicate in the spreadsheet which alternative should be selected. 


Baie oF & 


When you have completed the analysis, perform a “save as,” replacing the entire file 
name with the following: 


$A26-4_2e[your first name initial]_[your last name] 


a 
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Interest Tables 


Present Value of $1 at Compound Interest Due in n Periods 


Periods 5% 5.5% 6% 6.5% 
1 0.95238 0.94787 0.94334 0.93897 
2 0.90703 0.89845 0.89000 0.88166 
3 0.86384 0.85161 0.83962 0.82785 
4 0.82270 0.80722 0.79209 O77 782 
5 0.78353 0.76513 0.74726 0.72988 
6 0.74622 0.72525 0.70496 0.68533 
f 0.71068 0.68744 0.66506 0.64351 
8 0.67684 0.65160 0.62741 0.60423 
9 0.64461 0.61763 0.59190 0.56735 
10 0.61391 0.58543 0.55840 0.53273 
1G 0.58468 0.55491 0.52679 0.50021 
12 0.55684 0.52598 0.49697 0.46968 
33 0.53032 0.49856 0.46884 0.44102 
14 0.50507 0.47257 0.44230 0.41410 
15 0.48102 0.44793 0.41726 0.38883 
16 0.45811 0.42458 0.39365 0.36510 
TZ 0.43630 0.40245 0.37136 0.34281 
18 0.41552 0.38147 0.35034 0.32189 
19 0.39573 0.36158 0.33051 0.30224 
20 0.37689 0.34273 0.31180 0.28380 
24 0.35894 0.32486 0.29416 0.26648 
22 0.34185 0.30793 0.27750 0.25021 
23 0.32557 0.29187 0.26180 0.23494 
24 0.31007 0.27666 0.24698 0.22060 
25 0.29530 0.26223 0.23300 0.20714 
26 0.28124 0.24856 0.21981 0.19450 
27 0.26785 0.23560 0.20737 0.18263 
28 0.25509 0.22332 0.19563 0.17148 
29 0.24295 0.21168 0.18456 0.16101 
30 0.23138 0.20064 0.17411 0.15119 
34 0.22036 0.19018 0.16426 0.14196 
62 0.20987 0.18027 0.15496 0.13329 
33 0.19987 0.17087 0.14619 0.12516 
34 0.19036 0.16196 0.13791 0.11752 
35 0.18129 0.15352 0.13010 0.11035 
40 0.14205 0.11746 0.09722 0.08054 
45 0.11130 0.08988 0.07265 0.05879 
50 0.08720 0.06877 0.05429 _ 0.04291 


7% 


0.93458 
0.87344 
0.81630 
0.76290 
0.71290 


0.66634 
0.62275 
0.58201 
0.54393 
0.50835 


0.47509 
0.44401 
0.41496 
0.38782 
0.36245 


0.33874 
0.31657 
0.29586 
0.27651 
0.25842 


0.24151 
0.22571 
0.21095 
ONSTS 
0.18425 


OZZ2TY 
0.16093 
0.15040 
0.14056 
0.13137 


0.12277 
0.11474 
0.10724 
0.10022 


~ 0.09366 


0.06678 


0.04761 


0.03395 


8% 


0.92593 
0.85734 
0.79383 
0.73503 
0.68058 


0.63017 
0.58349 
0.54027 
0.50025 
0.46319 


0.42888 
0.39711 
0.36770 
0.34046 
0.31524 


0.29189 
0.27027 
0.25025 
0.23171 
0.21455 


0.19866 
0.18394 
0.17032 
0.15770 
0.14602 


0.13520 
O.12519 
Ot5o1 
0.10733 
0.09938 


0.09202 
0.08520 
0.07889 
0.07304 
0.06764 
0.04603 
0.03133 


0.02132 
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ELLER LEG OPEL DLE) 


Present Value of $1 at Compound Interest Due in n Periods 


i 
Ef 
Periods 9% 10% 11% 12% 13% 14% 
e 
| 1 0.91743 0.90909 0.90090 0.89286 0.88496 0.87719 
f 2 0.84168 0.82645 0.81162 0.79719 0.78315 0.76947 
| ee 0.77218 0.75132 0.73119 0.71178 0.69305 0.67497 
| 4 0.70842 0.68301 0.65873 0.63552 0.61332 0.59208 
fs 0.64993 0.62092 0.59345 0.56743 0.54276 0.51937 
to o6 0.59627 0.56447 0.53464 0.50663 0.48032 0.45559 
7 0.54703 0.51316 0.48166 0.45235 0.42506 0.39964 
8 0.50187 0.46651 0.43393 0.40388 0.37616 0.35056 
9 0.46043 0.42410 0.39092 0.36061 0.33288 0.30751 
10 0.42241 0.38554 0.35218 0.32197 0.29459 0.26974 
1 0.38753 0.35049 0.31728 0.28748 0.26070 0.23662 
12 0.35554 0.31863 0.28584 0.25668 0.23071 0.20756 
13 0.32618 0.28966 0.25751 0.22917 0.20416 0.18207 
14 0.29925 0.26333 0.23199 0.20462 0.18068 0.15971 
15 0.27454 0.23939 0.20900 0.18270 0.15989 0.14010 
16 0.25187 0.21763 0.18829 0.16312 0.14150 0.12289 
+7 0.23107 0.19784 0.16963 0.14564 0.12522 0.10780 
18 0.21199 0.17986 0.15282 0.13004 0.11081 0.09456 
19 0.19449 0.16351 0.13768 0.11611 0.09806 0.08295 
20 0.17843 0.14864 0.12403 0.10367 0.08678 0.07276 
21 0.16370 0.13513 0.11174 0.09256 0.07680 0.06383 
go 0.15018 0.12285 0.10067 0.08264 0.06796 0.05599 
L232 0.13778 0.11168 0.09069 0.07379 0.06014 0.04911 
9A 0.12640 0.10153 0.08170 0.06588 0.05323 0.04308 
i. s&s 0.11597 0.09230 0.07361 0.05882 0.04710 0.03779 
L 46 0.10639 0.08390 0.06631 0.05252 0.04168 0.03315 
b 0.09761 0.07628 0.05974 0.04689 0.03689 0.02908 
| 28 0.08955 0.06934 0.05382 0.04187 0.03264 ooze). | 
Ki 26 0.08216 0.06304 0.04849 0.03738 0.02889 0.02237 | 
| 30 0.07537 0.05731 0.04368 0.03338 0.02557 0.01963 | 
: 31 0.06915 0.05210 0.03935 0.02980 0.02262 0.01722 
32 0.06344 0.04736 0.03545 0.02661 0.02002 0.01510 
bo 33 0.05820 0.04306 0.03194 0.02376 0.01772 0.01325 
| 34 0.05331 0.03914 0.02878 0.02121 0.01568 QO11G2 | 
ees 0.04899 0.03558 0.02592 0.01894 0.01388 0.01019 | 
» 40 0.03184 0.02210 0.01538 0.01075 0.00753 0.00529 
45 0.02069 0.01372 0.00913 0.00610 0.00409 0.00275 | 


50 0.01345 0.00852 0.00542 0.00346 0.00222 0.00143 
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Appendix A 


Interest Tables 


Present Value of Ordinary Annuity of $1 per Period 


cocastia 


REST L LEE LON CELLO 


Periods 5% 5.5% 6% 6.5% 7% 8% 
1 0.95238 0.94787 0.94340 0.93897 0.93458 0.92593 
2 1.85941 1.84632 1.83339 1.82063 1.80802 1.78326 
3 LDAZBLZ5 2.69793 2.67301 2.64848 2.62432 251710 
4 3.54595 3.50515 3.46511 3.42580 3.38721 C:312138 
5 4.32948 4.27028 AL21236 4.15568 4.10020 S.992Z7A 
6 5.07569 4.99553 AOI 3Z 4.84101 4.76654 4.62288 
Lh 5.78637 5.68297 5.58238 5.48452 5.38923 5.20637 
8 6.46321 6.33457 6.20979 6.08875 5.97130 5.74664 
i) 7.10782 6.95220 6.80169 6.65610 6.51523 6.24689 
10 Wed Nea 1.53763 7.36009 7.18883 7.02358 6.71008 
11 8.30641 8.09254 7.88688 7.68904 7 49867 7.13896 
12 8.86325 8.61852 8.38384 8.15873 7.94269 7.53608 
13 9.39357 9.11708 8.85268 8.59974 8.35765 7.90378 
14 9.89864 9.58965 9.29498 9.01384 8.74547 8.22424 
15 10.37966 10.03758 9.71225 9.40267 9.10791 8.55948 
16 10.83777 10.46216 10.10590 9.76776 9.44665 8.851 37 
hey 11.27407 10.86461 10.47726 10.11058 9.76322 9.12164 
18 11.68959 11.24607 10.82760 10.43247 10.05909 9.37189 
19 12.08532 11.60765 {AT 5842 10.73471 10.33560 9.60360 
20 12.46221 11.95038 11.46992 11.01851 10.59401 9.81815 
Z| 12.82115 12.27524 11.76408 11.28498 10.83553 10.01680 
22 13.16300 12.58317 12.04158 17:53520 11.06124 10.20074 
23 13.48857 12.87504 12.30338 11.77014 VI 2279 10.37106 
24 13.79864 13. 751:270 12.55036 11.99074 11.46933 10.52876 
25 14.09394 13.41393 12.78336 12.19788 11.65358 10.67478 
26 14.37518 13.66250 13.00317 12.39237 11.82578 10.80998 
27. 14.64303 13.89810 13.21053 12.57500 11.98671 10.93516 
28 14.89813 14.12142 13.40616 12.74648 AZ eoe Tal 11.05108 
29 15.14107 14.33310 13.59072 12.90749 T2277 GF 11.15841 
10) 15.37245 14.53375 13.76483 13.05868 12.40904 125778 
oi] 15.59281 14.72393 13.92909 13.20063 12-538184 11.34980 
32 15.80268 14.90420 14.08404 13.33393 12.64656 11.43500 
83 16.00255 15.07507 14.23023 13.45909 12,75379 11.51389 
34 16.19290 15.23703 14.36814 13.57661 12.85401 11.58693 
35 16.37420 15.39055 14.49825 13.68696 12.94767 11.65457 
40 17.15909 16.04612 15.04630 14.14553 TSS 11.92461 
45 VZ.F7407 16.54773 15.45583 14.48023 13.60552 12.10840 
50 18.25592 16.93152 15.76186 14.72452 13.80075 12.23348 


| 
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esent Value of Ordinary Annuity of $1 per Period 


50 10.96168 9.91481 9.04165 8.30450 7.67524 7.13266 


: Periods 9% 10% 11% 12% 13% 14% 
4 0.91743 0.90909 0.90090 0.89286 0.88496 0.87719 
2 1.75911 1.73554 1.71252 1.69005 1.66810 1.64666 
3 2.53130 2.48685 2.44371 2.40183 2.36115 2.32163 
4 3 23972 3.16986 3.10245 3.03735 2.97447 2.91371 
5 3.88965 3.79079 3.69590 3.60478 3.51723 3.43308 
6 4.48592 4.35526 4.23054 4.11141 3.99755 3.88867 
7 5.03295 4.86842 4.71220 4.56376 4.42261 4.28830 
8 5.53482 5.33493 5.14612 4.96764 4.79677 4.63886 
9 5.99525 5.75902 5.53705 5.32825 5.13166 4.94637 
10 6.41766 6.14457 5.88923 5.65022 5.42624 5.21612 
1 6.80519 6.49506 6.20652 5.93770 5.68694 5.45273 
12 7.16072 6.81369 6.49236 6.19437 5.91765 5.66029 
13 7.48690 7.10336 6.74987 6.42355 6.12181 5.84236 
14 7.78615 7.36669 6.96187 6.62817 6.30249 6.00207 
15 8.06069 7.60608 7.19087 6.81086 6.46238 6.14217 
16 8.31256 7.82371 7.37916 6.97399 6.60388 6.26506 
17 8.54363 8.02155 7.54879 7.11963 6.72909 6.37286 
18 8.75562 8.20141 7.70162 7.24967 6.83991 6.46742 
19 8.95012 8.36492 7.83929 7.36578 6.93797 6.55037 
20 9.12855 8.51356 7.96333 7.46944 7.02475 6.62313 
a4 9.29224 8.64869 8.07507 7.56200 7.10155 6.68696 
22 9.44242 8.77154 8.17574 7.64465 7.16951 6.74294 
23 9.58021 8.88322 8.26643 7.71843 7.22966 6.79206 
24 9.70661 8.98474 8.34814 7.78432 7.28288 6.83514 
25 9.82258 9.07704 8.42174 7.84314 7.32998 6.87293 
26 9.92897 9.16094 8.48806 7.89566 7.37167 6.90608 
Po 7 10.02658 9.23722 8.54780 7.94255 7.40856 6.93515 
| ~ 28 10.11613 9.30657 8.60162 7.98442 7.44120 6.96066 
| 29 10.19828 9.36961 8.65011 8.02181 7.47009 6.98304 
| 30 10.27365 9.42691 8.69379 8.05518 7.49565 7.00266 
: 31 10.34280 9.47901 8.73315 8.08499 7.51828 7.01988 
Ir 32 10.40624 9.52638 8.76860 8.11159 7.53830 7.03498 
| ee 10.46444 9.56943 8.80054 8.13535 7.55602 7.04823 
| 34 10.51784 9.60858 8.82932 8.15656 7.57170 7.05985 
| 35 10.56682 9.64416 8.85524 8.17550 7.58557 7.07005 
i 40 10.75736 9.77905 8.95105 8.24378 7.63438 7.10504 
: 
| 
i 45 10.88118 9.86281 9.00791 8.28252 7.66086 740322 
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Reversing Entries 


Some of the adjusting entries recorded at the end of the accounting period affect 
transactions that occur in the next period. In such cases, a reversing entry may be 
used to simplify the recording of the next period’s transactions. 

To illustrate, an adjusting entry for accrued wages expense affects the first payment 
of wages in the next period. Without using a reversing entry, Wages Payable must 
be debited for the accrued wages at the end of the preceding period. In addition, 
Wages Expense must also be debited for only that portion of the payroll that is an 
expense of the current period. 

Using a reversing entry, however, simplifies the analysis and recording of the first 
wages payment in the next period. As the term implies, a reversing entry is the exact 
opposite of the related adjusting entry. The amounts and accounts are the same as 
the adjusting entry, but the debits and credits are reversed. 

Reversing entries are illustrated by using the accrued wages for NetSolutions 
presented in Chapter 3. These data are summarized in Exhibit 1. 


2[3 [4] 5] 6 |7| Lasers > oe 
OL 12 | 4 Tae 


Paid wages expense Total wages expense 
* 
for Dec. 16-27, $1,200 for December, $2,400 


Accrued wages expense 
for Dec. 30-31, $250 


*$9 400 = $950 + $1,200 + $250 
**64 975 = $250 + $1,025 


@ 
LOTR TE TO OILS TE SEO ETTORE COLI ROTC RIA 


E x H IE B r iT 1 
Accrued Wages 


Appendix B Reversing Entries 


The adjusting entry for the accrued wages of December 30 and 31 is as follows: 


Dec. |31] Wages Expense af Su 250 
Wages Payable 22 250 
Accrued wages. 


After the adjusting entry is recorded, Wages Expense will have a debit balance of 
$4,525 ($4,275 + $250), as shown on the top of page B-3. Wages Payable will have 
a credit balance of $250, as shown on page B-3. 

After the closing entries are recorded, Wages Expense will have a zero balance. 
However, since Wages Payable is a liability account, it is not closed. Thus, Wages 
Payable will have a credit balance of $250 as of January 1, 2012. 


Without recording a reversing entry, the payment of the $1,275 payroll on January 
10 would be recorded as follows: 


2012 


Jan. |10] Wages Payable 22 250 :: 


Wages Expense Ba 1,025 
Cash 11 W275 


As shown above, to record the January 10 payroll correctly Wages Payable must be 
debited for $250. This means that the employee who records the January 10 payroll 
must refer to the December 31, 2011, adjusting entry or to the ledger to determine 
the amount to debit Wages Payable. 

Because the January 10 payroll is not recorded in the normal manner, there is a 
greater chance that an error may occur. This chance of error is reduced by recording a 
reversing entry as of the first day of the next period. For example, the reversing entry 
for the accrued wages expense would be recorded on January 1, 2012, as follows: 


2012 
Jan. | 1 | Wages Payable 22 250 
Wages Expense 51 250 
Reversing entry. 


The preceding reversing entry transfers the $250 liability from Wages Payable to 
the credit side of Wages Expense. The nature of the $250 is unchanged—it is still a 
liability. However, because of its unusual nature, an explanation is written under the 
reversing entry. 


When the payroll is paid on January 10, the following entry is recorded: 


Jan. |10] Wages Expense 51 


e275 
Cash 


11 1,275 


After the January 10 payroll is recorded, Wages Expense has a debit balance of 
$1,025. This is the wages expense for the period January 1-10, 2012. 


Wages Payable and Wages Expense after posting the adjusting, closing, 


and revers- 
ing entries are shown on the next page. 
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Account Wages Payable Account No. 22 


: 
Item Credit | Credit 


Adjusting 250 


Reversing 


Account Wages Expense Account No. 51 


fae Balance =| | 


Credit 


Adjusting 
Closing 


Reversing 


In addition to accrued expenses (accrued liabilities), reversing entries are also used 
for accrued revenues (accrued assets). To illustrate, the reversing entry for NetSolu- 
tions’ accrued fees earned as of December 31, 2011, is as follows: 


Fees Earned 


Accounts Receivable 
Reversing entry. 


The use of reversing entries is optional. However, in computerized accounting 
systems, data entry employees often input routine accounting entries. In such cases, 
reversing entries may be useful in avoiding errors. 


EX B-1 Adjusting and reversing entries 

On the basis of the following data, (a) journalize the adjusting entries at December 31, 

the end of the current fiscal year, and (b) journalize the reversing entries on January 1, 

the first day of the following year. 

1. Sales salaries are uniformly $21,000 for a five-day workweek, ending on Friday. The 
last payday of the year was Friday, December 26. 


2. Accrued fees earned but not recorded at December 31, $33,750. 


EX B-2 Adjusting and reversing entries 

On the basis of the following data, (a) journalize the adjusting entries at June 30, the 

end of the current fiscal year, and (b) journalize the reversing entries on July 1, the first 

day of the following year. 

1. Wages are uniformly $48,000 for a five-day workweek, ending on Friday. The last 
payday of the year was Friday, June 27. 

2. Accrued fees earned but not recorded at June 30, $23,900. 
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EX B-3_ Entries posted to the wages expense account 


Portions of the wages expense account of a business are shown below. 


a. Indicate the nature of the entry (payment, adjusting, closing, reversing) from which 
each numbered posting was made. 
b. Journalize the complete entry from which each numbered posting was made. 


Account No. 53 


Account Wages Expense 


Balance 
Date 
2011 
Dec. 26 1,600,000 
31 (2) 126 1,619,200 
31 (3) 127 1,619,200 = — 
2012 
Jain! (4) 128 19,200 19,200 
2 (5) 129 32,000 12,800 
EX B-4 Entries posted to the salaries expense account 
Portions of the salaries expense account of a business are shown below. 
Account Salaries Expense Account No. 53 


Balance 
Date Dr. Cr. 
2011 | 
Dec. 27 897,800 
31 905,200 
31 905,200 — — 
2012 
dane! 7,400 7,400 
2 (5) 33 18,500 11,100 


a. Indicate the nature of the entry (payment, adjusting, closing, reversing) from which 
each numbered posting was made. 


b. Journalize the complete entry from which each numbered posting was made. 


; NIKE INC (ne) 


ONE BOWERMAN DR 
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503-671-3173 
www.nikebiz.com 


10-K 
Annual report pursuant to section 13 and 15(d) 
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P Filed Period 5/31/2010 
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* 
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An Internal Audit department reviews the results of its work with the Audit Committee of the Board of Directors, presently consisting of three outside 
directors. The Audit Committee is responsible for the appointment of the independent registered public accounting firm and reviews with the independent 
registered public accounting firm, management and the internal audit staff, the scope and the results of the annual examination, the effectiveness of the 
accounting control system and other matters relating to the financial affairs of NIKE as they deem appropriate. The independent registered public _ 
accounting firm and the internal auditors have full access to the Committee, with and without the presence of management, to discuss any appropriate 
matters. 


Management’s Annual Report on Internal Control Over Financial Reporting 


Management is responsible for establishing and maintaining adequate internal control over financial reporting, as such term is defined in Rule ; 
13a-15(f) and Rule 15d—15(f) of the Securities Exchange Act of 1934, as amended. Internal control over financial reporting is a process designed to provide 
reasonable assurance regarding the reliability of financial reporting and the preparation of the financial statements for external purposes in accordance with 
generally accepted accounting principles in the United States of America. Internal control over financial reporting includes those policies and procedures 
that: (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of assets of the 
company; (ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance with 
generally accepted accounting principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of our 
management and directors; and (ili) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use or disposition of 
assets of the company that could have a material effect on the financial statements. 


While “reasonable assurance” is a high level of assurance, it does not mean absolute assurance. Because of its inherent limitations, internal control 
over financial reporting may not prevent or detect every misstatement and instance of fraud. Controls are susceptible to manipulation, especially in instances 
of fraud caused by the collusion of two or more people, including our senior management. Also, projections of any evaluation of effectiveness to future 
periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of compliance with the policies or 
procedures may deteriorate. 


Under the supervision and with the participation of our Chief Executive Officer and Chief Financial Officer, our management conducted an 
evaluation of the effectiveness of our internal control over financial reporting based upon the framework in Internal Control — Integrated Framework 
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based on the results of our evaluation, our management 
concluded that our internal control over financial reporting was effective as of May 31, 2010. 


PricewaterhouseCoopers LLP, an independent registered public accounting firm, has audited (1) the consolidated financial statements and (2) the 
effectiveness of our internal control over financial reporting as of May 31, 2010, as stated in their report herein. 


Mark G. Parker Donald W. Blair 
Chief Executive Officer and President Chief Financial Officer 
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 


To the Board of Directors and 
Shareholders of NIKE, Inc.: 


: In our opinion, the consolidated financial statements listed in the index appearing under Item 15(a)(1) present fairly, in all material respects, the 
financial position of NIKE, Inc. and its subsidiaries at May 31, 2010 and 2009, and the results of their operations and their cash flows for each of the three 
years in the period ended May 31, 2010 in conformity with accounting principles generally accepted in the United States of America. In addition, in our 
opinion, the financial statement schedule listed in the appendix appearing under Item 15(a)(2) presents fairly, in all material respects, the information set 
forth therein when read in conjunction with the related consolidated financial statements. Also in our opinion, the Company maintained, in all material 
respects, effective internal control over financial reporting as of May 31, 2010, based on criteria established in Internal Control — Integrated Framework 
issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). The Company’s management is responsible for these 
financial statements and financial statement schedule, for maintaining effective internal control over financial reporting and for its assessment of the 
effectiveness of internal control over financial reporting, included in Management’s Annual Report on Internal Control Over Financial Reporting appearing 
under Item 8. Our responsibility is to express opinions on these financial statements, on the financial statement schedule, and on the Company’s internal 
control over financial reporting based on our integrated audits. We conducted our audits in accordance with the standards of the Public Company 
Accounting Oversight Board (United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about whether the 
financial statements are free of material misstatement and whether effective internal control over financial reporting was maintained in all material respects. 
Our audits of the financial statements included examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, 
assessing the accounting principles used and significant estimates made by management, and evaluating the overall financial statement presentation. Our 
audit of internal control over financial reporting included obtaining an understanding of internal control over financial reporting, assessing the risk that a 
material weakness exists, and testing and evaluating the design and operating effectiveness of internal control based on the assessed risk. Our audits also 
included performing such other procedures as we considered necessary in the circumstances. We believe that our audits provide a reasonable basis for our 
opinions. 


A company’s internal control over financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial 
reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles. A company’s 
internal control over financial reporting includes those policies and procedures that (i) pertain to the maintenance of records that, in reasonable detail, 
accurately and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as 
necessary to permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of 
the company are being made only in accordance with authorizations of management and directors of the company; and (iii) provide reasonable assurance 
regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the 
financial statements. 


Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any 
evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes in conditions, or that the degree 
of compliance with the policies or procedures may deteriorate. 


/s/__ PRICEWATERHOUSECOopERS LLP 


Portland, Oregon 
July 20, 2010 


C-4 Appendix C Nike Annual Report 


ne 


NIKE, INC. 
CONSOLIDATED STATEMENTS OF INCOME 


Year Ended May 31. 


Cost of 


$ 1,486.7 


Diluted earnings per common share (Notes | and 12) 


The accompanying notes to consolidated financial statements are an integral part of this statement. 
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NIKE, INC. 
CONSOLIDATED BALANCE SHEETS 


Prepaid expenses and other current assets ae REE ECT A AAR I SERRE CY STs" 873.9 x: 765.6 


Total assets $ 14,419.3 $ 13,249.6 


Total current liabilities 3,364.2 3,277.0 


Total shareholders’ equity O7S3e7 8,693.1 


The accompanying notes to consolidated financial statements are an integral part of this statement. 
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CONSOLIDATED STATEMENTS OF CASH FLOWS 
______Year Ended May 31, 


n working capital components and other assets and liabilities excluding the impact of 
ivestitures: 


Proceeds from divestitures (Note 17) 


(412.9) 


(47.5) (46.9) 


Dividends declared andnotpaid =i (i‘(‘i‘(ststé*é*~*# i 130.7 


The accompanying notes to consolidated financial statements are an integral part of this statement. 
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NIKE, INC. 
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY 


—_______ Common Stock ____— Capital in Accumulated 
Class A Class B Excess of Other 
Stated Comprehensive Retained 
Shares Amount Shares Amount Income Earnings 


Reclassification to ne income 0 previously deferre losses related 
to hedge derivatives (net of tax benefit of $49.6) 


Reclassification to net income co) previously deferred net gains y 
related to hedge derivatives (net of tax expense of $39.6) (108.2) (108.2) 


Balance at May 31, 2009 i ; Se 2 Se 2.8 71k4: $ $ 5,451.4 $ 8,693.1 


Total Comprehensive income (152.7) 5 1,754.0 


The accompanying notes to consolidated financial statements are an integral part of this statement. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


Note 1 — Summary of Significant Accounting Policies 
Description of Business 


NIKE, Inc. is a worldwide leader in the design, marketing and distribution of athletic and sports—inspired footwear, apparel, equipment and 
accessories. Wholly-owned NIKE subsidiaries include Cole Haan, which designs, markets and distributes dress and casual shoes, handbags, accessories and 
coats; Converse Inc., which designs, markets and distributes athletic and causal footwear, apparel and accessories; Hurley International LLC, which designs, 
markets and distributes action sports and youth lifestyle footwear, apparel and accessories; and Umbro Ltd., which designs, distributes and licenses athletic 
and casual footwear, apparel and equipment, primarily for the sport of soccer. 


Basis of Consolidation 


The consolidated financial statements include the accounts of NIKE, Inc. and its subsidiaries (the “Company’’). All significant intercompany 
transactions and balances have been eliminated. 


Recognition of Revenues 


Wholesale revenues are recognized when title passes and the risks and rewards of ownership have passed to the customer, based on the terms of sale. 
This occurs upon shipment or upon receipt by the customer depending on the country of the sale and the agreement with the customer. Retail store revenues 
are recorded at the time of sale. Provisions for sales discounts, returns and miscellaneous claims from customers are made at the time of sale. As of May 31, 
2010 and 2009, the Company’s reserve balances for sales discounts, returns and miscellaneous claims were $370.6 million and $363.6 million, respectively. 


Shipping and Handling Costs 


Shipping and handling costs are expensed as incurred and included in cost of sales. 


Advertising and Promotion 


Advertising production costs are expensed the first time the advertisement is run. Media (TV and print) placement costs are expensed in the month the 
advertising appears. 


A significant amount of the Company’s promotional expenses result from payments under endorsement contracts. Accounting for endorsement 
payments is based upon specific contract provisions. Generally, endorsement payments are expensed on a straight-line basis over the term of the contract 
after giving recognition to periodic performance compliance provisions of the contracts. Prepayments made under contracts are included in prepaid 
expenses or other assets depending on the period to which the prepayment applies. 


Through cooperative advertising programs, the Company reimburses retail customers for certain costs of advertising the Company’s products. The 
Company records these costs in selling and administrative expense at the point in time when it is obligated to its customers for the costs, which is when the 
related revenues are recognized. This obligation may arise prior to the related advertisement being run. 


Total advertising and promotion expenses were $2,356.4 million, $2,351.3 million, and $2,308.3 million for the years ended May 31, 2010, 2009 and 
2008, respectively. Prepaid advertising and promotion expenses recorded in prepaid expenses and other assets totaled $260.7 million and $280.0 million at 
May 31, 2010 and 2009, respectively. 
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NIKE, INC. 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 


Cash and Equivalents 


_Cash and equivalents represent cash and short-term, highly liquid investments with maturities of three months or less at date of purchase. The 
carrying amounts reflected in the consolidated balance sheet for cash and equivalents approximate fair value. 


Short-term Investments 


___ Short-term investments consist of highly liquid investments, primarily commercial paper, U.S. treasury, U.S. agency, and corporate debt securities, 
with maturities over three months from the date of purchase. Debt securities that the Company has the ability and positive intent to hold to maturity are 
carried at amortized cost. At May 31, 2010 and 2009, the Company did not hold any short-term investments that were classified as held—to—maturity. 


At May 31, 2010 and 2009, short-term investments consisted of available—for—sale securities. Available—for—sale securities are recorded at fair value 
with unrealized gains and losses reported, net of tax, in other comprehensive income, unless unrealized losses are determined to be other than temporary. 
The Company considers all available-for—sale securities, including those with maturity dates beyond 12 months, as available to support current operational 
liquidity needs and therefore classifies all securities with maturity dates beyond three months as current assets within short-term investments on the 
consolidated balance sheet. 


See Note 6 — Fair Value Measurements for more information on the Company’s short term investments. 


Allowance for Uncollectible Accounts Receivable 


Accounts receivable consists primarily of amounts receivable from customers. We make ongoing estimates relating to the collectability of our 
accounts receivable and maintain an allowance for estimated losses resulting from the inability of our customers to make required payments. In determining 
the amount of the allowance, we consider our historical level of credit losses and make judgments about the creditworthiness of significant customers based 
on ongoing credit evaluations. Accounts receivable with anticipated collection dates greater than 12 months from the balance sheet date and related 
allowances are considered non—current and recorded in other assets. The allowance for uncollectible accounts receivable was $116.7 million and $110.8 
million at May 31, 2010 and 2009, respectively, of which $43.1 million and $36.9 million was classified as long—term and recorded in other assets. 


Inventory Valuation 


Inventories are stated at lower of cost or market and valued on a first—in, first-out (“FIFO”) or moving average cost basis. 


Property, Plant and Equipment and Depreciation 


Property, plant and equipment are recorded at cost. Depreciation for financial reporting purposes is determined on a straight-line basis for buildings 
and leasehold improvements over 2 to 40 years and for machinery and equipment over 2 to 15 years. Computer software (including, in some cases, the cost 
of internal labor) is depreciated on a straight-line basis over 3 to 10 years. 


Impairment of Long—Lived Assets 


The Company reviews the carrying value of long-lived assets or asset groups to be used in operations whenever events or changes in circumstances 
indicate that the carrying amount of the assets might not be 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 


recoverable. Factors that would necessitate an impairment assessment include a significant adverse change in the extent or manner in which an asset is used, 
a significant adverse change in legal factors or the business climate that could affect the value of the asset, or a significant decline in the observable market 
value of an asset, among others. If such facts indicate a potential impairment, the Company would assess the recoverability of an asset group by determining 
if the carrying value of the asset group exceeds the sum of the projected undiscounted cash flows expected to result from the use and eventual disposition of 
the assets over the remaining economic life of the primary asset in the asset group. If the recoverability test indicates that the carrying value of the asset 
group is not recoverable, the Company will estimate the fair value of the asset group using appropriate valuation methodologies which would typically 
include an estimate of discounted cash flows. Any impairment would be measured as the difference between the asset groups carrying amount and its 
estimated fair value. 


Identifiable Intangible Assets and Goodwill 


The Company performs annual impairment tests on goodwill and intangible assets with indefinite lives in the fourth quarter of each fiscal year, or 
when events occur or circumstances change that would, more likely than not, reduce the fair value of a reporting unit or an intangible asset with an _ 
indefinite life below its carrying value. Events or changes in circumstances that may trigger interim impairment reviews include significant changes in 
business climate, operating results, planned investments in the reporting unit, or an expectation that the carrying amount may not be recoverable, among 
other factors. The impairment test requires the Company to estimate the fair value of its reporting units. If the carrying value of a reporting unit exceeds its 
fair value, the goodwill of that reporting unit is potentially impaired and the Company proceeds to step two of the impairment analysis. In step two of the 
analysis, the Company measures and records an impairment loss equal to the excess of the carrying value of the reporting unit’s goodwill over its implied 
fair value should such a circumstance arise. 


The Company generally bases its measurement of fair value of a reporting unit on a blended analysis of the present value of future discounted cash 
flows and the market valuation approach. The discounted cash flows model indicates the fair value of the reporting unit based on the present value of the 
cash flows that the Company expects the reporting unit to generate in the future. The Company’s significant estimates in the discounted cash flows model 
include: its weighted average cost of capital; long-term rate of growth and profitability of the reporting unit’s business; and working capital effects. The 
market valuation approach indicates the fair value of the business based on a comparison of the reporting unit to comparable publicly traded companies in 
similar lines of business. Significant estimates in the market valuation approach model include identifying similar companies with comparable business 
factors such as size, growth, profitability, risk and return on investment, and assessing comparable revenue and operating income multiples in estimating the 
fair value of the reporting unit. 


The Company believes the weighted use of discounted cash flows and the market valuation approach is the best method for determining the fair value 
of its reporting units because these are the most common valuation methodologies used within its industry; and the blended use of both models compensates 
for the inherent risks associated with either model if used on a stand-alone basis. 


Indefinite—lived intangible assets primarily consist of acquired trade names and trademarks. In measuring the fair value for these intangible assets, the 
Company utilizes the relief—from—royalty method. This method assumes that trade names and trademarks have value to the extent that their owner is 
relieved of the obligation to pay royalties for the benefits received from them. This method requires the Company to estimate the future revenue for the 
related brands, the appropriate royalty rate and the weighted average cost of-capital. 
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Foreign Currency Translation and Foreign Currency Transactions 


Adjustments resulting from translating foreign functional currency financial statements into U.S. dollars are included in the foreign currency 
translation adjustment, a component of accumulated other comprehensive income in shareholders’ equity. 


The Company’s global subsidiaries have various assets and liabilities, primarily receivables and payables, that are denominated in currencies other 


than their functional currency. These balance sheet items are subject to remeasurement, the impact of which is recorded in other (income) expense, net, 
within our consolidated statement of income. 


Accounting for Derivatives and Hedging Activities 


The Company uses derivative financial instruments to limit exposure to changes in foreign currency exchange rates and interest rates. All derivatives 
are recorded at fair value on the balance sheet and changes in the fair value of derivative financial instruments are either recognized in other comprehensive 
income (a component of shareholders’ equity), debt or net income depending on the nature of the underlying exposure, whether the derivative is formally 
designated as a hedge, and, if designated, the extent to which the hedge is effective. The Company classifies the cash flows at settlement from derivatives in 
the same category as the cash flows from the related hedged items. For undesignated hedges and designated cash flow hedges, this is within the cash 
provided by operations component of the consolidated statement of cash flows. For designated net investment hedges, this is generally within the cash used 
by investing activities component of the cash flow statement. As our fair value hedges are receive—fixed, pay—variable interest rate swaps, the cash flows 
associated with these derivative instruments are periodic interest payments while the swaps are outstanding, which are reflected in net income within the 
cash provided by operations component of the cash flow statement. 


See Note 18 — Risk Management and Derivatives for more information on the Company’s risk management program and derivatives. 


Stock—Based Compensation 


The Company estimates the fair value of options granted under the NIKE, Inc. 1990 Stock Incentive Plan (the “1990 Plan”) and employees’ purchase 
rights under the Employee Stock Purchase Plans (“ESPPs’’) using the Black-Scholes option pricing model. The Company recognizes this fair value, net of 
estimated forfeitures, as selling and administrative expense in the consolidated statements of income over the vesting period using the straight-line method. 


See Note 11 — Common Stock and Stock—Based Compensation for more information on the Company’s stock programs. 


Income Taxes 


The Company accounts for income taxes using the asset and liability method. This approach requires the recognition of deferred tax assets and _ 
liabilities for the expected future tax consequences of temporary differences between the carrying amounts and the tax basis of assets and liabilities. United 
States income taxes are provided currently on financial statement earnings of non—U.S. subsidiaries that are expected to be repatriated. The Company 
determines annually the amount of undistributed non—U.S. earnings to invest indefinitely in its non—U.S. operations. The Company recognizes interest and 
penalties related to income tax matters in income tax expense. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 
See Note 9 — Income Taxes for further discussion. 


Earnings Per Share 


Basic earnings per common share is calculated by dividing net income by the weighted average number of common shares outstanding during the 
year. Diluted earnings per common share is calculated by adjusting weighted average outstanding shares, assuming conversion of all potentially dilutive 
stock options and awards. 


See Note 12 — Earnings Per Share for further discussion. 


Management Estimates 


The preparation of financial statements in conformity with generally accepted accounting principles requires management to make estimates, 
including estimates relating to assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the 
date of financial statements and the reported amounts of revenues and expenses during the reporting period. Actual results could differ from these estimates. 


Reclassifications 


Certain prior year amounts have been reclassified to conform to fiscal year 2010 presentation, including a reclassification to investing activities for 
the settlement of net investment hedges in the consolidated statement of cash flows for the year ended May 31, 2008. These reclassifications had no impact 
on previously reported results of operations or shareholders’ equity and do not affect previously reported cash flows from operations, financing activities or 
net change in cash and equivalents. 


Recently Adopted Accounting Standards: 


In January 2010, the Financial Accounting Standards Board (“FASB”) issued guidance to amend the disclosure requirements related to recurring and 
nonrecurring fair value measurements. The guidance requires additional disclosures about the different classes of assets and liabilities measured at fair 
value, the valuation techniques and inputs used, the activity in Level 3 fair value measurements, and the transfers between Levels 1, 2, and 3 of the fair 
value measurement hierarchy. This guidance became effective for the Company beginning March 1, 2010, except for disclosures relating to purchases, 
sales, issuances and settlements of Level 3 assets and liabilities, which will be effective for the Company beginning June 1, 2011. As this guidance only 
requires expanded disclosures, the adoption did not and will not impact the Company’s consolidated financial position or results of operations. See Note 6 
— Fair Value Measurements for disclosure required under this guidance. 


In February 2010, the FASB issued amended guidance on subsequent events. Under this amended guidance, SEC filers are no longer required to 
disclose the date through which subsequent events have been evaluated in originally issued and revised financial statements. This guidance was effective 
immediately and the Company adopted these new requirements since the third quarter of fiscal 2010. 


In June 2009, the FASB established the FASB Accounting Standards Codification (the “Codification”) as the single source of authoritative 
U.S. GAAP for all non-governmental entities. The Codification, which launched July 1, 2009, changes the referencing and organization of accounting 
guidance. The Codification became effective for the Company beginning September 1, 2009. The issuance of the FASB Codification did not change GAAP 


and therefore the adoption has only affected how specific references to GAAP literature are disclosed in the notes to the Company’s consolidated financial 
statements. 
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In April 2009, the FASB updated guidance related to fair value measurements to clarify the guidance related to measuring fair value in inactive 
markets, to modify the recognition and measurement of other—than—temporary impairments of debt securities, and to require public companies to disclose 
the fair values of financial instruments in interim periods. This updated guidance became effective for the Company beginning June 1, 2009. The adoption 
of this guidance did not have an impact on the Company’s consolidated financial position or results of operations. See Note 6 — Fair Value Measurements 
for disclosure required under the updated guidance. 


In June 2008, the FASB issued new accounting guidance applicable when determining whether instruments granted in share—based payment 
transactions are participating securities. This guidance clarifies that share—based payment awards that entitle their holders to receive non—forfeitable 
dividends before vesting should be considered participating securities and included in the computation of earnings per share pursuant to the two-class 
method. This guidance became effective for the Company beginning June 1, 2009. The adoption of this guidance did not have a material impact on the 
Company’s consolidated financial position or results of operations. 


In April 2008, the FASB issued amended guidance regarding the determination of the useful life of intangible assets. This guidance amends the 
factors that should be considered in developing renewal or extension assumptions used to determine the useful life of a recognized intangible asset. The 
intent of the position is to improve the consistency between the useful life of a recognized intangible asset and the period of expected cash flows used to 
measure the fair value of the asset. This guidance became effective for the Company beginning June 1, 2009. The adoption of this guidance did not have a 
material impact on the Company’s consolidated financial position or results of operations. 


In December 2007, the FASB issued amended guidance regarding business combinations, establishing principles and requirements for how an 
acquirer recognizes and measures identifiable assets acquired, liabilities assumed, any resulting goodwill, and any non—controlling interest in an acquiree in 
its financial statements. This guidance also provides for disclosures to enable users of the financial statements to evaluate the nature and financial effects of 
a business combination. This amended guidance became effective for the Company beginning June 1, 2009. The adoption of this amended guidance did not 
have an impact on the Company’s consolidated financial statements, but could impact the accounting for future business combinations. 


In December 2007, the FASB issued new guidance regarding the accounting and reporting for non—controlling interests in subsidiaries. This guidance 
clarifies that non—controlling interests in subsidiaries should be accounted for as a component of equity separate from the parent’s equity. This guidance 
became effective for the Company beginning June 1, 2009. The adoption of this guidance did not have an impact on the Company’s consolidated financial 
position or results of operations. 


Recently Issued Accounting Standards: 


In October 2009, the FASB issued new standards that revised the guidance for revenue recognition with multiple deliverables. These new standards 
impact the determination of when the individual deliverables included in a multiple—element arrangement may be treated as separate units of accounting. 
Additionally, these new standards modify the manner in which the transaction consideration is allocated across the separately identified deliverables by no 
longer permitting the residual method of allocating arrangement consideration. These new standards are effective for the Company beginning June 1, 2011. 
The Company does not expect the adoption will have a material impact on its consolidated financial positions or results of operations. 


In June 2009, the FASB issued a new accounting standard that revised the guidance for the consolidation of variable interest entities (“VIE”). This 
new guidance requires a qualitative approach to identifying a controlling financial interest in a VIE, and requires an ongoing assessment of whether an 
entity is a VIE and whether an 
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interest in a VIE makes the holder the primary beneficiary of the VIE. This guidance is effective for the Company beginning June 1, 2010. The Company is 
currently evaluating the impact of the provisions of this new standard. 


Note 2 — Inventories 
Inventory balances of $2,040.8 million and $2,357.0 million at May 31, 2010 and 2009, respectively, were substantially all finished goods. 


Note 3 — Property, Plant and Equipment 
Property, plant and equipment included the following: 
____Asof May 31, _____ 


pee20N a8 22009 nt 

(In millions) i 

Land . mip 222.8 $ 221.6 
Buildings OS 19. 974.0 
Machinery and equipment Gee 2S 2,094.3 
Leasehold improvements a : 820.6 802.0 
Construction in process yO > = 177.0 163.8 
: = 4,389.8 4,255.7 

Less accumulated depreciation See 2 ASTD: 2,298.0 


$ 1/9319 $ 1,957.7 


Capitalized interest was not material for the years ended May 31, 2010, 2009 and 2008. 


Note 4 — Acquisition, Identifiable Intangible Assets, Goodwill and Umbro Impairment 
Acquisition 

On March 3, 2008, the Company completed its acquisition of 100% of the outstanding shares of Umbro, a leading United Kingdom—based global 
soccer brand, for a purchase price of 290.5 million British Pounds Sterling in cash (approximately $576.4 million), inclusive of direct transaction costs. This 
acquisition is intended to strengthen the Company’s market position in the United Kingdom and expand NIKE’s global leadership in soccer, a key area of 
growth for the Company. This acquisition also provides positions in emerging soccer markets such as China, Russia and Brazil. The results of Umbro’s 
operations have been included in the Company’s consolidated financial statements since the date of acquisition as part of the Company’s “Other” operating 
segment. 


The acquisition of Umbro was accounted for as a purchase business combination. The purchase price was allocated to tangible and identifiable 
intangible assets acquired and liabilities assumed based on their respective estimated fair values on the date of acquisition, with the remaining purchase 
price recorded as goodwill. 


Based on our preliminary purchase price allocation at May 31, 2008, identifiable intangible assets and goodwill relating to the purchase approximated 
$419.5 million and $319.2 million, respectively. Goodwill recognized in this transaction is deductible for tax purposes. Identifiable intangible assets include 
$378.4 million for trademarks that have an indefinite life, and $41.1 million for other intangible assets consisting of Umbro’s 
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sourcing network, established customer relationshi 


I y a ps, and the United Soccer League Franchise. These intangible assets are amortized on a straight-line 
basis over estimated lives of 12 to 20 years. 


During fiscal 2009, the Company finalized the purchase—price accounting for Umbro and made revisions to preliminary estimates, including 
valuations of tangible and intangible assets and certain contingencies, as further evaluations were completed and information was received from third parties 
subsequent to the acquisition date. These revisions to preliminary estimates resulted in a $12.4 million decrease in the value of identified intangible assets, 
primarily Umbro’s sourcing network, and an $11.2 million increase in non—current liabilities, primarily related to liabilities assumed for certain 


contingencies and adjustments made to deferred taxes related to the fair value of assets acquired. These changes in assets acquired and liabilities assumed 
affected the amount of goodwill recorded. 


The following table summarizes the allocation of the purchase price, including transaction costs of the acquisition, to the assets acquired and liabilities 
assumed at the date of acquisition based on their estimated fair values, including final purchase accounting adjustments (in millions): 


May 31, 2008 May 31, 2009 
Preliminary Adjustments ; Final_ 

Current assets - ; mT Ne SD Ha oon ea Sa caias iSSaw Ne 
Non-current assets 90.2 - 90.2 
Identified intangible assets : ; 419.5 CD Aye 407.1 
Goodwill 319.2 23.6 342.8 
Current liabilities : 3 (60.3) _ : (60.3) 
Non-current liabilities (279.4) (11.2) (290.6) 
Net assets acquired ene $ 576.4 $ _ §$ 576.4 


The pro forma effect of the acquisition on the combined results of operations for fiscal 2008 was not material. 


Umbro Impairment in Fiscal 2009 


The Company performs annual impairment tests on goodwill and intangible assets with indefinite lives in the fourth quarter of each fiscal year, or 
when events occur or circumstances change that would, more likely than not, reduce the fair value of a reporting unit or intangible assets with an indefinite 
life below its carrying value. As a result of a significant decline in global consumer demand and continued weakness in the macroeconomic environment, as 
well as decisions by Company management to adjust planned investment in the Umbro brand, the Company concluded sufficient indicators of impairment 
existed to require the performance of an interim assessment of Umbro’s goodwill and indefinite lived intangible assets as of February 1, 2009. Accordingly, 
the Company performed the first step of the goodwill impairment assessment for Umbro by comparing the estimated fair value of Umbro to its carrying 
amount, and determined there was a potential impairment of goodwill as the carrying amount exceeded the estimated fair value. Therefore, the Company 
performed the second step of the assessment which compared the implied fair value of Umbro’s goodwill to the book value of goodwill. The implied fair 
value of goodwill is determined by allocating the estimated fair value of Umbro to all of its assets and liabilities, including both recognized and 
unrecognized intangibles, in the same manner as goodwill was determined in the original business combination. 


The Company measured the fair value of Umbro by using an equal weighting of the fair value implied by a discounted cash flow analysis and by 
comparisons with the market values of similar publicly traded companies. The Company believes the blended use of both models compensates for the 
inherent risk associated with either 
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model if used on a stand-alone basis, and this combination is indicative of the factors a market participant would consider when performing a similar 
valuation. The fair value of Umbro’s indefinite—lived trademark was estimated using the relief from royalty method, which assumes that the trademark has 
value to the extent that Umbro is relieved of the obligation to pay royalties for the benefits received from the trademark. The assessments of the Company 
resulted in the recognition of impairment charges of $199.3 million and $181.3 million related to Umbro’s goodwill and trademark, respectively, for the 
year ended May 31, 2009. A tax benefit of $54.5 million was recognized as a result of the trademark impairment charge. In addition to the above 
impairment analysis, the Company determined an equity investment held by Umbro was impaired, and recognized a charge of $20.7 million related to the 
impairment of this investment. These charges are included in the Company’s “Other” category for segment reporting purposes. 


The discounted cash flow analysis calculated the fair value of Umbro using management’s business plans and projections as the basis for expected 
cash flows for the next 12 years and a 3% residual growth rate thereafter. The Company used a weighted average discount rate of 14% in its analysis, which 
was derived primarily from published sources as well as our adjustment for increased market risk given current market conditions. Other significant 
estimates used in the discounted cash flow analysis include the rates of projected growth and profitability of Umbro’s business and working capital effects. 
The market valuation approach indicates the fair value of Umbro based on a comparison of Umbro to publicly traded companies in similar lines of business. 
Significant estimates in the market valuation approach include identifying similar companies with comparable business factors such as size, growth, 
profitability, mix of revenue generated from licensed and direct distribution, and risk of return on investment. 


Holding all other assumptions constant at the test date, a 100 basis point increase in the discount rate would reduce the adjusted carrying value of 
Umbro’s net assets by an additional 12%. 


Identified Intangible Assets and Goodwill 


All goodwill balances are included in the Company’s “Other” category for segment reporting purposes. The following table summarizes the 
Company’s goodwill balance as of May 31, 2010 and 2009 (in millions): 


Accumulated 
a s, ~ a Goodwill ‘ _ Ampairment Goodwill Det * 
May 31, 2008 $ 448.8 ~ $ = $ 448.8 
Purchase price adjustments —__ : 23.6 — 23.6 
Impaigment charge =X - a : _ (199.3) PEA EN ELIO Si) 
Other (79.6) _ (79.6) 
May 34h, 2009S Se reece an neon ieee as S 392.8 (199.3), STANosss 
Other (5.9) _ (5.9) 
ELLE LTA NN REEL NL NS TNT GUAT OC 
() Other consists of foreign currency translation adjustments on Umbro goodwill. 
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The following table summarizes the Company’s identifiable intangible asset balances as of May 31, 2010 and 2009. 


May 31, 2010 May 31, 2009 
Gross Net Gross Net 
Carrying Accumulated Carrying Carrying Accumulated Carrying 
Amount Amortization Amount Amount Amortization Amount 

E sehen = (In millions) 

Amortized intangible assets: 5 ; Se oe ra Sun Sep reeset 
_ Patents : $_ 68.5 $ (20.8) $ 47.1 $_ 56.6 $ SULA 
~ Trademarks. — 5 Bashy u PSEA ONE AL Seka DD ARS site SY DO NaN COLO anne DO 
Other 327, (18.8) 13.9 40.0 (19.6) 20.4 
Total SATA S OTA) OL SU RAN ESAT aI ese ebud 
Unamortized intangible assets — Trademarks $ 383.0 $ 381.0 

Identifiable intangible assets, net ER Sy SSeS 467. Seas SAGA 


The effect of foreign exchange fluctuations for the year ended May 31, 2010 increased unamortized intangible assets by approximately $2 million. 


Amortization expense, which is included in selling and administrative expense, was $13.5 million, $11.9 million and $9.2 million for the years ended 
May 31, 2010, 2009 and 2008, respectively. The estimated amortization expense for intangible assets subject to amortization for each of the years ending 
May 31, 2011 through May 31, 2015 are as follows: 2011: $13.4 million; 2012: $12.7 million; 2013: $10.8 million; 2014: $8.7 million; 2015: $5.1 million. 


Note 5 — Accrued Liabilities 
Accrued liabilities included the following: 


May 31, ___ 
2010 2009 
: 2 ; __ Un millions) _ 
Compensation and benefits, excluding taxes Seas : eae ON EO Lalas eS) 
6 Endorser compensation f ' ae = 266.9 eral 
= Fair value of derivatives SSAA a eS Bua SENOS OE RE Se COLO LAE) MEO. 
Taxes other than income taxes be - : 157.9 161.9 
Dividends payable z 5 : DEAD PAS OHS: 121.4 
Advertising and marketing as WO 97.6 
Import and logistics cpsts. os : s 80.0 59.4 
Restrugturing charges : ee sie ; a) 149.6 
$ 1,904.4 $ 1,783.9 


“) Accrued restructuring charges primarily consist of severance costs relating to the Company’s restructuring activities that took place during the year 
ended May 31, 2009. See Note 16 — Restructuring Charges for more information. 


2) Other consists of various accrued expenses and no individual item accounted for more than 5% of the balance at May 31, 2010 and 2009. 
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The Company measures certain financial assets and liabilities at fair value on a recurring basis, including derivatives and available—for—sale 
securities. Fair value is a market-based measurement that should be determined based on the assumptions that market participants would use in pricing an 
asset or liability. As a basis for considering such assumptions, the Company uses a three—level hierarchy established by the FASB which prioritizes fair 
value measurements based on the types of inputs used for the various valuation techniques (market approach, income approach, and cost approach). 


The levels of hierarchy are described below: 
¢ Level 1: Observable inputs such as quoted prices in active markets for identical assets or liabilities. 


* Level 2: Inputs other than quoted prices that are observable for the asset or liability, either directly or indirectly; these include quoted prices for 
similar assets or liabilities in active markets and quoted prices for identical or similar assets or liabilities in markets that are not active. 


* — Level 3: Unobservable inputs in which there is little or no market data available, which require the reporting entity to develop its own 
assumptions. 


] The Company’s assessment of the significance of a particular input to the fair value measurement in its entirety requires judgment and considers 
factors specific to the asset or liability. Financial assets and liabilities are classified in their entirety based on the most stringent level of input that is 
significant to the fair value measurement. 
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The following table presents information about the Company’s financial assets and liabilities measured at fair value on a recurring basis as of May 31, 
2010 and 2009 and indicates the fair value hierarchy of the valuation techniques utilized by the Company to determine such fair value. 


May 31, 2010 


Fair Value Measurements Using Assets / Liabilities 


Level 1 Level 2 Level 3 at Fair Value Balance Sheet Classification 


Aes! ze ees eee = os i E fa A 5 O 5 
Interest rate swap contracts _ 14.6 14.6 Other current assets and other 
long-term assets 


Commercial paper and bonds e 684.3 oe 684.3. Short-term investments 


Total Assets SSRSH Sy Ee SL Ot Seat SS 4,879.7 


Total Liabilities $ _ $ 165.1 $ — $ 165.1 
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May 31, 2009 


Fair Value Measurements Using Assets / Liabilities 
Level 1 Level 2 Level 3 at Fair Value Balance Sheet Classification 


Other curr 


Interest rate swap contracts — 13.8 _ 13.8 Other current assets and other 
; long-term assets 


Short-term investments 


Total Assets $ 7079 $2,3896 $ a) 2,097.5) 


Total Liabilities $ — $ 689 $ — $ 68.9 


Derivative financial instruments include foreign currency forwards, option contracts and interest rate swaps. The fair value of these derivatives 
contracts is determined using observable market inputs such as the forward pricing curve, currency volatilities, currency correlations and interest rates, and 
considers nonperformance risk of the Company and that of its counterparties. Adjustments relating to these risks were not material for the years ended 
May 31, 2010 and 2009. 


Available-for—sale securities are primarily comprised of investments in U.S. Treasury and agency securities, commercial paper, bonds and money 
market funds. These securities are valued using market prices on both active markets (level 1) and less active markets (level 2). Level 1 instrument 
valuations are obtained from real-time quotes for transactions in active exchange markets involving identical assets. Level 2 instrument valuations are 
obtained from readily—available pricing sources for comparable instruments. 


As of May 31, 2010 and 2009, the Company had no material Level 3 measurements and no assets or liabilities measured at fair value on a 
non-recurring basis. 
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Short-term Investments 


___ As of May 31, 2010 and 2009, short-term investments consisted of available—for—sale securities. As of May 31, 2010, the Company held $1,900.4 
million of available-for—sale securities with maturity dates within one year and $166.4 million with maturity dates over one year and less than five years 
within short—term investments. As of May 31, 2009, the Company held $1,005.0 million of available—for-—sale securities with maturity dates within one year 
and $159.0 million with maturity dates over one year and less than five years within short-term investments. 


Short-term investments classified as available—for—sale consist of the following at fair value: 
As of May 31, 


2010 2009 
(In millions) 


Total available—for—sale investments $ 2,066.8 $ 1,164.0 


Included in interest expense (income), net for the years ended May 31, 2010, 2009 and 2008 was interest income of $30.1 million, $49.7 million, and 
$115.8 million, respectively, related to cash and equivalents and short-term investments. 


For fair value information regarding notes payable and long-term debt, refer to Note 7 — Short-Term Borrowings and Credit Lines and Note 8 — 
Long-Term Debt. 


Note 7 — Short-Term Borrowings and Credit Lines 


Notes payable to banks and interest—bearing accounts payable to Sojitz Corporation of America (“Sojitz America”) as of May 31, 2010 and 2009, are 
summarized below: 


May 31, 
2010 2009 


Interest Interest 
Borrowings Rate Borrowings Rate 


NE ETN RRL Dt 6.35%) 211.7 4.15% 


Sojitz America $ 88.2 1.07% $ 78.5 1.57% 
() Weighted average interest rate includes non—interest bearing overdrafts. 
The carrying amounts reflected in the consolidated balance sheet for notes payable approximate fair value. 


The Company purchases through Sojitz America certain athletic footwear, apparel and equipment it acquires from non—U.S. suppliers. These 
purchases are for the Company’s operations outside of the United States, Europe and Japan. Accounts payable to Sojitz America are generally due up to 60 
days after shipment of goods from the foreign port. The interest rate on such accounts payable is the 60-day London Interbank Offered Rate (“LIBOR”) as 
of the beginning of the month of the invoice date, plus 0.75%. 
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As of May 31, 2010, the Company had no amounts outstanding under its commercial paper program. As of May 31, 2009, the Company had $100.0 
million outstanding at a weighted average interest rate of 0.40%. 


In December 2006, the Company entered into a $1 billion revolving credit facility with a group of banks. The facility matures in December 2012. 
Based on the Company’s current long-term senior unsecured debt ratings of A+ and Al from Standard and Poor’s Corporation and Moody’s Investor 
Services, respectively, the interest rate charged on any outstanding borrowings would be the prevailing LIBOR plus 0.15%. The facility fee is 0.05% of the 
total commitment. Under this agreement, the Company must maintain, among other things, certain minimum specified financial ratios with which the 
Company was in compliance at May 31, 2010. No amounts were outstanding under this facility as of May 31, 2010 and 2009. 


Note 8 — Long-Term Debt 


Long-term debt, net of unamortized premiums and discounts and swap fair value adjustments, is comprised of the following: 
May 31 
2010 2009 
(In millions) 

5.375% Corporate bond, payable July 8,2009 3 2 $ — §$ 25.1 

5.66% Corporate bond, payable July 23, 2012 LOE ORG 

5.4% Corporate bond, payable August 7, 2012 Mi > = Gea 6D 

4.7% Corporate bond, payable October 1, 2013 50.0 50.0 

5.15% Corporate bond, payable October 15, 2015. : : PEAS 

4.3% Japanese Yen note, payable June 26, 2011 DS Os) 

1.52125% Japanese Yen note, payable February 14,2012 : . 55 (oar aas iy 

2.6% Japanese Yen note, maturing August 20, 2001 through November 20, 2020 Sa 34.7 
2.0% Japanese Yen note, maturing August 20, 2001 through November 20, 2020 = 23.8 24.5 

aA ee 453.2 469.2 

Less current maturities es Ss a Ng fo 32.0 


$445.8 $437.2 


The scheduled maturity of long-term debt in each of the years ending May 31, 2011 through 2015 are $7.4 million, $178.1 million, $47.4 million, 
$57.4 million and $7.4 million, at face value, respectively. 


The Company’s long-term debt is recorded at adjusted cost, net of amortized premiums and discounts and interest rate swap fair value adjustments. 
The fair value of long-term debt is estimated based upon quoted prices for similar instruments. The fair value of the Company’s long-term debt, including 
the current portion, was approximately $453 million at May 31, 2010 and $456 million at May 31, 2009. 


In fiscal years 2003 and 2004, the Company issued a total of $240 million in medium-term notes of which $190 million, at face value, were 
outstanding at May 31, 2010. The outstanding notes have coupon rates that range from 4.70% to 5.66% and maturity dates ranging from July 2012 to 
October 2015. For each of these notes, except the $50 million note maturing in October 2013, the Company has entered into interest rate swap agreements 
whereby the Company receives fixed interest payments at the same rate as the notes and pays variable interest payments based on the six-month LIBOR 
plus a spread. Each swap has the same notional amount and maturity date as the corresponding note. At May 31, 2010, the interest rates payable on these 
swap agreements ranged from approximately 0.3% to 1.1%. 
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In June 1996, one of the Company’s Japanese subsidiaries, NIKE Logistics YK, borrowed ¥10.5 billion (approximately $115.7 million as of May 31, 
2010) in a private placement with a maturity of June 26, 2011. Interest is paid semi-annually. The agreement provides for early retirement of the borrowing. 


In July 1999, NIKE Logistics YK assumed a total of ¥13.0 billion in loans as part of its agreement to purchase a distribution center in Japan, which 
serves as collateral for the loans. These loans mature in equal quarterly installments during the period August 20, 2001 through November 20, 2020. Interest 
is also paid quarterly. As of May 31, 2010, ¥7.0 billion (approximately $76.9 million) in loans remain outstanding. 


In February 2007, NIKE Logistics YK entered into a ¥5.0 billion (approximately $55.1 million as of May 31, 2010) term loan that replaced certain 
intercompany borrowings and matures on February 14, 2012. The interest rate on the loan is approximately 1.5% and interest is paid semi—annually. 


Note 9 — Income Taxes 
Income before income taxes is as follows: 


Year Ended May 31, 
2010 2009 2008 
n ion 


$ 2,516.9 $ 1,956.5 $ 2,502.9 


The provision for income taxes is as follows: 


Year Ended May 31, 
~2010_ 2009 — 2008 — 


(in millions) : 


598.7 763.9 920.1 


11.5 (294.1) (300.6) 
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A reconciliation from the U.S. statutory federal income tax rate to the effective income tax rate follows: 


Year Ended May 31 
2010 2009 2008 


Other, net pe NN. Veale . | , Saoeense 2.7% 13% 


The effective tax rate for the year ended May 31, 2010 of 24.2% increased from the fiscal 2009 effective rate of 24.0%. The effective tax rate for the 
year ended May 31, 2009 was favorably impacted by a tax benefit associated with the impairment of goodwill, intangible, and other assets of Umbro (See 
Note 4 — Acquisition, Identifiable Intangible Assets, Goodwill and Umbro Impairment), and the retroactive reinstatement of the research and development 
tax credit. The Tax Extenders and Alternative Minimum Tax Relief Act of 2008, which was signed into law during the second quarter of fiscal 2009, 
reinstated the U.S. federal research and development tax credit retroactive to January 1, 2008. Also reflected in the effective tax rate for the years ended 
May 31, 2010, 2009 and 2008 is a reduction in our on-going effective tax rate resulting from our operations outside of the United States, as our tax rates on 
those operations are generally lower than the U.S. statutory rate. 


Deferred tax assets and (liabilities) are comprised of the following: 


37.0 46.2 


Valuation allowance (36.2) (26.0) 


Net deferred tax asset 


$ 517.1 $ 519.9 
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The following is a reconciliation of the changes in the gross balance of unrecognized tax benefits: 


May 31, 
2010 2009 2008 
(In millions) 


gnized tax benefits, as of the beginning of the period ie On 
ases related to prior period tax positions ras BW enna 34 11.6 
asesmelated to prion perloditax positions. ee en AE i DO) GIG) OB): 


Gross increases related to current period tax positions a Tie ad 
Settlements PURE SN Nenana PIN OS RUE (3. QB) ENA 
Lapse of statute of limitations __ = zat ws se 223) ell) (0.7) 
Changes due to currency translation = j ec earte ue aE SUE ICDS SONOS GL8) aR) 
Unrecognized tax benefits, as of the end of the period $ 282.1 $273.9 $251.1 


As of May 31, 2010, the total gross unrecognized tax benefits, excluding related interest and penalties, were $282.1 million, $158.4 million of which 
would affect the Company’s effective tax rate if recognized in future periods. Total gross unrecognized tax benefits, excluding interest and penalties, as of 
May 31, 2009 was $273.9 million, $110.6 million of which would affect the Company’s effective tax rate if recognized in future periods. 


The Company recognizes interest and penalties related to income tax matters in income tax expense. The liability for payment of interest and penalties 
increased $6.0 million, $2.2 million and $41.2 million during the years ended May 31, 2010, 2009 and 2008, respectively. As of May 31, 2010 and 2009, 
accrued interest and penalties related to uncertain tax positions was $81.4 million and $75.4 million, respectively (excluding federal benefit). 


The Company is subject to taxation primarily in the U.S., China and the Netherlands as well as various state and other foreign jurisdictions. The 
Company has concluded substantially all U.S. federal income tax matters through fiscal year 2006. The Company is currently under audit by the Internal 
Revenue Service for the 2007, 2008, 2009 and 2010 tax years. The Company’s major foreign jurisdictions, China and the Netherlands, have concluded 
substantially all income tax matters through calendar 1999 and fiscal 2003, respectively. It is reasonably possible that the Internal Revenue Service audits 
for the 2007, 2008 and 2009 tax years will be completed during the next 12 months, which could result in a decrease in our balance of unrecognized tax 
benefits. An estimate of the range cannot be made at this time; however, we do not anticipate that total gross unrecognized tax benefits will change 
significantly as a result of full or partial settlement of audits within the next 12 months. 


The Company has indefinitely reinvested approximately $3.6 billion of the cumulative undistributed earnings of certain foreign subsidiaries. Such 
earnings would be subject to U.S. taxation if repatriated to the U.S. Determination of the amount of unrecognized deferred tax liability associated with the 
permanently reinvested cumulative undistributed earnings is not practicable. 


During the year ended May 31, 2009, a portion of the Company’s foreign operations was granted a tax holiday that will phase out in 2019. The 
decrease in income tax expense for the year ended May 31, 2010 as a result of this arrangement was approximately $30.1 million ($0.06 per diluted share). 
The effect on income tax expense for the year ended May 31, 2009 was not material. 


Deferred tax assets at May 31, 2010 and 2009 were reduced by a valuation allowance relating to tax benefits of certain subsidiaries with operating 
losses where it is more likely than not that the deferred tax assets will not be realized. The net change in the valuation allowance was an increase of $10.2 
million for the year ended May 31, 2010 and a decrease of $14.7 million and $1.6 million for the years ended May 31, 2009 and 2008, respectively. 
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The Company does not anticipate that any foreign tax credit carry—forwards will expire. The Company has available domestic and foreign loss 
carry—forwards of $89.8 million at May 31, 2010. Such losses will expire as follows: 


Year Ending May 31, 


2016- 
2011 «=. 2012,-—S «2013 ~— 2014 2015 2028 Indefinite _Total 
(In millions) _ 
NPR SEARS SIM TMT NSS py sys str PLATE TaN ese eke iat orate etna Tea aR a ape CN St 
Net Operating Losses SP PRL SOS Ne 


During the years ended May 31, 2010, 2009, and 2008, income tax benefits attributable to employee stock—based compensation transactions of $56.8 
million, $25.4 million, and $68.9 million, respectively, were allocated to shareholders’ equity. 


Note 10 — Redeemable Preferred Stock 


Sojitz America is the sole owner of the Company’s authorized Redeemable Preferred Stock, $1 par value, which is redeemable at the option of Sojitz 
America or the Company at par value aggregating $0.3 million. A cumulative dividend of $0.10 per share is payable annually on May 31 and no dividends 
may be declared or paid on the common stock of the Company unless dividends on the Redeemable Preferred Stock have been declared and paid in full. 
There have been no changes in the Redeemable Preferred Stock in the three years ended May 31, 2010, 2009 and 2008. As the holder of the Redeemable 
Preferred Stock, Sojitz America does not have general voting rights but does have the right to vote as a separate class on the sale of all or substantially all of 
the assets of the Company and its subsidiaries, on merger, consolidation, liquidation or dissolution of the Company or on the sale or assignment of the NIKE 
trademark for athletic footwear sold in the United States. 


Note 11 — Common Stock and Stock—Based Compensation 


The authorized number of shares of Class A Common Stock, no par value, and Class B Common Stock, no par value, are 175 million and 750 million, 
respectively. Each share of Class A Common Stock is convertible into one share of Class B Common Stock. Voting rights of Class B Common Stock are 
limited in certain circumstances with respect to the election of directors. 


In 1990, the Board of Directors adopted, and the shareholders approved, the NIKE, Inc. 1990 Stock Incentive Plan (the “1990 Plan”). The 1990 Plan 
provides for the issuance of up to 132 million previously unissued shares of Class B Common Stock in connection with stock options and other awards 
granted under the plan. The 1990 Plan authorizes the grant of non-statutory stock options, incentive stock options, stock appreciation rights, stock bonuses, 
and the issuance and sale of restricted stock. The exercise price for non-statutory stock options, stock appreciation rights and the grant price of restricted 
stock may not be less than 75% of the fair market value of the underlying shares on the date of grant. The exercise price for incentive stock options may not 
be less than the fair market value of the underlying shares on the date of grant. A committee of the Board of Directors administers the 1990 Plan. The 
committee has the authority to determine the employees to whom awards will be made, the amount of the awards, and the other terms and conditions of the 
awards. The committee has granted substantially all stock options at 100% of the market price on the date of grant. Substantially all stock option grants 
outstanding under the 1990 Plan were granted in the first quarter of each fiscal year, vest ratably over four years, and expire 10 years from the date of grant. 
In June 2010, the Board of Directors amended the 1990 Plan to require, among other things, that the exercise price for non-statutory stock options and stock 
appreciation rights may not-be less than 100% of the fair market value of the underlying shares on the date of grant. 
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The following table summarizes the Company’s total stock—based compensation expense recognized in selling and administrative expense: 
Year Ended May 31, 


2010 2009 2008 

ne ey (In millions) 
Stock options — ; $134.6... $128.8 $127.0 
2 % ; 13.7 14.4 io) 
Restricted stock LO HD MOS 

Subtotal @ 159.0 iol 141.0 
Stock options and restricted stock expense — restructuring — LOS cA = 
Total stock—based compensation expense $159.0 $170.6 $141.0 


) — Accelerated stock option expense is recorded for employees eligible for accelerated stock option vesting upon retirement. Accelerated stock option 
expense reported during the years ended May 31, 2010, 2009 and 2008 was $74.4 million, $58.7 million and $40.7 million, respectively. 


®) In connection with the restructuring activities that took place during fiscal 2009, the Company recognized stock—based compensation expense relating 
to the modification of stock option agreements, allowing for an extended post—termination exercise period, and accelerated vesting of restricted stock 
as part of severance packages. See Note 16 — Restructuring Charges for further details. 


As of May 31, 2010, the Company had $86.8 million of unrecognized compensation costs from stock options, net of estimated forfeitures, to be 
recognized as selling and administrative expense over a weighted average period of 2.2 years. 


The weighted average fair value per share of the options granted during the years ended May 31, 2010, 2009 and 2008, as computed using the 
Black-Scholes pricing model, was $23.43, $17.13 and $13.87, respectively. The weighted average assumptions used to estimate these fair values are as 


follows: 
Year Ended May 31, 


2010 2009 2008 
Dividend yield is ; 1.9% 1.5% 14% 
Expected volatility ‘ 57.6% 32.5% 20.0% 
Weighted average expected life (in years) BLS HOE Peis 0) Beto) 
2.5% 3.4% 4.8% 


Risk-free interest rate 


The Company estimates the expected volatility based on the implied volatility in market traded options on the Company’s common stock with a term 
greater than one year, along with other factors. The weighted average expected life of options is based on an analysis of historical and expected future 
exercise patterns. The interest rate is based on the U.S. Treasury (constant maturity) risk-free rate in effect at the date of grant for periods corresponding 


with the expected term of the options. 
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The following summarizes the stock option transactions under the plan discussed above: 


Weighted 
Average 
Option 
—Shares _ —Price __ 
(in millions) 


anted 


The weighted average contractual life remaining for options outstanding and options exercisable at May 31, 2010 was 6.2 years and 4.8 years, 
respectively. The aggregate intrinsic value for options outstanding and exercisable at May 31, 2010 was $926.8 million and $636.0 million, respectively. 
The aggregate intrinsic value was the amount by which the market value of the underlying stock exceeded the exercise price of the options. The total 


intrinsic value of the options exercised during the years ended May 31, 2010, 2009 and 2008 was $239.3 million, $108.4 million and $259.4 million, 
respectively. 


In addition to the 1990 Plan, the Company gives employees the right to purchase shares at a discount to the market price under employee stock 
purchase plans (“ESPPs”). Employees are eligible to participate through payroll deductions up to 10% of their compensation. At the end of each six-month 
offering period, shares are purchased by the participants at 85% of the lower of the fair market value at the beginning or the end of the offering period. 
Employees purchased ().8 million shares, 1.0 million shares and 0.8 million shares during the years ended May 31, 2010, 2009 and 2008, respectively. 


From time to time, the Company grants restricted stock and unrestricted stock to key employees under the 1990 Plan. The number of shares granted to 
employees during the years ended May 31, 2010, 2009 and 2008 were 499,000, 75,000 and 110,000 with weighted average values per share of $53.16, 
$56.97 and $59.50, respectively. Recipients of restricted shares are entitled to cash dividends and to vote their respective shares throughout the period of 
restriction. The value of all of the granted shares was established by the market price on the date of grant. During the years ended May 31, 2010, 2009 and 
2008, the fair value of restricted shares vested was $8.0 million, $9.9 million and $9.0 million, respectively, determined as of the date of vesting. 
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Note 12 — Earnings Per Share 
The following is a reconciliation from basic earnings per share to diluted earnings per share. Options to purchase an additional 0.2 million, 


13.2 million and 6.6 million shares of common stock were outstanding at May 31, 2010, 2009 and 2008, respectively, but were not included in the 
computation of diluted earnings per share because the options were anti—dilutive. 


Year Ended May 31, 
2010 2009 2008 
(in millions, except per share data) 


Determination of shares: ue: ERO Lab NE eee Re cna GuENNene ai 
Weighted average common shares outstanding ’ : 485.5. 484.9 495.6 
Assumed conversion of dilutive stock options and awards : 3 8.4 BENS SBD 

Diluted weighted average common shares outstanding 493.9 490.7 504.1 

Basic earnings per common share eon i Ss ae Ore a0 

Diluted earnings per common share $ 3.86 $ 3.03 $ 3.74 


Note 13 — Benefit Plans 


The Company has a profit sharing plan available to most U.S.—based employees. The terms of the plan call for annual contributions by the Company 
as determined by the Board of Directors. A subsidiary of the Company also has a profit sharing plan available to its U.S.-based employees. The terms of the 
plan call for annual contributions as determined by the subsidiary’s executive management. Contributions of $34.9 million, $27.6 million and $37.3 million 
were made to the plans and are included in selling and administrative expense for the years ended May 31, 2010, 2009 and 2008, respectively. The 
Company has various 401(k) employee savings plans available to U.S.—based employees. The Company matches a portion of employee contributions with 
common stock or cash. Company contributions to the savings plans were $34.2 million, $37.6 million and $33.9 million for the years ended May 31, 2010, 
2009 and 2008, respectively, and are included in selling and administrative expense. 


The Company also has a Long-Term Incentive Plan (“LTIP”) that was adopted by the Board of Directors and approved by shareholders in September 
1997 and later amended in fiscal 2007. The Company recognized $24.1 million, $17.6 million and $35.9 million of selling and administrative expense 
related to cash awards under the LTIP during the years ended May 31, 2010, 2009 and 2008, respectively. 


The Company has pension plans in various countries worldwide. The pension plans are only available to local employees and are generally 
government mandated. The liability related to the unfunded pension liabilities of the plans was $113.0 million and $82.8 million at May 31, 2010 and 2009, 
respectively. 
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Note 14 — Accumulated Other Comprehensive Income 


The components of accumulated other comprehensive income, net of tax, are as follows: 


ee eee 
~2010_ 2009 
(In millions) 


Cumulative translation adjustment and other Sci ae $94.6) $ 64.6 
107.3 62.5 


Net deferred gain on net investment hedge derivatives : 107, groom ace) 
Net deferred gain on cash flow hedge derivatives Ne / : 202.1 240.4 


$214.8 $367.5 


Note 15 — Commitments and Contingencies 

The Company leases space for certain of its offices, warehouses and retail stores under leases expiring from | to 25 years after May 31, 2010. Rent 
expense was $416.1 million, $397.0 million and $344.2 million for the years ended May 31, 2010, 2009 and 2008, respectively. Amounts of minimum 
future annual rental commitments under non-cancelable operating leases in each of the five years ending May 31, 2011 through 2015 are $334.4 million, 
$264.0 million, $219.9 million, $177.2 million, $148.0 million, respectively, and $465.8 million in later years. 


As of May 31, 2010 and 2009, the Company had letters of credit outstanding totaling $101.1 million and $154.8 million, respectively. These letters of 
credit were generally issued for the purchase of inventory. 


In connection with various contracts and agreements, the Company provides routine indemnifications relating to the enforceability of intellectual 
property rights, coverage for legal issues that arise and other items where the Company is acting as the guarantor. Currently, the Company has several such 
agreements in place. However, based on the Company’s historical experience and the estimated probability of future loss, the Company has determined that 
the fair value of such indemnifications is not material to the Company’s financial position or results of operations. 


In the ordinary course of its business, the Company is involved in various legal proceedings involving contractual and employment relationships, 
product liability claims, trademark rights, and a variety of other matters. The Company does not believe there are any pending legal proceedings that will 
have a material impact on the Company’s financial position or results of operations. 


Note 16 — Restructuring Charges 


During fiscal 2009, the Company took necessary steps to streamline its management structure, enhance consumer focus, drive innovation more 
quickly to market and establish a more scalable, long—term cost structure. As a result, the Company reduced its global workforce by approximately 5% and 
incurred pre-tax restructuring charges of $195 million, primarily consisting of severance costs related to the workforce reduction. As nearly all of the 
restructuring activities were completed in fiscal 2009, the Company does not expect to recognize additional costs in future periods relating to these actions. 
The restructuring charge is reflected in the corporate expense line in the segment presentation of earnings before interest and taxes in Note 19 — Operating 
Segments and Related Information. 
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The activity in the restructuring accrual for the years ended May 31, 2010 and 2009 is as follows (in millions): 


Restructuring accrual — June 1,2008 Sn Been ES Sa 
Severance and related costs 195.0 
Cash payments (29.4) 
Non-cash stock option and restricted stock expense (19.5) 
Foreign currency translation and other : : 3D 
Restructuring accrual — May 31, 2009 149.6 
Cash payments e (142.6) 
Foreign currency translation and other 12, 
Restructuring accrual — May 31, 2010 SAe82 


The accrual balance as of May 31, 2010 will be relieved throughout the first half of fiscal year 2011, as final severance payments are completed. The 
restructuring accrual is included in Accrued liabilities in the Consolidated Balance Sheet. 


Note 17 — Divestitures 


On December 17, 2007, the Company completed the sale of the Starter brand business to Iconix Brand Group, Inc. for $60.0 million in cash. This 
transaction resulted in a gain of $28.6 million during the year ended May 31, 2008. 


On April 17, 2008, the Company completed the sale of NIKE Bauer Hockey for $189.2 million in cash to a group of private investors (“the Buyer”). 
The sale resulted in a net gain of $32.0 million recorded in the fourth quarter of the year ended May 31, 2008. This gain included the recognition of a $46.3 
million cumulative foreign currency translation adjustment previously included in accumulated other comprehensive income. As part of the terms of the sale 
agreement, the Company granted the Buyer a royalty free limited license for the use of certain NIKE trademarks for a transitional period of approximately 
two years. The Company deferred $41.0 million of the sale proceeds related to this license agreement, to be recognized over the license period. 


The gains resulting from these divestitures are reflected in other (income) expense, net and in the corporate expense line in the segment presentation 
of earnings before interest and taxes in Note 19 — Operating Segments and Related Information. 


Note 18 — Risk Management and Derivatives 


The Company is exposed to global market risks, including the effect of changes in foreign currency exchange rates and interest rates, and uses 
derivatives to manage financial exposures that occur in the normal course of business. The Company does not hold or issue derivatives for speculative 
trading purposes. 


The Company formally documents all relationships between hedging instruments and hedged items, as well as its risk management objective and 
strategy for undertaking hedge transactions. This process includes linking all derivatives to either specific firm commitments or forecasted transactions. The 
Company also enters into foreign exchange forwards to mitigate the change in fair value of specific assets and liabilities on the balance sheet, which are not 
designated as hedging instruments under the accounting standards for derivatives and hedging. Accordingly, changes in the fair value of hedges of recorded 
balance sheet positions are recognized 
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immediately in other (income) expense, net, on the income statement together with the transaction gain or loss from the hedged balance sheet position. The 
Company classifies the cash flows at settlement from these undesignated hedges in the same category as the cash flows from the related hedged items, 
generally within the cash provided by operations component of the cash flow statement. 


The majority of derivatives outstanding as of May 31, 2010 are designated as either cash flow, fair value or net investment hedges under the 
accounting standards for derivatives and hedging. All derivatives are recognized on the balance sheet at their fair value and classified based on the 
instrument’s maturity date. The total notional amount of outstanding derivatives as of May 31, 2010 was $6.2 billion, which was primarily comprised of 
cash flow hedges denominated in Euros, Japanese Yen and British Pounds. 


The following table presents the fair values of derivative instruments included within the consolidated balance sheet as of May 31, 2010 and 2009: 


Asset Derivatives Liability Derivatives 
Balance Sheet May 31, May 31, Balance Sheet May 31, May 31, 
Classification 2010 2009 Classification 2010 2009 


(In millions) 
Derivatives formally designated as hedging instruments: 


Foreign exchange forwards and options Prepaid expenses and $ 315.9 $ 270.4 Accrued liabilities Se, 249-8. 34.6 
= other current assets 
Interest rate swap contracts _- . Prepaid expenses and = 0.1 Accrued liabilities a = 
other current assets 
Foreign exchange forwards and options Deferred income 0.4 81.3. Deferred income 0.1 — 
taxes and other taxes and other 
assets liabilities 
Interest rate swap contracts Deferred income 14.6 13.7. Deferred income = — 
a taxes and other . taxes and other 
assets)” liabilities 
Total derivatives formally designated as hedging instruments 330.9 365.5 24.8 34.6 


Derivatives not designated as hedging instruments: 


Foreign exchange forwards and options Prepaid expenses and $ 103.9 $ 12.8 Accrued liabilities So TSR oth BAS 
: other current assets. 
Foreign exchange forwards and options Deferred income _ 0.4 Deferred income 14 = 
taxes and other taxes and other 2 
assets liabilities rte 
Total derivatives not designated as hedging instruments 103.9 13:2 140.3 34.3 
Total derivatives $ 4348 $ 378.7 SHMGCS NAG - -.68:9 
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The following tables present the amounts affecting the consolidated statements of income for years ended May 31, 2010 and 2009: 


Amount of Gain 


(Loss) 
Recognized in 
Other Comprehensive Amount of Gain (Loss) Reclassified From Accumulated Other 
Income on Derivatives(1) Comprehensive Income into Income (1) 
Location of Gain (Loss) Reclassified 
From Accumulated Other 
Year Ended Year Ended Comprehensive Income Year Ended Year Ended 
Derivatives formally designated May 31, 2010 May 31, 2009 Into Income(!) May 31, 2010 May 31, 2009 
: t (in millions) 
Derivatives designated as cash flow 
Pahed gest eee : 
Foreign exchange forwards and 
options $ (29.9) $ 106.3 Revenue $ 51.4 $ 92.7 
Foreign exchange forwards and = ; HED SRSA GOMES SUPA CR inn Hie HORM UR ACEINN TO 3 ia ibe dagsee ea 
options ne a 89.0 B50sise Cost of sales é ze: 2600 (13.5) 
Foreign exchange forwards and Selling and 
_ options CITES (0.4) administrative expense 1.0 0.8 
Foreign exchange forwards and } Senn ‘ ; Other (income) 
options SA ew (os expense, net © SOs 67.8 
Total designated cash flow hedges $ 114.9 $ 621.1 $ 168.5 $ 147.8 
Derivatives designated as net investment 2 
hedges: — =e pee : 
Foreign exchange forwards and Other (income) 
options $ 66.0 $ 161.4 expense, net $ = $ = 


ep) For the year ended May 31, 2010, $5.2 million of income was recorded to other (income) expense, net as a result of cash flow hedge ineffectiveness. 
For the year ended May 31, 2009, an immaterial amount of ineffectiveness from cash flow hedges was recorded in other (income) expense, net. 


Amount of Gain 
(Loss) recognized in 
Income on Derivatives 


Year Ended Year Ended Location of Gain (Loss) Recognized 
May 31, 2010 May 31, 2009 in Income on Derivatives 
(In millions) 
Derivatives designated as, fair value hedges: : 
Interest rate swaps : $ 74 $ 1.5 Interest expense (income), net 
Derivatives not designated as hedging instruments: 
Foreign exchange forwards and options $ (91.1) $ (83.0) Other (income) expense, net 


() All interest rate swap agreements meet the shortcut method requirements under the accounting standards for derivatives and hedging. Accordingly, 
changes in the fair values of the interest rate swap agreements are exactly offset by changes in the fair value of the underlying long-term debt. Refer 


to section “Fair Value Hedges” for additional detail. 


Refer to Note 5 — Accrued Liabilities for derivative instruments recorded in accrued liabilities, Note 6 —Fair Value Measurements for a description 
of how the above financial instruments are valued, Note 14 — Accumulated Other Comprehensive Income and the Consolidated Statement of Sharehoiders’ 
Equity for additional information on changes in other comprehensive income for the years ended May 31, 2010 and 2009. 
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Cash Flow Hedges 


The purpose of the Company’s foreign currency hedging activities is to protect the Company from the risk that the eventual cash flows resulting from 
transactions in foreign currencies, including revenues, product costs, selling and administrative expenses, investments in U.S. dollar—denominated 
available—for—sale debt securities and intercompany transactions, including intercompany borrowings, will be adversely affected by changes in exchange 
rates. It is the Company’s policy to utilize derivatives to reduce foreign exchange risks where internal netting strategies cannot be effectively employed. 
Hedged transactions are denominated primarily in Euros, British Pounds and Japanese Yen. The Company hedges up to 100% of anticipated exposures 
typically 12 months in advance, but has hedged as much as 34 months in advance. 


All changes in fair values of outstanding cash flow hedge derivatives, except the ineffective portion, are recorded in other comprehensive income until 
net income is affected by the variability of cash flows of the hedged transaction. In most cases, amounts recorded in other comprehensive income will be 
released to net income some time after the maturity of the related derivative. The consolidated statement of income classification of effective hedge results 
is the same as that of the underlying exposure. Results of hedges of revenue and product costs are recorded in revenue and cost of sales, respectively, when 
the underlying hedged transaction affects net income. Results of hedges of selling and administrative expense are recorded together with those costs when 
the related expense is recorded. Results of hedges of anticipated purchases and sales of U.S. dollar-denominated available—for—sale securities are recorded 
in other (income) expense, net when the securities are sold. Results of hedges of anticipated intercompany transactions are recorded in other (income) 
expense, net when the transaction occurs. The Company classifies the cash flows at settlement from these designated cash flow hedge derivatives in the 
same category as the cash flows from the related hedged items, generally within the cash provided by operations component of the cash flow statement. 


Premiums paid on options are initially recorded as deferred charges. The Company assesses the effectiveness of options based on the total cash flows 
method and records total changes in the options’ fair value to other comprehensive income to the degree they are effective. 


As of May 31, 2010, $187.2 million of deferred net gains (net of tax) on both outstanding and matured derivatives accumulated in other 
comprehensive income are expected to be reclassified to net income during the next 12 months as a result of underlying hedged transactions also being 
recorded in net income. Actual amounts ultimately reclassified to net income are dependent on the exchange rates in effect when derivative contracts that 
are currently outstanding mature. As of May 31, 2010, the maximum term over which the Company is hedging exposures to the variability of cash flows for 
its forecasted and recorded transactions is 18 months. 


The Company formally assesses both at a hedge’s inception and on an ongoing basis, whether the derivatives that are used in the hedging transaction 
have been highly effective in offsetting changes in the cash flows of hedged items and whether those derivatives may be expected to remain highly effective 
in future periods. Effectiveness for cash flow hedges is assessed based on forward rates. When it is determined that a derivative is not, or has ceased to be, 
highly effective as a hedge, the Company discontinues hedge accounting prospectively. 


The Company discontinues hedge accounting prospectively when (1) it determines that the derivative is no longer highly effective in offsetting 
changes in the cash flows of a hedged item (including hedged items such as firm commitments or forecasted transactions); (2) the derivative expires or is 
sold, terminated, or exercised; (3) it is no longer probable that the forecasted transaction will occur; or (4) management determines that designating the 
derivative as a hedging instrument is no longer appropriate. 
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When the Company discontinues hedge accounting because it is no longer probable that the forecasted transaction will occur in the originally 
expected period, or within an additional two—month period of time thereafter, the gain or loss on the derivative remains in accumulated other comprehensive 
income and is reclassified to net income when the forecasted transaction affects net income. However, if it is probable that a forecasted transaction will not 
occur by the end of the originally specified time period or within an additional two-month period of time thereafter, the gains and losses that were 
accumulated in other comprehensive income will be recognized immediately in net income. In all situations in which hedge accounting is discontinued and 
the derivative remains outstanding, the Company will carry the derivative at its fair value on the balance sheet, recognizing future changes in the fair value 
in other (income) expense, net. For the year ended May 31, 2010, $5.2 million of income was recorded to other (income) expense, net as a result of cash 


flow hedge ineffectiveness. For the years ended 2009 and 2008, the Company recorded in other (income) expense an immaterial amount of ineffectiveness 
from cash flow hedges. 


Fair Value Hedges 


The Company is also exposed to the risk of changes in the fair value of certain fixed—rate debt attributable to changes in interest rates. Derivatives 
currently used by the Company to hedge this risk are receive—fixed, pay—variable interest rate swaps. As of May 31, 2010, all interest rate swap agreements 
are designated as fair value hedges of the related long-term debt and meet the shortcut method requirements under the accounting standards for derivatives 
and hedging. Accordingly, changes in the fair values of the interest rate swap agreements are exactly offset by changes in the fair value of the underlying 
long-term debt. The cash flows associated with the Company’s fair value hedges are periodic interest payments while the swaps are outstanding, which are 
reflected in net income within the cash provided by operations component of the cash flow statement. No ineffectiveness has been recorded to net income 
related to interest rate swaps designated as fair value hedges for the years ended May 31, 2010, 2009 and 2008. 


In fiscal 2003, the Company entered into a receive—floating, pay—fixed interest rate swap agreement related to a Japanese Yen denominated 
intercompany loan with one of the Company’s Japanese subsidiaries. This interest rate swap was not designated as a hedge under the accounting standards 
for derivatives and hedging. Accordingly, changes in the fair value of the swap were recorded to net income each period through maturity as a component of 
interest expense (income), net. Both the intercompany loan and the related interest rate swap matured during the year ended May 31, 2009. 


Net Investment Hedges 


The Company also hedges the risk of variability in foreign—currency—denominated net investments in wholly-owned international operations. All 
changes in fair value of the derivatives designated as net investment hedges, except ineffective portions, are reported in the cumulative translation 
adjustment component of other comprehensive income along with the foreign currency translation adjustments on those investments. The Company 
classifies the cash flows at settlement of its net investment hedges within the cash used by investing component of the cash flow statement. The Company 
assesses hedge effectiveness based on changes in forward rates. The Company recorded no ineffectiveness from its net investment hedges for the years 
ended May 31, 2010, 2009, and 2008. 


Credit Risk 


The Company is exposed to credit—related losses in the event of non—performance by counterparties to hedging instruments. The counterparties to all 
derivative transactions are major financial institutions with investment grade credit ratings. However, this does not eliminate the Company’s exposure to 
credit risk with 
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these institutions. This credit risk is limited to the unrealized gains in such contracts should any of these counterparties fail to perform as contracted. To 
manage this risk, the Company has established strict counterparty credit guidelines that are continually monitored and reported to senior management 
according to prescribed guidelines. The Company utilizes a portfolio of financial institutions either headquartered or operating in the same countries the 
Company conducts its business. As a result of the above considerations, the Company considers the impact of the risk of counterparty default to be 
immaterial. 


Certain of the Company’s derivative instruments contain credit risk related contingent features. As of May 31, 2010, the Company was in compliance 
with all such credit risk related contingent features. The aggregate fair value of derivative instruments with credit risk related contingent features that are in 
a net liability position at May 31, 2010 was $18.3 million. The Company was not required to post any collateral as a result of these contingent features. 


Note 19 — Operating Segments and Related Information 


Operating Segments. The Company’s operating segments are evidence of the structure of the Company’s internal organization. The major segments 
are defined by geographic regions for operations participating in NIKE Brand sales activity excluding NIKE Golf. Each NIKE Brand geographic segment 
operates predominantly in one industry: the design, production, marketing and selling of sports and fitness footwear, apparel, and equipment. In fiscal 2009, 
the Company initiated a reorganization of the NIKE Brand into a new model consisting of six geographies. Effective June 1, 2009, the Company’s new 
reportable operating segments for the NIKE Brand are: North America, Western Europe, Central and Eastern Europe, Greater China, Japan, and Emerging 
Markets. Previously, NIKE Brand operations were organized into the following four geographic regions: U.S., Europe, Middle East and Africa (collectively, 
“EMEA”), Asia Pacific, and Americas. 


The Company’s “Other” category is broken into two components for presentation purposes to align with the way management views the Company. 
The “Global Brand Divisions” category primarily represents NIKE Brand licensing businesses that are not part of a geographic operating segment, selling, 
general and administrative expenses that are centrally managed for the NIKE Brand and costs associated with product development and supply chain 
operations. The “Other Businesses” category primarily consists of the activities of Cole Haan, Converse Inc., Hurley International LLC, NIKE Golf and 
Umbro Ltd. Activities represented in the “Other” category are considered immaterial for individual disclosure. Prior period amounts have been reclassified 
to conform to the Company’s new operating structure described above. 


Revenues as shown below represent sales to external customers for each segment. Intercompany revenues have been eliminated and are immaterial 
for separate disclosure. 


Corporate consists of unallocated general and administrative expenses, which includes expenses associated with centrally managed departments, 
depreciation and amortization related to the Company’s headquarters, unallocated insurance and benefit programs, including stock—based compensation, 
certain foreign currency gains and losses, including hedge gains and losses, certain corporate eliminations and other items. 


Effective June 1, 2009, the primary financial measure used by the Company to evaluate performance of individual operating segments is Earnings 
Before Interest and Taxes (commonly referred to as “EBIT”) which represents net income before interest expense (income), net and income taxes in the 
Consolidated Statements of Income. Reconciling items for EBIT represent corporate expense items that are not allocated to the operating segments for 


management reporting. Previously, the Company evaluated performance of individual operating segments based on pre-tax income or income before 
income taxes. 


88 


Appendix C Nike Annual Report 


C-37 


NIKE, INC. 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 


As part of the Company’s centrally managed foreign exchange risk management program, standard foreign currency rates are assigned to each NIKE 
Brand entity in our geographic operating segments and are used to record any non-functional currency revenues or product purchases into the entity’s 
functional currency. Geographic operating segment revenues and cost of sales reflect use of these standard rates. For all NIKE Brand operating segments, 
differences between assigned standard foreign currency rates and actual market rates are included in Corporate together with foreign currency hedge gains 
and losses generated from the centrally managed foreign exchange risk management program and other conversion gains and losses. For the years ended 


May 31, 2009 and 2008, foreign currency hedge results along with other conversion gains and losses generated by the Western Europe and Central and 
Eastern Europe geographies were recorded in their respective results. 


Additions to long-lived assets as presented in the following table represent capital expenditures. 


Accounts receivable, inventories and 


property, plant and equipment for operating segments are regularly reviewed by management and are therefore 
provided below. 


Certain prior year amounts have been reclassified to conform to fiscal 2010 presentation. 
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NIKE, INC. 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 


Year Ended May 31, 
00s 


millions, 


ee 


>ts 


Global Brand Divisions 


$18,627.0 


Ee 


— a) Se ee 


as cas gene ute esp 


Global Brand Divisions 


335:1 $ 455.7 


Total Depreciation 
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NIKE, INC. 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 


() During the year ended May 31, 2009, the Other category included a pre-tax charge of $401.3 million for the impairment of goodwill, intangible and 
other assets of Umbro, which was recorded in the third quarter of fiscal 2009. See Note 4 — Acquisition, Identifiable Intangible Assets, Goodwill and 
Umbro Impairment for more information. 

) During the year ended May 31, 2009, Corporate expense included pre-tax charges of $195.0 million for the Company’s restructuring activities, which 

were completed in the fourth quarter of fiscal 2009. See Note 16 — Restructuring Charges for more information. 


Year Ended May 31, 


2010 2009 
(In millions) 
Accounts Receivable, net 
North America $ 848.0 $ 897.7 
Western Europe 401.8 508.8 
Central and Eastern Europe 293.6 368.3 
Greater China = _ eee 2 11289 spleens 
Japan 166.8 207.2 
Emerging Markets 327.2 268.2 
Global Brand Divisions DIR 53.3 
Total NIKE Brand 2,189.1 2,425.8 
Other Businesses 442.1 Aes bil 
‘Corporate men porte! es 2 18.6 18.4 
Total Accounts Receivable, net $ 2,649.8 $ 2,883.9 
Inventories = 
North America Se O15 $ 868.8 
Western Europe 347.2 341.6 
Central and Eastern Europe 124.8 278.1 
Greater China 5 103.5 110.4 
Japan 68.3 95.7 
Emerging Markets 262.2 258.2 
Global Brand Divisions 20.6 32.4 
_ Total NIKE Brand 1,694.1 1,985.2 
Other Businesses 346.7 371.8 
Corporate j Z e = = 
Total Inventories $ 2,040.8 $ 2,357.0 
Property, Plant and Equipment, net 
North aria 3 ‘ $= 324 7 $ 354.3 
Western Europe 282.1 326.5 
Central and Eastern Europe 12.3 15.0 
Greater China 145.5 78.2 
Japan 332.6 318.5 
Emerging Markets 47.0 47.3 
Global Brand Divisions 99.6 103.1 
Total NIKE Brand 1,243.8 1,242.9 
Other Businesses 167.4 163.7 
- Corporate : ; 520.7 551.1 


Total Property, Plant and Equipment, net $ 1,931.9 Seo S ial 
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NIKE, INC. 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued) 


Revenues by Major Product Lines. Revenues to external customers for NIKE Brand products are attributable to sales of footwear, apparel and 
equipment. Other revenues to external customers primarily include external sales by Cole Haan, Converse, Exeter (whose primary business was the Starter 
brand business which was sold December 17, 2007), Hurley, NIKE Bauer Hockey (through April 16, 2008), NIKE Golf, and Umbro (beginning March 3, 
2008). 


Year Ended May 31, 
2010 2009 2008 


Revenues and Long—Lived Assets by Geographic Area. Geographical area information is similar to what was shown previously under operating 
segments with the exception of the Other activity, which has been allocated to the geographical areas based on the location where the sales originated. 
Revenues derived in the United States were $7,913.9 million, $8,019.8 million and $7,938.5 million, for the years ended May 31, 2010, 2009 and 2008, 
respectively. The Company’s largest concentrations of long-lived assets primarily consist of the Company’s world headquarters and distribution facilities in 
the United States and distribution facilities in Japan and Belgium. Long-lived assets attributable to operations in the United States, which are comprised of 
net property, plant & equipment, were $1,070.1 million, $1,142.6 million and $1,109.9 million at May 31, 2010, 2009 and 2008, respectively. Long—lived 
assets attributable to operations in Japan were $335.6 million, $322.3 million and $303.8 million at May 31, 2010, 2009 and 2008, respectively. Long—lived 
assets attributable to operations in Belgium were $163.7 million, $191.0 million and $219.1 million at May 31, 2010, 2009 and 2008, respectively. 


Major Customers. Revenues derived from Foot Locker, Inc. represented 8% of the Company’s consolidated revenues for the year ended May 31 . 
2010 and 9% for the years ended May 31, 2009 and 2008. Sales to this customer are included in all segments of the Company. 
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International Financial Reporting 


Standards (IFRS) 


The Need for Global Accounting Standards 


As discussed in Chapter 1, the Financial Accounting Standards Board (FASB) estab- 
lishes generally accepted accounting principles (GAAP) for public companies in the 
United States. Of course, there is a world beyond the borders of the United States. In 
recent years, the removal of trade barriers and the growth in cross-border equity and 
debt issuances have led to a dramatic increase in international commerce. As a result, 
companies are often reporting financial results to users outside of the United States. 

Historically, accounting standards have varied considerably across countries. These 
variances have been driven by cultural, legal, and political differences, and resulted 
in financial statements that were not easily comparable and difficult to interpret. 
These differences caused problems for companies in Europe and Asia, where local 
economies have become increasingly tied to international commerce. 

During the last decade, however, a common set of International Financial Report- 
ing Standards (IFRS) has emerged to reduce cross-country differences in accounting 
standards, primarily in countries outside of North America. While much of the world 
has migrated to IFRS, the United States has not. Because of the size of the United 
States and its significant role in world commerce, however, U.S. GAAP still has a global 
impact. As a result, there are currently two major accounting standard-setting efforts 
in the world, U.S. GAAP and IFRS. These two sets of accounting standards add cost 
and complexity for companies doing business and obtaining financing internationally. 


Overview of IFRS 


International Financial Reporting Standards (IFRS) have emerged during the last 
10 years to meet the financial reporting needs of an increasingly global business 
environment. 


What Is IFRS? International Financial Reporting Standards are a set of global 
accounting standards developed by an international standard-setting body called the 
International Accounting Standards Board (IASB). Like the Financial Accounting Stan- 
dards Board (FASB), the IASB is an independent entity that establishes accounting 
rules. Unlike the FASB, the IASB does not establish accounting rules for any specific 
country. Rather, it develops accounting rules that can be used by a variety of countries, 
with the goal of developing a single set of global accounting standards. 


Who Uses IFRS? IFRS applies to companies that issue publicly traded debt or 
equity securities, called public companies, in countries that have adopted IFRS as 
their accounting standards. Since 2005, all 27 countries in the European Union (EU) 
have been required to prepare financial statements using IFRS. In addition, over 
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100 other countries have adopted or are planning to adopt IFRS for public compa- 
nies (see Exhibit 1). Canada will adopt IFRS by 2011, with Mexico following in 2012. 
Japan will consider mandatory use of IFRS in 2012. In addition, the G20 (Group of 
20) leadership has called for uniform global accounting standards by June 2011. 


NEA See OM ee Naa Seah ae Real nel 
Sere 


IFRS Adopters 


Anguilla 
Australia 
Belgium 
Bulgaria 
Cyprus 
Ecuador 
Georgia 
Greece 
Honduras 
Jamaica 
Kuwait 
Lesotho 
Mauritius 
Mozambique 
Nepal 
Panama 
Qatar 

Sierra Leone 
Swaziland 
Trinidad and Tobago 
United Arab Emirates 
Zimbabwe 


Antigua and Barbuda 
Bahamas 

Bosnia and Herzegovina 
Chile 

Czech Republic 
Egypt 

Ghana 

Guatemala 

Hong Kong 

Jordan 

Kyrgyzstan 
Macedonia 

Mongolia 

Myanmar 

New Zealand 

Papua New Guinea 
St. Kitts and Nevis 
South Africa 
Switzerland 

Turkey 

Virgin Islands (British) 


PSO ee - 
ANTARCTICA 


Armenia 
Bahrain 
Botswana 
Costa Rica 
Denmark 

El Salvador 
Gibraltar 
Guyana 

lraq 
Kazakhstan 
Laos 
Malawi 
Montenegro 
Namibia 
Nicaragua 
Paraguay 
Saudi Arabia 
Sri Lanka 
Tajikistan 
Uganda 


West Bank/Gaza 


Austria 

Barbados 

Brazil 

Croatia (Hrvatska) 
Dominican Republic 
Fiji 

Grenada 

Haiti 

Israel 

Kenya 

Lebanon 

Maldives 

Morocco 
Netherlands Antilles 
Oman 

Peru 

Serbia (Republic of) 
Suriname 

Tanzania 

Ukraine 

Zambia 


Source: http://www.iasplus.com/country/useias.htm. 


U.S. GAAP and IFRS: The Road Forward 


The United States has not formally adopted IFRS for U.S. companies. The wide acceptance 
being gained by IFRS around the world, however, has placed considerable pressure on 
the United States to align U.S. GAAP with IFRS. There are two possible paths that the 
United States could take to achieve this: (1) adoption of IFRS by the U.S. Securities and 


Exchange Commission and (2) convergence of U.S. GAAP and IFRS. These two options 
are briefly discussed below. 


Adoption of IFRS by the SEC The U.S. Securities and Exchange Commission (SEC) 
is the U.S. governmental agency that has authority over the accounting and financial 
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disclosures for U.S. public companies. Only the SEC has the authority to adopt IFRS 
for U.S. public companies. In 2008, the SEC presented a “roadmap” to adopting IFRS, 
which outlined a timetable along with a set of “milestones” that needed to be met be- 
fore the SEC would be willing to adopt IFRS. In 2010, the SEC reiterated the milestones 
outlined in the roadmap. According to the work plan, the SEC plans on deciding 
whether to incorporate IFRS into U.S. GAAP for public companies by 2011. If adopted, 
companies could begin reporting under IFRS as early as 2015. 

If the SEC adopts IFRS for U.S. GAAP, it has stated the FASB would retain a 
“critical and substantive role in achieving the goal of global accounting standards.” 
This suggests that the FASB will not necessarily be eliminated. More likely, the FASB 
would provide input to the IASB so that U.S. accounting perspectives are considered. 


Convergence of U.S. GAAP and IFRS If the SEC does not adopt IFRS, an alternative 
approach would be for the FASB and IASB to converge U.S. GAAP and IFRS. This would in- 
volve aligning IFRS and U.S. GAAP one topic at a time, slowly merging IFRS and U.S. GAAP 
into two broadly uniform sets of accounting standards. To this end, the FASB and IASB 
have agreed to work together on a number of difficult and high-profile accounting issues. 
These issues frame a large portion of the disagreement between the two sets of standards 
and, if accomplished, will significantly reduce the differences between U.S. GAAP and IFRS. 
The projects selected for the convergence effort represent some of the more technical top- 
ics in accounting, and are covered in intermediate and advanced accounting courses. The 
FASB and IASB have set mid-2011 as the deadline for establishing final standards. 

One of the major limitations of convergence is that both the FASB and IASB 
continue to operate as the accounting standard-setting bodies for their respective 
jurisdictions. As such, convergence would not result in a single set of global account- 
ing standards. Only those standards that go through the joint FASB-IASB standard- 
setting process would be released as uniform. Standards that do not go through a 
joint standard-setting process may create inconsistencies between U.S. GAAP and 
IFRS. Thus, convergence does not guarantee complete uniformity between U.S. GAAP 
and IFRS. A brief summary of the major U.S. decisions related to IFRS are outlined 
in the table below. 


The Road to IFRS 
2002 IASB and FASB jointly agree to work toward making IFRS and U.S. GAAP compatible. 
2005 EU adopts IFRS for all companies engaged in international markets. 


SEC and European Commission jointly agree to work toward a “Roadmap for Convergence. ” 


2007 SEC allows foreign (non-U.S.) companies to use IFRS financial statements to meet U.S. filing 
requirements. 

2008 SEC issues proposed “Roadmap” with timeline and key milestones for adopting IFRS. 

2010 SEC reiterates milestones in the proposed “Roadmap. ” 

2011 Target date for FASB and IASB convergence on major standard-setting projects. 


Target date for SEC's tentative decision regarding IFRS adoption. 
2015 Earliest date the SEC would require IFRS for U.S. public companies. 


Differences Between U.S. GAAP and IFRS 


U.S. GAAP and IFRS differ both in their approach to standard setting, as well as their 
financial statement presentation and recording of transactions. 


Rules-Based vs. Principles Approach to Standard Setting U.S. GAAP is con- 
sidered to be a “rules-based” approach to accounting standard setting. The accounting 
standards provide detailed and specific rules on the accounting for business trans- 
actions. There are few exceptions or varying interpretations of the accounting for a 
business event. This structure is consistent with the U.S. legal and regulatory system, 
reflecting the social and economic values of the United States. 
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In contrast, IFRS is designed to meet the needs of many countries. Differences in 
legal, political, and economic systems create different needs for and uses of financial 
information in different countries. For example, Germany needs a financial report- 
ing system that reflects the central role of banks in its financial system, while the 
Netherlands needs a financial reporting system that reflects the significant role of 
outside equity in its financial system. 

To accommodate economic, legal, and social diversity, IFRS must be broad enough 
to capture these differences, while still presenting comparable financial statements. 
Under IFRS, there is greater opportunity for different interpretations of the accounting 
treatment of a business event across different business entities. To support this, IFRS 
often has more extensive disclosures that support alternative assumptions. Thus, IFRS 
provides more latitude for professional judgment than typically found in comparable 
U.S. GAAP. Many countries find this feature attractive in reducing regulatory costs 
associated with using and auditing financial reports. This “principles-based” approach 
presents one of the most significant challenges to adopting IFRS in the United States. 


Technical Differences Between IFRS and U.S. GAAP Although U.S. GAAP is 
similar to IFRS, differences arise in the presentation format, balance sheet valuations, 
and technical accounting procedures. The Mornin’ Joe International financial state- 
ments presented on pages 714-718 highlight the financial statement format, presen- 
tation, and recording differences between U.S. GAAP and IFRS. In addition, the 
International Connection boxes in Chapters 1, 4, 7, 10, 13, and 16 discuss some of the 
significant differences between U.S. GAAP and IFRS. A more comprehensive summary 
of the key differences between U.S. GAAP and IFRS that are relevant to an introduc- 
tory accounting course is summarized in the table on the following pages. 


I] bd a ! % oe ow 5 
ee ee BRR RR RO Ll RI ERR  R REPRER INS Ae 


1. Briefly discuss why global accounting 5. Briefly discuss the difference between 
standards are needed in today’s business (a) a “rules-based” approach to account- 


environment. 


. What are International Financial 


Reporting Standards? Who uses these 
accounting standards? 


. What body is responsible for set- 


ting International Financial Reporting 
Standards? 


. Briefly discuss the differences be- 


tween (a) convergence of U.S. GAAP 
with IFRS and (b) adoption of IFRS 
by the U.S. Securities and Exchange 
Commission. 


ing standard setting and (b) a “prin- 
ciples-based” approach to accounting 
standard setting. 


. How is property, plant, and equipment 


measured on the balance sheet under 
IFRS? How does this differ from the way 
property, plant, and equipment is mea- 
sured on the balance sheet under U.S. 
GAAP? 


. What inventory costing methods are al- 


lowed under IFRS? How does this differ 
from the treatment under U.S. GAAP? 
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absorption costing The reporting of the costs of 
manufactured products, normally direct materi- 
als, direct labor, and factory overhead, as product 
costs. (989) 

accelerated depreciation method A depreciation 
method that provides for a higher depreciation 
amount in the first year of the asset’s use, fol- 
lowed by a gradually declining amount of depre- 
ciation. (453) 

account An accounting form that is used to record 
the increases and decreases in each financial 
statement item. (50) 

account form The form of balance sheet that resembles 
the basic format of the accounting equation, with 
assets on the left side and Liabilities and Owner’s 
Equity sections on the right side. (18, 262) 

account payable The liability created by a purchase 
on account. (11) 

account receivable A claim against the customer 
created by selling merchandise or services on 
credit. (12, 64, 400) 

accounting An information system that provides re- 
ports to stakeholders about the economic activi- 
ties and condition of a business. (3) 

accounting cycle The process that begins with ana- 
lyzing and journalizing transactions and ends 
with the post-closing trial balance. (164) 

accounting equation Assets = Liabilities + Owner's 
Equity. (9) 

accounting period concept The accounting concept 
that assumes that the economic life of the busi- 
ness can be divided into time periods. (104) 

accounting system The methods and procedures 
used by a business to collect, classify, summarize, 
and report financial data for use by management 
and external users. (212) 

accounts payable subsidiary ledger The subsidiary 
ledger containing the individual accounts with 
suppliers (creditors). (213) 

accounts receivable analysis A company’s ability to 
collect its accounts receivable. (789) 

accounts receivable subsidiary ledger The sub- 
sidiary ledger containing the individual accounts 
with customers. (213) 

accounts receivable turnover The relationship be- 
tween net sales and accounts receivable, com- 
puted by dividing the net sales by the average 
net accounts receivable; measures how frequently 
during the year the accounts receivable are being 
converted to cash. (415, 789) 

accrual basis of accounting Under this basis of ac- 
counting, revenues and expenses are reported in 


the income statement in the period in which they 
are earned or incurred. (104) 

accrued expenses Expenses that have been incurred 
but not recorded in the accounts. (108) 

accrued revenues Revenues that have been earned 
but not recorded in the accounts. (107) 

accumulated depreciation The contra asset account 
credited when recording the depreciation of a 
fixed asset. (117) 

accumulated other comprehensive income The cu- 
mulative effects of other comprehensive income 
items reported separately in the Stockholders’ Eq- 
uity section of the balance sheet. (685) 

activities The types of work, or actions, involved in 
a manufacturing process or service activity. (1176) 

activity base (driver) A measure of activity that is 
related to changes in cost. Used in analyzing and 
classifying cost behavior. Activity bases are also 
used in the denominator in calculating the pre- 
determined factory overhead rate to assign over- 
head costs to cost objects. (880, 966, 1177) 

activity rate The estimated activity cost divided by 
estimated activity-base usage. (1177). 

activity-based costing (ABC) A cost allocation 
method that identifies activities causing the in- 
currence of costs and allocates these costs to 
products (or other cost objects), based on activity 
drivers (bases). (881, 1176) 

adjusted trial balance The trial balance prepared after 
all the adjusting entries have been posted. (123) 

adjusting entries The journal entries that bring the 
accounts up to date at the end of the accounting 
period. (105) 

adjusting process An analysis and updating of the 
accounts when financial statements are prepared. 
(105) 

administrative expenses (general expenses) Ex- 
penses incurred in the administration or general 
operations of the business. (261) 

aging the receivables The process of analyzing the 
accounts receivable and classifying them accord- 
ing to various age groupings, with the due date 
being the base point for determining age. (407) 

Allowance for Doubtful Accounts The contra asset 
account for accounts receivable. (403) 

allowance method The method of accounting for 
uncollectible accounts that provides an expense 
for uncollectible receivables in advance of their 
write-off. (401) 

amortization The periodic transfer of the cost of an 
intangible asset to expense. (460) 

annuity A series of equal cash flows at fixed inter- 
vals. (1215) 
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assets The resources owned by a business. (9, 52) 

available-for-sale securities Securities that manage- 
ment expects to sell in the future but which are 
not actively traded for profit. (677) 

average inventory cost flow method The method 
of inventory costing that is based on the assump- 
tion that costs should be charged against revenue 
by using the weighted average unit cost of the 
items sold. (318) 

average rate of return A method of evaluating capi- 
tal investment proposals that focuses on the ex- 
pected profitability of the investment. (1211) 


Bad Debt Expense The operating expense incurred 
because of the failure to collect receivables. (401) 

balance of the account The amount of the differ- 
ence between the debits and the credits that have 
been entered into an account. (51) 

balance sheet A list of the assets, liabilities, and 
owner’s equity as of a specific date, usually at the 
close of the last day of a month or a year. (15) 

balanced scorecard A performance evaluation ap- 
proach that incorporates multiple performance 
dimensions by combining financial and nonfinan- 
cial measures. (1127) 

bank reconciliation The analysis that details the 
items responsible for the difference between the 
cash balance reported in the bank statement and 
the balance of the cash account in the ledger. 
(371) 

bank statement A summary of all transactions 
mailed to the depositor or made available online 
by the bank each month. (368) 

bond A form of an interest-bearing note used by cor- 
porations to borrow on a long-term basis. (624) 

bond indenture The contract between a corporation 
issuing bonds and the bondholders. (626) 

book value The cost of a fixed asset minus accumu- 
lated depreciation on the asset. (453) 

book value of the asset (or net book value) The 
difference between the cost of a fixed asset and 
its accumulated depreciation. (118) 

boot The amount a buyer owes a seller when a fixed 
asset is traded in on a similar asset. (466) 

break-even point The level of business operations at 
which revenues and expired costs are equal. (975) 

budget An accounting device used to plan and con- 
trol resources of operational departments and di- 
visions. (1016) 

budget performance report A report comparing ac- 
tual results with budget figures. (1071) 

budgetary slack Excess resources set within a bud- 
get to provide for uncertain events. (1018) 

budgeted variable factory overhead The standard 
variable overhead for the actual units produced. 
(1080) 

business An organization in which basic resources 
(inputs), such as materials and labor, are assem- 
bled and processed to provide goods or services 
(outputs) to customers. (2) 

business combination A business making an_ in- 
vestment in another business by acquiring a 
controlling share, often greater than 50%, of the 
outstanding voting stock of another corporation 
by paying cash or exchanging stock. (674) 

business entity concept A concept of accounting 
that limits the economic data in the accounting 


system to data related directly to the activities of 
the business. (7) 

business transaction An economic event or condition 
that directly changes an entity’s financial condition 
or directly affects its results of operations. (9) 
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capital account An account used for a proprietor- 
ship that represents the owner’s equity. (52) 

capital expenditures The costs of acquiring fixed 
assets, adding to a fixed asset, improving a fixed 
asset, or extending a fixed asset’s useful life. (447) 

capital expenditures budget The budget summariz- 
ing future plans for acquiring plant facilities and 
equipment. (1035) 

capital investment analysis The process by which 
management plans, evaluates, and controls long- 
term capital investments involving property, 
plant, and equipment. (1210) 

capital leases Leases that include one or more pro- 
visions that result in treating the leased assets as 
purchased assets in the accounts. (448) 

capital rationing The process by which manage- 
ment plans, evaluates, and controls long-term 
capital investments involving fixed assets. (1226) 

carrying amount The balance of the bonds payable 
account (face amount of the bonds) less any un- 
amortized discount or plus any unamortized pre- 
mium. (633) 

cash Coins, currency (paper money), checks, money 
orders, and money on deposit that is available 
for unrestricted withdrawal from banks and other 
financial institutions. (365) 

cash basis of accounting Under this basis of ac- 
counting, revenues and expenses are reported in 
the income statement in the period in which cash 
is received or paid. (104) 

cash budget A budget of estimated cash receipts and 
payments. (1032) 

cash dividend A cash distribution of earnings by a 
corporation to its shareholders. (591) 

cash equivalents Highly liquid investments that are 
usually reported with cash on the balance sheet. 
(376) 

cash flow per share Normally computed as cash 
flow from operations per share. (727) 

cash flows from financing activities The section 
of the statement of cash flows that reports cash 
flows from transactions affecting the equity and 
debt of the business. (725) 

cash flows from investing activities The section 
of the statement of cash flows that reports cash 
flows from transactions affecting investments in 
noncurrent assets. (724) 

cash flows from operating activities The section 
of the statement of cash flows that reports the 
cash transactions affecting the determination of 
net income. (724) 

cash payback period The expected period of time 
that will elapse between the date of a capital ex- 
penditure and the complete recovery in cash (or 
equivalent) of the amount invested. (1212) 

cash payments journal The special journal in which 
all cash payments are recorded. (223) 

cash receipts journal The special journal in which 
all cash receipts are recorded. (218) 

cash short and over account An account which has 
recorded errors in cash sales or errors in making 


change causing the amount of actual cash on hand 
to differ from the beginning amount of cash plus 
the cash sales for the day. (366) 

Certified Public Accountant (CPA) Public accoun- 
tants who have met a state’s education, experi- 
ence, and examination requirements. (6) 

chart of accounts A list of the accounts in the led- 
ger. (52) 

clearing account Another name for the income sum- 
mary account because it has the effect of clearing 
the revenue and expense accounts of their bal- 
ances. (159) 

closing entries The entries that transfer the balances 
of the revenue, expense, and drawing accounts to 
the owner’s capital account. (158) 

closing process The transfer process of converting 
temporary account balances to zero by transfer- 
ring the revenue and expense account balances 
to Income Summary, transferring the income 
summary account balance to the owner’s capital 
account, and transferring the owner’s drawing ac- 
count to the owner’s capital account. (158) 

closing the books The process of transferring tem- 
porary accounts balances to permanent accounts 
at the end of the accounting period. (158) 

common stock The stock outstanding when a cor- 
poration has issued only one class of stock. (585) 

common-sized statement A financial statement in 
which all items are expressed only in relative 
terms. (785) 

compensating balance A requirement by some 
banks requiring depositors to maintain minimum 
cash balances in their bank accounts. (377) 

comprehensive income All changes in stockholders’ 
equity during a period, except those resulting from 
dividends and stockholders’ investments. (684) 

consigned inventory Merchandise that is shipped 
by manufacturers to retailers who act as the man- 
ufacturer’s selling agent. (331) 

consignee The name for the retailer in a consigned 
inventory arrangement. (331) 

consignor The name for the manufacturer in a con- 
signed inventory arrangement. (331) 

consolidated financial statements Financial state- 
ments resulting from combining parent and sub- 
sidiary statements. (674) 

contingent liabilities Liabilities that may arise from 
past transactions if certain events occur in the fu- 
ture. (507) 

continuous budgeting A method of budgeting that 
provides for maintaining a 12-month projection 
into the future. (1018) 

continuous process improvement A management 
approach that is part of the overall total quality 
management philosophy. The approach requires 
all employees to constantly improve processes 
of which they are a part or for which they have 
managerial responsibility. (841) 

contra account (or contra asset account) An ac- 
count offset against another account. (117) 

contract rate The periodic interest to be paid on the 
bonds that is identified in the bond indenture; 
expressed as a percentage of the face amount of 
the bond. (627) 

contribution margin Sales less variable costs and vari- 
able selling and administrative expenses. (973) 

contribution margin ratio The percentage of each 
sales dollar that is available to cover the fixed 
costs and provide an operating income. (973) 
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control environment The overall attitude of man- 
agement and employees about the importance of 
controls. (361) 

controllable expenses Costs that can be influenced 
by the decisions of a manager. (1118) 

controllable revenues Revenues earned by the 
profit center. (1118) 

controllable variance The difference between the 
actual amount of variable factory overhead cost 
incurred and the amount of variable factory 
overhead budgeted for the standard product. 
(1079) 

controller The chief management accountant of a 
division or other segment of a business. (840) 

controlling A phase in the management process that 
consists of monitoring the operating results of im- 
plemented plans and comparing the actual results 
with the expected results. (841) 

controlling account The account in the general led- 
ger that summarizes the balances of the accounts 
in a subsidiary ledger. (213) 

conversion costs The combination of direct labor 
and factory overhead costs. (846) 

copyright An exclusive right to publish and sell a 
literary, artistic, or musical composition. (461) 

corporation A business organized under state or 
federal statutes as a separate legal entity. (8) 

correcting journal entry An entry that is prepared 
when an error has already been journalized and 
posted. (72) 

cost A payment of cash (or a commitment to pay 
cash in the future) for the purpose of generating 
revenues. (843) 

cost accounting system A branch of managerial 
accounting concerned with accumulating manu- 
facturing costs for financial reporting and decision- 
making purposes. (874) 

cost allocation The process of assigning indirect 
cost to a cost object, such as a job. (880) 

cost behavior The manner in which a cost changes 
in relation to its activity base (driver). (966) 

cost center A decentralized unit in which the de- 
partment or division manager has responsibil- 
ity for the control of costs incurred and the 
authority to make decisions that affect these 
costs. (1116) 

cost concept A concept of accounting that deter- 
mines the amount initially entered into the ac- 
counting records for purchases. (8) 

cost method A method of accounting for equity in- 
vestments representing less than 20% of the out- 
standing shares of the investee. The purchase is 
at original cost, and any gains or losses upon sale 
are recognized by the difference between the sale 
proceeds and the original cost. (671) 

cost object The object or segment of operations to 
which costs are related for management’s use, 
such as a product or department. (843) 

cost of finished goods available The beginning fin- 
ished goods inventory added to the cost of goods 
manufactured during the period. (850) 

cost of goods manufactured The total cost of mak- 
ing and finishing a product. (850) 

cost of goods sold The cost of finished goods avail- 
able for sale minus the ending finished goods in- 
ventory. (850) 

cost of goods sold budget A budget of the esti- 
mated direct materials, direct labor, and factory 
overhead consumed by sold products. (1030) 
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cost of merchandise sold The cost that is reported 
as an expense when merchandise is sold. (258, 
849) 

cost of production report A report prepared period- 
ically by a processing department, summarizing 
(1) the units for which the department is account- 
able and the disposition of those units and (2) 
the costs incurred by the department and the al- 
location of those costs between completed and 
incomplete production. (918) 

cost per equivalent unit The rate used to allocate 
costs between completed and partially completed 
production. (925) 

cost price approach An approach to transfer pricing 
that uses cost as the basis for setting the transfer 
price. (1132) 

cost variance The difference between actual cost 
and the flexible budget at actual volumes. (1071) 

cost-volume-profit analysis The systematic exami- 
nation of the relationships among selling prices, 
volume of sales and production, costs, expenses, 
and profits. (972) 

cost-volume-profit chart A chart used to assist 
management in understanding the relationships 
among costs, expenses, sales, and operating 
profit or loss. (981) 

credit memorandum (credit memo) A form used 
by a seller to inform the buyer of the amount the 
seller proposes to credit to the account receivable 
due from the buyer. (267) 

credit period The amount of time the buyer is al- 
lowed in which to pay the seller. (266) 

credit terms Terms for payment on account by the 
buyer to the seller. (266) 

credits Amounts entered on the right side of an ac- 
count. (51) 

cumulative preferred stock Stock that has a right to 
receive regular dividends that were not declared 
(paid) in prior years. (586) 

currency exchange rate The rate at which currency 
in another country can be exchanged for local 
currency. (1225) 

current assets Cash and other assets that are ex- 
pected to be converted to cash or sold or used 
up, usually within one year or less, through the 
normal operations of the business. (157) 

current liabilities Liabilities that will be due within 
a short time (usually one year or less) and that 
are to be paid out of current assets. (157) 

current position analysis A company’s ability to 
pay its current liabilities. (509, 786) 

current ratio A financial ratio that is computed by 
dividing current assets by current liabilities. (180, 
787) 

currently attainable standards Standards that rep- 
resent levels of operation that can be attained 
with reasonable effort. (1069) 


debit memorandum (debit memo) A form used by 
a buyer to inform the seller of the amount the 
buyer proposes to debit to the account payable 
due the seller. (271) 

debits Amounts entered on the left side of an ac- 
count. (51) 

debt securities Notes and bond investments that 
provide interest revenue over a fixed maturity. 


(667) 


decision making A component inherent in the other 
management processes of planning, directing, 
controlling, and improving. (841) 

deficiency The debit balance in the owner’s equity 
account of a partner. (556) 

deficit A debit balance in the retained earnings ac- 
count. (585) 

defined benefit plan A pension plan that promises 
employees a fixed annual pension benefit at re- 
tirement, based on years of service and compen- 
sation levels. (505) 

defined contribution plan A pension plan that re- 
quires a fixed amount of money to be invested 
on the employee’s behalf during the employee’s 
working years. (505) 

depletion The process of transferring the cost of 
natural resources to an expense account. (459) 

depreciate To lose usefulness as all fixed assets ex- 
cept land do. (117) 

depreciation The systematic periodic transfer of the 
cost of a fixed asset to an expense account during 
its expected useful life. (117, 449) 

depreciation expense The portion of the cost of a 
fixed asset that is recorded as an expense, each 
year of its useful life. (117) 

differential analysis The area of accounting con- 
cerned with the effect of alternative courses of 
action on revenues and costs. (1158) 

differential cost The amount of increase or decrease 
in cost expected from a particular course of ac- 
tion compared with an alternative. (1159) 

differential income (or loss) The difference be- 
tween the differential revenue and the differential 
costs. (1159) 

differential revenue The amount of increase or 
decrease in revenue expected from a particular 
course of action as compared with an alternative. 
(1159) 

direct costs Costs that can be traced directly to a 
cost object. (843) 

direct labor cost The wages of factory workers who 
are directly involved in converting materials into 
a finished product. (845) 

direct labor cost budget Budget that estimates di- 
rect labor hours and related costs needed to sup- 
port budgeted production. (1028) 

direct labor rate variance The cost associated with 
the difference between the standard rate and the 
actual rate paid for direct labor used in producing 
a commodity. (1076) 

direct labor time variance The cost associated with 
the difference between the standard hours and 
the actual hours of direct labor spent producing 
a commodity. (1077) 

direct materials cost The cost of materials that are 
an integral part of the finished product. (844) 

direct materials price variance The cost associated 
with the difference between the standard price 
and the actual price of direct materials used in 
producing a commodity. (1074) 

direct materials purchases budget A budget that 
uses the production budget as a starting point to 
budget materials purchases. (1026) 

direct materials quantity variance The cost asso- 
ciated with the difference between the standard 
quantity and the actual quantity of direct materi- 
als used in producing a commodity. (1074) 

direct method A method of reporting the cash flows 
from operating activities as the difference be- 


tween the operating cash receipts and the operat- 
ing cash payments. (725) 

direct write-off method The method of account- 
ing for uncollectible accounts that recognizes the 
expense only when accounts are judged to be 
worthless. (401) 

directing The process by which managers, given 
their assigned level of responsibilities, run day- 
to-day operations. (841) 

discount The interest deducted from the maturity 
value of a note or the excess of the face amount 
of bonds over their issue price. (588, 627) 

dishonored note receivable A note that the maker 
fails to pay on the due date. (413) 

dividend yield A ratio, computed by dividing the an- 
nual dividends paid per share of common stock 
by the market price per share at a specific date, 
that indicates the rate of return to stockholders in 
terms of cash dividend distributions. (683, 800) 

dividends Distribution of a corporation’s earnings to 
stockholders. (584) 

dividends per share Measures the extent to which 
earnings are being distributed to common share- 
holders. (799) 

double-declining-balance method A method of de- 
preciation that provides periodic depreciation ex- 
pense based on the declining book value of a 
fixed asset over its estimated life. (453) 

double-entry accounting system A system of ac- 
counting for recording transactions, based on re- 
cording increases and decreases in accounts so 
that debits equal credits. (53) 

drawing The account used to record amounts with- 
drawn by an owner of a proprietorship. (52) 

DuPont formula An expanded expression of return 
on investment determined by multiplying the 
profit margin by the investment turnover. (1123) 


earnings The amount by which revenues exceed ex- 
penses. (15) 

earnings per common share (EPS) Net income per 
share of common stock outstanding during a pe- 
riod. (601, 627) 

earnings per share (EPS) on common stock The 
profitability ratio of net income available to com- 
mon shareholders to the number of common 
shares outstanding. (625, 798) 

e-commerce The use of the Internet for performing 
business transactions. (229) 

effective interest rate method The method of amor- 
tizing discounts and premiums that provides for a 
constant rate of interest on the carrying amount 
of the bonds at the beginning of each period; 
often called simply the “interest method.” (630) 

effective rate of interest The market rate of interest 
at the time bonds are issued. (627) 

electronic funds transfer (EFT) A system in which 
computers rather than paper (money, checks, 
etc.) are used to effect cash transactions. (367) 

elements of internal control The control environ- 
ment, risk assessment, control activities, informa- 
tion and communication, and monitoring. (360) 

employee fraud The intentional act of deceiving an 
employer for personal gain. (360) 

employee’s earnings record A detailed record of 
each employee’s earnings. (500) 
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engineering change order The document that initi- 
ates changing a product or process. (1176) 

equity method A method of accounting for an in- 
vestment in common stock by which the invest- 
ment account is adjusted for the investor’s share 
of periodic net income and cash dividends of the 
investee. (672) 

equity securities The common and preferred stock 
of a firm. (667) 

equivalent units of production The number of pro- 
duction units that could have been completed 
within a given accounting period, given the re- 
sources consumed. (921) 

ethics Moral principles that guide the conduct of in- 
dividuals. (4) 

expenses Assets used up or services consumed in 
the process of generating revenues. (12, 53) 

extraordinary item An event or transaction that is un- 
usual in nature and infrequent in occurrence. (806) 


EF 


face amount The principal of a bond, or the amount 
that must be repaid on the date the bond ma- 
tures. (627) 

factory burden Another term for manufacturing 
overhead or factory overhead. (845) 

factory overhead cost All of the costs of producing 
a product except for direct materials and direct 
labor. (845) 

factory overhead cost budget Budget that estimates 
the cost for each item of factory overhead needed 
to support budgeted production. (1029) 

factory overhead cost variance report Reports bud- 
geted and actual costs for variable and fixed fac- 
tory overhead along with the related controllable 
and volume variances. (1083) 

fair value The price that would be received for sell- 
ing an asset or paying off a liability, often the 
market price for an equity or debt security. (675) 

favorable cost variance A variance that occurs when 
the actual cost is less than standard cost. (1071) 

feedback Measures provided to operational employ- 
ees or managers on the performance of subunits of 
the organization. These measures are used by em- 
ployees to adjust a process or a behavior to achieve 
goals. See management by exception. (841) 

fees earned Revenue from providing services. (12) 

FICA tax Federal Insurance Contributions Act tax 
used to finance federal programs for old-age and 
disability benefits (social security) and health in- 
surance for the aged (Medicare). (494) 

financial accounting The branch of accounting that 
is concerned with recording transactions using 
generally accepted accounting principles (GAAP) 
for a business or other economic unit and with a 
periodic preparation of various statements from 
such records. (3, 839) 

Financial Accounting Standards Board (FASB) The 
authoritative body that has the primary responsi- 
bility for developing accounting principles. (7) 

financial statements Financial reports that summa- 
rize the effects of events on a business. (15) 

finished goods inventory The direct materials costs, 
direct labor costs, and factory overhead costs of 
finished products that have not been sold. (848) 

finished goods ledger The subsidiary ledger that 
contains the individual accounts for each kind of 
commodity or product produced. (885) 


G-6 Glossary 


first-in, first-out (FIFO) inventory cost flow 
method The method of inventory costing based 
on the assumption that the costs of merchandise 
sold should be charged against revenue in the or- 
der in which the costs were incurred. (318, 920) 

fiscal year The annual accounting period adopted by 
a business. (178) 

fixed asset turnover ratio The number of dollars of 
sales that are generated from each dollar of average 
fixed assets during the year, computed by dividing 
the net sales by the average net fixed assets. (464) 

fixed assets (or plant assets) Long-term or rela- 
tively permanent tangible assets such as equip- 
ment, machinery, and buildings that are used in 
the normal business operations and that depreci- 
ate over time. (116, 157, 444) 

fixed costs Costs that tend to remain the same in 
amount, regardless of variations in the level of 
activity. (968) 

flexible budget A budget that adjusts for varying 
rates of activity. (1020) 

FOB (free on board) destination Freight terms in 
which the seller pays the transportation costs from 
the shipping point to the final destination. (273) 

FOB (free on board) shipping point Freight terms in 
which the buyer pays the transportation costs from 
the shipping point to the final destination. (273) 

free cash flow The amount of operating cash flow 
remaining after replacing current productive ca- 
pacity and maintaining current dividends. (744) 

fringe benefits Benefits provided to employees in 
addition to wages and salaries. (504) 


G 


general journal The two-column form used for entries 
that do not “fit” in any of the special journals. (214) 

general ledger The primary ledger, when used in 
conjunction with subsidiary ledgers, that contains 
all of the balance sheet and income statement ac- 
counts. (213) 

general-purpose financial statements A type of 
financial accounting report that is distributed to 
external users. The term “general purpose” refers 
to the wide range of decision-making needs that 
the reports are designed to serve. (4) 

generally accepted accounting principles (GAAP) 
Generally accepted guidelines for the preparation 
of financial statements. (6) 

goal conflict A condition that occurs when individ- 
ual objectives conflict with organizational objec- 
tives. (1018) 

goodwill An intangible asset that is created from 
such favorable factors as location, product qual- 
ity, reputation, and managerial skill. (461) 

gross pay The total earnings of an employee for a 
payroll period. (492) 

gross profit Sales minus the cost of merchandise 
sold. (258) 

gross profit method A method of estimating inven- 
tory cost that is based on the relationship of gross 
profit to sales. (337) 


held-to-maturity securities Investments in bonds or 
other debt securities that management intends to 
hold to their maturity. (679) 


high-low method A technique that uses the highest 
and lowest total costs as a basis for estimating the 
variable cost per unit and the fixed cost compo- 
nent of a mixed cost. (969) 

horizontal analysis Financial analysis that compares 
an item in a current statement with the same item 
in prior statements. (73, 780) 


ideal standards Standards that can be achieved only 
under perfect operating conditions, such as no idle 
time, no machine breakdowns, and no materials 
spoilage; also called theoretical standards. (1069) 

in arrears Cumulative preferred stock dividends that 
have not been paid in prior years are said to be 
in arrears. (586) 

income from operations (operating income) Reve- 
nues less operating expenses and service department 
charges for a profit or an investment center. (261) 

income statement A summary of the revenue and 
expenses for a specific period of time, such as a 
month or a year. (15) 

Income Summary An account to which the revenue 
and expense account balances are transferred at 
the end of a period. (159) 

indirect costs Costs that cannot be traced directly to 
a cost object. (843) 

indirect method A method of reporting the cash 
flows from operating activities as the net income 
from operations adjusted for all deferrals of past 
cash receipts and payments and all accruals of ex- 
pected future cash receipts and payments. (726) 

inflation A period when prices in general are rising and 
the purchasing power of money is declining. (1225) 

installment note A debt that requires the borrower 
to make equal periodic payments to the lender 
for the term of the note. (634) 

intangible assets Long-term assets that are useful 
in the operations of a business, are not held for 
sale, and are without physical qualities. (460) 

interest revenue Money received for interest. (12) 

internal controls The policies and procedures used 
to safeguard assets, ensure accurate business in- 
formation, and ensure compliance with laws and 
regulations. (213, 358) 

internal rate of return (IRR) method A method of 
analysis of proposed capital investments that uses 
present value concepts to compute the rate of re- 
turn from the net cash flows expected from the 
investment. (1219) 

International Accounting Standards Board (ASB) 
An organization that issues International Financial 
Reporting Standards for many countries outside 
the United States. (7) 

inventory analysis A company’s ability to manage 
its inventory effectively. (790) 

inventory shrinkage (inventory shortage) The 
amount by which the merchandise for sale, as 
indicated by the balance of the merchandise in- 
ventory account, is larger than the total amount 
of merchandise counted during the physical in- 
ventory. (278) 

inventory turnover The relationship between the 
volume of goods sold and inventory, computed 
by dividing the cost of goods sold by the average 
inventory. (334, 791) 

investee The company whose stock is purchased by 
the investor. (670) 


investment center A decentralized unit in which the 
manager has the responsibility and authority to 
make decisions that affect not only costs and rev- 
enues but also the fixed assets available to the 
center. (1122) 

investment turnover A component of the rate of 
return on investment, computed as the ratio of 
sales to invested assets. (1123) 

investments The balance sheet caption used to re- 
port long-term investments in stocks not intended 
as a source of cash in the normal operations of 
the business. (667) 

investor The company investing in another compa- 
ny’s stock. (670) 

invoice The bill that the seller sends to the buyer. 
(215, 266) 


job cost sheet An account in the work in process 
subsidiary ledger in which the costs charged to a 
particular job order are recorded. (877) 

job order cost system A type of cost accounting 
system that provides for a separate record of the 
cost of each particular quantity of product that 
passes through the factory. (874) 

journal The initial record in which the effects of a 
transaction are recorded. (55) 

journal entry The form of recording a transaction in 
a journal. (56) 

journalizing The process of recording a transaction 
in the journal. (56) 

just-in-time (JIT) processing A processing approach 
that focuses on eliminating time, cost, and poor 
quality within manufacturing and nonmanufactur- 
ing processes. (935) 


L 


last-in, first-out (LIFO) inventory cost flow method 
A method of inventory costing based on the as- 
sumption that the most recent merchandise in- 
ventory costs should be charged against revenue. 
(318) 

ledger A group of accounts for a business. (52) 

liabilities The rights of creditors that represent debts 
of the business. (9, 52) 

limited liability company (LLC) A business form con- 
sisting of one or more persons or entities filing an 
operating agreement with a state to conduct busi- 
ness with limited liability to the owners, yet treated 
as a partnership for tax purposes. (8, 540) 

line department A unit that is directly involved in 
the basic objectives of an organization. (840) 

liquidation The winding-up process when a partner- 
ship goes out of business. (551) 

liquidity The ability to convert assets into cash. (179) 

long-term liabilities Liabilities that usually will not 
be due for more than one year. (157) 

lower-of-cost-or-market (LCM) method A method 
of valuing inventory that reports the inventory at 
the lower of its cost or current market value (re- 
placement cost). (328) 


management (or managerial) accounting The 
branch of accounting that uses both historical 
and estimated data in providing information that 
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management uses in conducting daily operations, 
in planning future operations, and in developing 
overall business strategies. (3, 839) 

management by exception The philosophy of man- 
aging which involves monitoring the operating 
results of implemented plans and comparing the 
expected results with the actual results. This feed- 
back allows management to isolate significant 
variations for further investigation and possible 
remedial action. (841) 

management process The five basic management 
functions of (1) planning, (2) directing, (3) con- 
trolling, (4) improving, and (5) decision making. 
(840) 

Management’s Discussion and Analysis (MD&A) 
An annual report disclosure that provides man- 
agement’s analysis of the results of operations 
and financial condition. (801) 

manufacturing business A type of business that 
changes basic inputs into products that are sold 
to individual customers. (2) 

manufacturing cells A grouping of processes where 
employees are cross-trained to perform more 
than one function. (936) 

manufacturing overhead Costs, other than direct 
materials and direct labor costs, that are incurred 
in the manufacturing process. (845) 

margin of safety Indicates the possible decrease in 
sales that may occur before an operating loss re- 
sults. (988) 

market price approach An approach to transfer 
pricing that uses the price at which the product 
or service transferred could be sold to outside 
buyers as the transfer price. (1129) 

market rate of interest The rate determined from 
sales and purchases of similar bonds. (627) 

master budget The comprehensive budget plan 
linking all the individual budgets related to sales, 
cost of goods sold, operating expenses, projects, 
capital expenditures, and cash. (1023) 

matching concept (or matching principle) A con- 
cept of accounting in which expenses are matched 
with the revenue generated during a period by 
those expenses. (15, 104) 

materials inventory The cost of materials that have 
not yet entered into the manufacturing process. 
(848) 

materials ledger The subsidiary ledger containing 
the individual accounts for each type of material. 
(875) 

materials requisition The form or electronic trans- 
mission used by a manufacturing department to 
authorize materials issuances from the storeroom. 
(877) 

maturity value The amount that is due at the matu- 
rity or due date of a note. (412) 

merchandise available for sale The cost of merchan- 
dise available for sale to customers calculated by 
adding the beginning merchandise inventory to 
net purchases. (255, 849) 

merchandise inventory Merchandise on hand 
(not sold) at the end of an accounting period. 
(258) 

merchandising business A type of business that 
purchases products from other businesses and 
sells them to customers. (2) 

mixed cost A cost with both variable and fixed char- 
acteristics, sometimes called a semivariable or 


semifixed cost. (969) 
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mortgage notes An installment note that may be se- 
cured by a pledge of the borrower’s assets. (634) 

multiple-step income statement A form of income 
statement that contains several sections, subsec- 
tions, and subtotals. (259) 


natural business year A fiscal year that ends when 
business activities have reached the lowest point 
in an annual operating cycle. (179) 

negotiated price approach An approach to trans- 
fer pricing that allows managers of decentralized 
units to agree (negotiate) among themselves as to 
the transfer price. (1130) 

net income or net profit The amount by which rev- 
enues exceed expenses. (15) 

net loss The amount by which expenses exceed rev- 
enues. (15) 

net pay Gross pay less payroll deductions; the 
amount the employer is obligated to pay the em- 
ployee. (492) 

net present value method A method of analysis of 
proposed capital investments that focuses on the 
present value of the cash flows expected from the 
investments. (1216) 

net realizable value The estimated selling price of 
an item of inventory less any direct costs of dis- 
posal, such as sales commissions. (330, 403) 

net sales Revenue received for merchandise sold to 
customers less any sales returns and allowances 
and sales discounts. (261) 

nonfinancial performance measure A performance 
measure expressed in units rather than dollars. (1088) 

normal balance of an account The normal balance 
of an account can be either a debit or a credit 
depending on whether increases in the account 
are recorded as debits or credits. (54) 

notes receivable A customer’s written promise to 
pay an amount and possibly interest at an agreed- 
upon rate. (157, 400) 

number of days’ sales in inventory The relation- 
ship between the volume of sales and inventory, 
computed by dividing the inventory at the end of 
the year by the average daily cost of goods sold. 
(335,791) 

number of days’ sales in receivables The relationship 
between sales and accounts receivable, computed 
by dividing the net accounts receivable at the end 
of the year by the average daily sales. (416, 790) 

number of times interest charges are earned A 
ratio that measures creditor margin of safety for 
interest payments, calculated as income before 
interest and taxes divided by interest expense. 


(638, 793) 
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objectives (goals) Developed in the planning stage, 
these reflect the direction and desired outcomes 
of certain courses of action. (841) 

objectivity concept A concept of accounting that re- 
quires accounting records and the data reported 
in financial statements to be based on objective 
evidence. (8) 

operating leases Leases that do not meet the criteria 
for capital leases and thus are accounted for as 
operating expenses. (448) 

operating leverage A measure of the relative mix of 
a business’s variable costs and fixed costs, com- 


puted as contribution margin divided by operat- 
ing income. (986) 

operational planning The development of short- 
term plans to achieve goals identified in a busi- 
ness’s strategic plan. Sometimes called tactical 
planning. (841) 

opportunity cost The amount of income forgone 
from an alternative to a proposed use of cash or 
its equivalent. (1166) 

other comprehensive income Specified items that 
are reported separately from net income, includ- 
ing foreign currency items, pension liability ad- 
justments, and unrealized gains and losses on 
investments. (684) 

other expense Expenses that cannot be traced di- 
rectly to operations. (262) 

other income Revenue from sources other than the 
primary operating activity of a business. (262) 

outstanding stock The stock in the hands of stock- 
holders. (585) 

overapplied factory overhead The amount of fac- 
tory overhead applied in excess of the actual 
factory overhead costs incurred for production 
during a period. (882) : 

owner’s equity The owner’s right to the assets of 
the business. (9, 52) 


P 


paid-in capital Capital contributed to a corporation 
by the stockholders and others. (584) 

par The monetary amount printed on a stock certifi- 
cate. (585) 

parent company The corporation owning all or a 
majority of the voting stock of the other corpora- 
tion. (674) 

partnership An unincorporated business form con- 
sisting of two or more persons conducting busi- 
ness as co-owners for profit. (7, 539) 

partnership agreement The formal written contract 
creating a partnership. (539) 

patents Exclusive rights to produce and sell goods 
with one or more unique features. (460) 

payroll The total amount paid to employees for a 
certain period. (491) 

payroll register A multicolumn report used to as- 
semble and summarize payroll data at the end of 
each payroll period. (498) 

pension A cash payment to retired employees. (505) 

period costs Those costs that are used up in generat- 
ing revenue during the current period and that are 
not involved in manufacturing a product, such as 
selling, general, and administratvie expenses. (846) 

periodic inventory system The inventory system 
in which the inventory records do not show the 
amount available for sale or sold during the pe- 
riod. (261) 

perpetual inventory system The inventory system 
in which each purchase and sale of merchandise 
is recorded in an inventory account. (261) 

petty cash fund A special cash fund to pay relatively 
small amounts. (375) 

physical inventory A detailed listing of merchandise 
on hand. (317) 

planning A phase of the management process 
whereby objectives are outlined and courses of 
action determined. (841) 

posting The process of transferring the debits and 


credits from the journal entries to the accounts. 
(59) 


predetermined factory overhead rate The rate used 
to apply factory overhead costs to the goods man- 
ufactured. The rate is determined by dividing the 
budgeted overhead cost by the estimated activity 
usage at the beginning of the fiscal period. (880) 

preferred stock A class of stock with preferential 
rights over common stock. (586) 

premium The excess of the issue price of a stock 
over its par value or the excess of the issue price 
of bonds over their face amount. (588, 627) 

prepaid expenses Items such as supplies that will 
be used in the business in the future. (11, 105) 

present value concept Cash to be received (or paid) in 
the future is not the equivalent of the same amount 
of money received at an earlier date. (1214) 

present value index An index computed by dividing 
the total present value of the net cash flow to be 
received from a proposed capital investment by 
the amount to be invested. (1218) 

present value of an annuity The sum of the pres- 
ent values of a series of equal cash flows to be 
received at fixed intervals. (1215) 

price-earnings (P/E) ratio The ratio of the market 
price per share of common stock, at a specific 
date, to the annual earnings per share. (799) 

prime costs The combination of direct materials and 
direct labor costs. (846) 

prior period adjustments Corrections of material er- 
rors related to a prior period or periods, excluded 
from the determination of net income. (598) 

private accounting The field of accounting whereby 
accountants are employed by a business firm or a 
not-for-profit organization. (3) 

process A sequence of activities linked together for 
performing a particular task. (1088) 

process cost system A type of cost system that accu- 
mulates costs for each of the various departments 
within a manufacturing facility. (874, 914) 

process manufacturers Manufacturers that use large 
machines to process a continuous flow of raw 
materials through various stages of completion 
into a finished state. (914) 

product cost concept A concept used in applying the 
cost-plus approach to product pricing in which only 
the costs of manufacturing the product, termed the 
product cost, are included in the cost amount to 
which the markup is added. (1171) 

product costs The three components of manufactur- 
ing cost: direct materials, direct labor, and factory 
overhead costs. (846) 

production bottleneck A condition that occurs 
when product demand exceeds production capac- 
ity. (1173) 

production budget A budget of estimated unit pro- 
duction. (1025) 

profit The difference between the amounts received 
from customers for goods or services provided 
and the amounts paid for the inputs used to pro- 
vide the goods or services. (2) 

profit center A decentralized unit in which the man- 
ager has the responsibility and the authority to 
make decisions that affect both costs and reve- 
nues (and thus profits). (1118) 

profit margin A component of the rate of return on 
investment, computed as the ratio of income from 
operations to sales. (1123) 

profit-volume chart A chart used to assist manage- 
ment in understanding the relationship between 
profit and volume. (982) 

profitability The ability of a firm to earn income. (786) 
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Jeti eae A business owned by one individual. 
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public accounting The field of accounting where ac- 
countants and their staff provide services on a fee 
basis. (6) 

public companies Companies that issue publicly 
traded debt or equity securities. (D-1) 

purchase order The purchase order authorizes the 
purchase of the inventory from an approved ven- 
dor. (316) 

purchases discounts Discounts taken by the buyer 
for early payment of an invoice. (270) 

purchases journal The journal in which all items 
purchased on account are recorded. (220) 

purchases returns and allowances From the buy- 
er’s perspective, returned merchandise or an ad- 
justment for defective merchandise. (271) 


Q 


quick assets Cash and other current assets that can 
be quickly converted to cash, such as marketable 
securities and receivables. (510, 788) 

quick ratio A financial ratio that measures the ability to 
pay current liabilities with quick assets (cash, mar- 
ketable securities, accounts receivable). (510, 788) 


rate earned on common stockholders’ equity A 
measure of profitability computed by dividing net 
income, reduced by preferred dividend require- 
ments, by common stockholders’ equity. (797) 

rate earned on stockholders’ equity A measure of 
profitability computed by dividing net income by 
total stockholders’ equity. (796) 

rate earned on total assets A measure of the profit- 
ability of assets, without regard to the equity of 
creditors and stockholders in the assets. (795) 

rate of return on investment (ROI A measure of 
managerial efficiency in the use of investments 
in assets, computed as income from operations 
divided by invested assets. (1123) 

ratio of cash to monthly cash expenses Ratio that 
helps assess how long a company can continue 
to operate without additional financing or gener- 
ating positive cash flows from operations. (377) 

ratio of fixed assets to long-term liabilities A le- 
verage ratio that measures the margin of safety 
of long-term creditors, calculated as the net fixed 
assets divided by the long-term liabilities. (792) 

ratio of liabilities to stockholders’ equity A com- 
prehensive leverage ratio that measures the rela- 
tionship of the claims of creditors to stockholders’ 
equity. (21, 792) 

ratio of net sales to assets Ratio that measures how 
effectively a company uses its assets, computed as 
net sales divided by average total assets. (280, 794) 

real (permanent) accounts Term for balance sheet 
accounts because they are relatively permanent 
and carried forward from year to year. (158) 

realization The sale of assets when a partnership is 
being liquidated. (551) 

receivables All money claims against other entities, 
including people, business firms, and other orga- 
nizations. (400) 

receiving report The form or electronic transmission 
used by the receiving personnel to indicate that ma- 
terials have been received and inspected. (316, 877) 
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relevant range The range of activity over which 
changes in cost are of interest to management. (966) 

rent revenue Money received for rent. (12) 

report form The form of balance sheet with the Li- 
abilities and Owner’s Equity sections presented 
below the Assets section. (263) 

residual income The excess of divisional income 
from operations over a “minimum” acceptable in- 
come from operations. (1126) 

residual value The estimated value of a fixed asset 
at the end of its useful life. (449) 

responsibility accounting The process of measuring 
and reporting operating data by areas of respon- 
sibility. (1115) 

responsibility center An organizational unit for 
which a manager is assigned responsibility over 
costs, revenues, or assets. (1017) 

restrictions Amounts of retained earnings that have 
been limited for use as dividends. (598) 

retail inventory method A method of estimating in- 
ventory cost that is based on the relationship of 
gross profit to sales. (336) 

retained earnings Net income retained in a corpora- 
tion. (584) 

retained earnings statement A summary of the changes 
in the retained earnings in a corporation for a spe- 
cific period of time, such as a month or a year. (597) 

revenue expenditures Costs that benefit only the 
current period or costs incurred for normal main- 
tenance and repairs of fixed assets. (447) 

revenue journal The journal in which all sales and 
services on account are recorded. (215) 

revenue per employee A measure of the efficiency 
of the business in generating revenues. (559) 

revenue recognition concept The accounting con- 
cept that supports reporting revenues when the 
services are provided to customers. (104) 

revenues Increases in owner's equity as a result of 
selling services or products to customers. (11, 52) 

rules of debit and credit In the double-entry ac- 
counting system, specific rules for recording deb- 
its and credits based on the type of account. (53) 


sales The total amount charged customers for mer- 
chandise sold, including cash sales and sales on 
account. (12, 260) 

sales budget One of the major elements of the in- 
come statement budget that indicates the quantity 
of estimated sales and the expected unit selling 
price. (1024) 

sales discounts From the seller’s perspective, dis- 
counts that a seller may offer the buyer for early 
payment. (260) 

sales mix The relative distribution of sales among 
the various products available for sale. (985) 

sales returns and allowances From the seller’s per- 
spective, returned merchandise or an adjustment 
for defective merchandise. (260) 

Sarbanes-Oxley Act of 2002 An act passed by Con- 
gress to restore public confidence and trust in the 
financial statements of companies. (358) 

Securities and Exchange Commission (SEC) An 
agency of the U.S. government that has authority 
over the accounting and financial disclosures for 
companies whose shares of ownership (stock) are 
traded and sold to the public. (7) 

selling expenses Expenses that are incurred directly 
in the selling of merchandise. (261) 


service business A business providing services 
rather than products to customers. (2) 

service department charges The costs of services 
provided by an internal service department and 
transferred to a responsibility center. (1118) 

setup An overhead activity that consists of chang- 
ing tooling in machines in preparation for mak- 
ing a new product. (1176) 

single-step income statement A form of income 
statement in which the total of all expenses is 
deducted from the total of all revenues. (262) 

slide An error in which the entire number is moved 
one or more spaces to the right or the left, such 
as writing $542.00 as $54.20 or $5,420.00. (70) 

solvency The ability of a firm to pay its debts as they 
come due. (179, 786) 

special journals Journals designed to be used for 
recording a single type of transaction. (213) 

special-purpose fund A cash fund used for a special 
business need. (376) 

specific identification inventory cost flow method 
Inventory method in which the unit sold is identi- 
fied with a specific purchase. (318) 

staff department A unit that provides services, as- 
sistance, and advice to the departments with line 
or other staff responsibilities. (840) 

standard cost A detailed estimate of what a product 
should cost. (1068) 

standard cost systems Accounting systems that 
use standards for each element of manufac- 
turing cost entering into the finished product. 
(1068) 

standards Peformance goals, often relating to how 
much a product should cost. (1068) 

statement of cash flows A summary of the cash re- 
ceipts and cash payments for a specific period of 
time, such as a month or a year. (15, 724) 

statement of cost of goods manufactured The income 
statement of manufacturing companies. (850) 

statement of members’ equity A summary of the 
changes in each member’s equity in a limited li- 
ability corporation that have occurred during a 
specific period of time. (558) 

statement of owner’s equity A summary of the 
changes in owner’s equity that have occurred dur- 
ing a specific period of time, such as a month or 
a year. (15) 

statement of partnership equity A summary of the 
changes in each partner’s capital in a partnership 
that have occurred during a specific period of 
time. (558) 

statement of partnership liquidation A summary 
of the liquidation process whereby cash is dis- 
tributed to the partners based on the balances in 
their capital accounts. (553) 

statement of stockholders’ equity A summary of 
the changes in the stockholders’ equity in a cor- 
poration that have occurred during a specific pe- 
riod of time. (599) 

static budget A budget that does not adjust to 
changes in activity levels. (1019) 

stock Shares of ownership of a corporation. (582) 

stock dividend A distribution of shares of stock to 
its stockholders. (593) 

stock split A reduction in the par or stated value of 
a common stock and the issuance of a propor- 
tionate number of additional shares. (600) 

stockholders The owners of a corporation. (582) 

stockholders’ equity The owners’ equity in a cor- 
poration. (584) 


straight-line method A method of depreciation that 
provides for equal periodic depreciation expense 
over the estimated life of a fixed asset. (450) 

strategic planning The development of a long-range 
course of action to achieve business goals. (841) 

strategies The means by which business goals and 
objectives will be achieved. (841) 

subsidiary company The corporation that is con- 
trolled by a parent company. (674) 

subsidiary inventory ledger The subsidiary ledger 
containing individual accounts for items of inven- 
tory. (317) 

subsidiary ledger A ledger containing individual ac- 
counts with a common characteristic. (213) 

sunk cost A cost that is not affected by subsequent 
decisions. (1161) 


T 


T account The simplest form of an account. (50) 

target costing The target cost is determined by subtract- 
ing a desired profit from a market method determined 
price. The resulting target cost is used to motivate 
cost improvements in design and manufacture. (1173) 

temporary (nominal) accounts Accounts that report 
amounts for only one period. (158) 

theory of constraints (TOC) A manufacturing strat- 
egy that attempts to remove the influence of bot- 
tlenecks (constraints) on a process. (1173) 

time tickets The form on which the amount of time 
spent by each employee and the labor cost in- 
curred for each individual job, or for factory over- 
head, are recorded. (878) 

time value of money concept The concept that an 
amount of money invested today will earn in- 
come. (1210) 

total cost concept A concept used in applying the cost- 
plus approach to product pricing in which all the 
costs of manufacturing the product plus the sell- 
ing and administrative expenses are included in the 
cost amount to which the markup is added. (1180) 

total manufacturing cost variance The difference 
between total standard costs and total actual costs 
for units produced. (1072) 

trade discounts Discounts from the list prices in 
published catalogs or special discounts offered to 
certain classes of buyers. (277) 

trade-in allowance The amount a seller allows a 
buyer for a fixed asset that is traded in for a simi- 
lar asset. (466) 

trademark A name, term, or symbol used to identify 
a business and its products. (461) 

trading securities Securities that management in- 
tends to actively trade for profit. (675) 

transfer price The price charged one decentralized 
unit by another for the goods or services pro- 
vided. (1128) 

transposition An error in which the order of the 
digits is changed, such as writing $542 as $452 
or $524. (70) 

treasury stock Stock that a corporation has once is- 
sued and then reacquires. (594) 

trial balance A summary listing of the titles and bal- 
ances of accounts in the ledger. (69) 


U 


unadjusted trial balance A summary listing of the 
titles and balances of accounts in the ledger prior 
to the posting of adjusting entries. (70) 
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underapplied factory overhead The amount of actual 
factory overhead in excess of the factory overhead 
applied to production during a period. (882) 

unearned revenue The liability created by receiving 
revenue in advance. (62, 106) 

unfavorable cost variance A variance that occurs when 
the actual cost exceeds the standard cost. (1071) 

unit contribution margin The dollars available from 
each unit of sales to cover fixed costs and pro- 
vide operating profits. (974) 

unit of measure concept A concept of accounting 
requiring that economic data be recorded in dol- 
lars. (8) 

units-of-production method A method of deprecia- 
tion that provides for depreciation expense based 
on the expected productive capacity of a fixed 
asset. (451) 

unrealized gain or loss Changes in the fair value of 
equity or debt securities for a period. (675) 


V 


variable cost concept A concept used in applying the 
cost-plus approach to product pricing in which only 
the variable costs are included in the cost amount to 
which the markup is added. (1182) 

variable costing The concept that considers the cost 
of products manufactured to be composed only 
of those manufacturing costs that increase or de- 
crease as the volume of production rises or falls 
(direct materials, direct labor, and variable factory 
overhead). (972) 

variable costs Costs that vary in total dollar amount 
as the level of activity changes. (966) 

vertical analysis An analysis that compares each 
item in a current statement with a total amount 
within the same statement. (127, 783) 

volume variance The difference between the bud- 
geted fixed overhead at 100% of normal capacity 
and the standard fixed overhead for the actual 
production achieved during the period. (1081) 

voucher A special form for recording relevant data 
about a liability and the details of its payment. 
(368) 

voucher system A set of procedures for authorizing 
and recording liabilities and cash payments. (368) 


Ww 


whole units The number of units in production dur- 
ing a period, whether completed or not. (921) 

work in process inventory The direct materials 
costs, the direct labor costs, and the applied fac- 
tory overhead costs that have entered into the 
manufacturing process but are associated with 
products that have not been finished. (848) 

working capital The excess of the current assets of 
a business over its current liabilities. (179, 787) 


Y 


yield A measure of materials usage efficiency. (935) 


zero-based budgeting A concept of budgeting 
that requires all levels of management to start 
from zero and estimate budget data as if there 
had been no previous activities in their units. 


(1019) 
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subject Index 


A 


Absences, compensated, 504 
Absorption costing 

def., 989 

income statement, illus., 990 
Accelerated depreciation method, def, 

453 

Account(s) 

allowance for doubtful, 403 

analyzing, 747 

balance of the, 51 

balance sheet, 53 

bank, 368 

cash short and over, 366 

chart of, 52, illus., 53 

clearing, 159 

contra, 117, 267, 268 

contra asset, 117 

controlling, 213 

def., 50 

factory overhead, 1084 

income statement, 54 

nominal, 158 

normal balance of, 54, illus., 55 

offsetting, 267, 268 

other, 748 

permanent, 158 

posting journal entries to, 59 

real, 158 

sales on, 266 

temporary, 158 

types of requiring adjustment, 105 

using to record transactions, 50 
Account form, def., 18, 262 
Account payable 

def., 11 

See also Accounts payable 
Account receivable 

def., 12, 64 

See also Accounts receivable 
Accountants 

Certified Public Accountants 

(CPAs), 6 

management, 839 

opportunities for, 5 
Accounting, 363 

accrual basis of, 104 

as information systen’, ilus., 3 

business frauds and, illus., 4 

cash basis of, 104 

def., 3 

environmental, 842 


ethics in, role of, 4 

financial, 3, 838, 839, illus., 839 
for depreciation, 449 

for dividends, 591 

for notes receivable, 413 

in business, role of, 3 
management, 3 


managerial, 3, 838, 839, 853, illus., 


839 
nature of, 2 
payroll, 491 
private, 3, 6 
public, 6 
responsibility, 1115 
Accounting career paths and salaries, 


illus., 6 
Accounting cycle 
def., 164 
illus., 165 


Accounting equation, 9, 10 
business transactions and, 9 
def., 9 
Accounting industry, organizational 
forms in, 541 
Accounting information, flow of, 152 
Accounting period concept, def., 104 
Accounting principles. See Generally 
accepted accounting 
principles 
Accounting process, flow of data in, 
illus., 153 
Accounting rate of return, 1211 
Accounting system(s) 
basic, 212 
computerized, 226 
def., 212 
double-entry, 53 
for payroll and payroll taxes, 497 
manual, 213 
profit measurement and, 226 
Accounting treatment of contingent 
liabilities, i//us., 509 
Accounting Trends & Techniques, 594 
Accounts payable, 488 
as a percent of total current 
liabilities, i//us., 489 
control account and subsidiary 
ledger, 225 
subsidiary ledger, def., 213 
See also Account payable 
Accounts receivable 
aging of, illus., 407 
def., 400 


See also Account receivable 
Accounts receivable analysis, def, 789 
Accounts receivable control account 

and subsidiary ledger, 220 
Accounts receivable subsidiary ledger, 
def., 213 
Accounts receivable turnover, 415, 802 

def., 415, 789 
Accrual basis of accounting, def., 104 
Accruals, 109 
Accrued expenses, 115 

def., 108 

illus., 109 
Accrued revenues, 114 

def., 107 

illus., 108 
Accrued wages, illus., 115 
Accumulated depreciation, def., 117 
Accumulated other comprehensive 

income, 683 
def., 685 
ACH (Automated Clearing House), 370 
Acid-test ratio, 788 
Activities, def., 1176 
Activity base(s), def., 880, 966, 1177 
Activity costs, estimated, 1176, illus., 
1176 

Activity driver, 880, 966 

Activity rate, def., illus., 1177 

Activity-base product cost calculations, 
illus., 1178 

Activity-base usage, illus., 1177 

Activity-based costing (ABC), def., 881, 
1176 

Activity-based costing method, 1176 

illus., 1178 
Adjusted trial balance 

def., 123 

enter on the spreadsheet, 182 

illus., 126, 171 

preparing, 170 
Adjusting entries, 110 

def., 105 

for inventory shrinkage, 278 

HS c§ WE GAD 

journalizing and posting, 169 

ledger with, i//us., 122-123 
Adjusting process, 104, 278 

def., 105 

nature of, 104 

summary of, 119 

under periodic inventory system, 

285 
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Adjustment(s) 
enter on the spreadsheet, 181 
prior period, 598 
summary of, illus., 120 
types of accounts requiring, 105 
Adjustment data, assembling and 
analyzing, 169 
Administrative expenses, 846 
def., 261 
Aging of accounts receivable, illus.., 
407 
Aging the receivables, def., 407 
Agreement 
operating, 540 
partnership, 539 
Airline industry, breaking even in, 979 
Allocation base, 880 
Allocation method, 118 
Allowance account, write-offs to, 403 
Allowance for doubtful accounts, def, 
403 
Allowance method 
and direct write-off methods, 
comparing, 410, illus., 411 
def., 401 
for uncollectible accounts, 402 
Allowance percentages across 
companies, 405 
Allowance, trade-in, 466 
Alt-A loans, 677 
Alternative financing plans, effect of, 
illus., 625 
American Customer Satisfaction Index, 
592 
American Institute of CPAs (AICPA), 
5fn, 590 
Amortization 
def., 460 
effective interest rate method of, 
643 
of installment notes, illus., 635 
Amortization of discount 
by interest method, 644 
on bonds payable, illus., 644 
Amortization of premium 
by interest method, 645 
on bonds payable, illus., 645 
Amount, present value of, 1214 
Analysis 
accounts receivable, 789 
cost-volume-profit, 972, 985 
current position, 786 
differential, 1158, illus., 1159 
horizontal, 780 
incremental, 1158 
inventory, 790 
of receivables method, 407 
profitability, 794 
solvency, 786 
vertical, 783 
“what if” or sensitivity, 984 
Analytical measures 
other, 785 
summary of, 801, illus., 802 
Analytical methods, basic, 780 
Annual 10 K report, 359 
Annual payments, 634 
Annual reports, corporate, 801 
Annual Statement Studies, 786 


Annuity, 641 
def., 1215 
of $1 at compound interest, 
present value of, illus., 642 
present value of, 641, 1215 
Annuity table, partial present value of, 
illus., 1216 
Application of incorporation, 583 
Application service provider (ASP) 
software solutions, 229 
Appropriations, 598 
Articles of incorporation, 583 
Articles of organization, 540 
Articles of partnership, 539 
Asset disclosures, frequency of 
intangible, illus., 462 
Asset improvements, 447 
Asset with change in estimate, book 
value of, illus., 456 
Assets, 157 
book value of, 118 
contributing to a partnership, 546, 
547 
current, 157 
custody of, 363 
(Fi Dy SW 
financial, 675 
fixed, 116, 157, 444, 445, 446, 448, 
457, 458, 463, 466, illus., 445, 
446 
intangible, 460, 463, illus., 462 
plant, 116, 157, 444 
quick, 510, 788 
rate earned on operating, 795 
rate earned on total, 795, 802 
rate of return on, 1123 
ratio of fixed to long-term 
liabilities, 792 
ratio of net sales to, 794, 802 
revaluation of in partnership, 548 
tangible, 444 
Association of Certified Fraud 
Examiners, 360 
Assumption fudging, 1226 
Available-for-sale securities, def., 677 
Average cost method, 323, 325, 939 
determining costs under, 939 
Average inventory cost flow method, 
def., 318 
Average rate of return, def., 1211 


B2B (business-to-business), 229 
B2C (business-to-consumer), 229 
Bad debt expense, def., 401 
Balance of the account 

def., 51 

normal, 54, illus., 55 
Balance sheet, 16, 157, 262, 683 

accounts, 53 

budgeted, 1036 

budgets, 1032 

classified, 157 

columns, extend the accounts to, 

182 
comparative, illus., 781, 783 
current liabilities on, 506 


def., 15 


effect of inventory errors on 
current period’s, illus., 333 
effects, 332 
for manufacturing business, 848 
income statement and comparative, 
illus., 728-729 
merchandise inventory on, 330 
presentation of inventory 
in manufacturing and 
merchandising companies, illus., 
849 
report form of, illus., 263 
reporting receivables on, 414 
stockholders’ equity in, 595, illus., 
596 
Balanced scorecard, def., illus., 1127 
Balances, 11 
Bank accounts, 368 
Bank error in your favor, 375 
Bank reconciliation 
Gefid7 |. 
illus., 374 
Bank statement 
as control over cash, 371 = 
def., 368 
illus., 369 
records and, illus., 371 
Basic analytical methods, 780 
Basic earnings per share, 601 
Benefits other than pensions, 
postretirement, 506 
Blockbuster business strategy, 890 
Board of directors, 582 
Bond(s) 
callable, 626, 633 
characteristics and terminology, 
626 
convertible, 626 
debenture, 626 
def., 624 
General Motors, 632 
pricing of, 642 
proceeds from issuing, 627 
purchase of, 668 
sale of, 669 
serial, 626 
term, 626 
zero-coupon, 643fn 
Bond discount, amortizing, 629 
Bond indenture, def., 626 
Bond issued 
at a discount, 628 
at a premium, 630 
at face amount, 628 
Bond premium, amortizing, 631 
Bond redemption, 633 
Bonds payable, 736 
accounting for, 628 
amortization of discount on, illus., 
644 
amortization of premium on, illus. 
645 
nature of, 626 
pricing, 639 
Bonuses, 328 
chief financial officer, 801 
partner, 549, illus., 549 
Book value, 463, 673 
def., 453 


> 


Book value of the asset 
def., 118 


with change in estimate, illus., 456 


Boot, def., 466 
Borrowers, 488 
Break-even chart, 981 
Break-even point 
def., 975 
summary of effects of changes on, 
978 
Budget(s) 
balance sheet, 1032 
capital expenditures, 1035, illus., 
1036 
cash, 1032, 1034, illus., 1035 
cost of goods sold, 1030, illus., 
1030 
def., 1016 
direct labor cost, 1028, illus., 1028 
direct materials purchases, 1026, 
illus., 1027 
factory overhead cost, 1029, illus., 
1029 
factory overhead flexible, 1078 
flexible, 1020, illus., 1021 
income statement, 1024, illus., 
1024 
master, 1023 
production, 1025, illus., 1025 
sales, 1024, illus., 1025 
selling and administrative 
expenses, 1031, illus., 1031 
setting conflicting goals, 1018 
setting goals too loosely, 1018 
setting goals too tightly, 1017 
static, 1019, illus., 1019, 1021 
Budget games, 1018 
Budget performance report 
def., 1071 
illus., 1072 
Budgetary performance evaluation, 
1070 
Budgetary slack, def., 1018 
Budgeted balance sheet, 1036 
Budgeted income statement, 1032, 
illus., 1032 
Budgeted variable factory overhead, 
def., 1080 
Budgeting 
continuous, 1018, illus., 1019 
human behavior and, 1017, illus., 
1017 
nature and objectives of, 1016 
zero-based, 1019 
Budgeting systems, 1018 
computerized, 1022 
Buffett, Warren E., 601, 681 
Build strategy, 1022 
Build versus harvest, 1022 
Building, 737 
Build-to-order manufacturing process, 
848 
Business 
accept at a special price, 1168, 
illus., 1169 
accounting frauds and, illus., 4 
def., 2 
making money in the movie, 890 
nature of, 2 


role of accounting in, 3 

role of ethics in, 4 

types of, 2 

See also Manufacturing businesses; 
Merchandising businesses; 
Service businesses 


Business combination, def., 674 
Business connection 


accounting equation, 10 

accounting systems and profit 
measurement, 226 

allowance percentages across 
companies, 405 

Apple’s entrance to streaming 
music, 675 

AVATAR the most expensive 
movie ever made (and the most 
successful), 1225 

Bernie Madoff, 5 

BMW’s factory labor experiment, 
879 

boosting ROI, 1126 

breaking even in the airline 
industry, 979 

Buffett on stock splits, 601 

build versus harvest, 1022 

build-to-order, 848 

cash crunch, 732 

centralized vs. decentralized 
research and development, 1115 

choosing a fiscal year, 179 

Cisco Systems, Inc., 589 


computerized accounting systems, 64 


Delta Air Lines, 417 

depreciating animals, 455 

employee fraud, 360 

Ford Motor Company warranties, 
117 

franchising, 972 

fridge pack, 918 

General Motors bonds, 632 

General Motors pension problems, 
507 

H&R Block vs. The Home Depot, 
264 

hijacking receivable, 52 

hub-and-spoke or point-to-point, 
464 

international differences, 158 

inventory write-downs, 330 

iPad product cost, 1172 

making money in the movie 
business, 890 

making the grade in the real 
world, 1070 

Microsoft Corporation, 121, 379 

name your own price, 1169 

organizational forms in the 
accounting industry, 541 

overhead costs, 853 

Panera Bread store rate of return, 
122i 

radical improvement: just in time 
for Pulaski’s customers, 937 

rapid inventory at Costco, 334 

restaurant standards, 1075 

sales taxes, 276 

the most you will ever pay, 497 

TurboTax, 228 
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U.S. federal budget deficit, 1020 

U.S. government debt, 627 

Warren Buffett: the sage of 

Omaha, 681 

See also. International connection 
Business entity concept, def., 7 
Business transaction, def., 9 
Business transactions and the 

accounting equation, 9 

Buy or make, 1164, illus., 1164 
Bylaws, 584 


Cc 


Calendar year, 178, 494, 499 
Callable bonds, 626, 633 
Capital, 584 
contributed, 584 
legal, 585 
paid-in, 584 
working, 787, 802 
Capital account, def., 52 
Capital budgeting, 1210 
Capital crime, 447 
Capital deficiency, loss on realization, 
556 
Capital expenditures, def., 447 
Capital expenditures budget 
def., 1035 
illus., 1036 
Capital investment analysis 
def., 1210 
factors that complicate, 1222 
nature of, 1210 
Capital investment vs. lease, 1223 
Capital lease, def., 448 
Capital rationing 
decision process, illus., 1227 
def., 1226 
Carrying amount, def., 633 
Cash 
bank statement as control over, 371 
def., 305 
financial statement reporting of, 376 
investing in current operations, 666 
investing in long-term investments, 
667 
investing in temporary 
investments, 667 
Cash basis of accounting, def., 104 
Cash budget 
completing, 1034 
def., 1032 
illus., 1035 
Cash burn, 377 
Cash controls over receipts and 
payments, 365 
Cash crunch, 732 
Cash dividend, def., 591 
Cash equivalents, def., 376 
Cash flow from operations: direct and 
indirect methods, illus., 726 
Cash flow per share, def., 727 
Cash flows 
credit policy and, 735 
free, 744 
illus., 725 
reporting, 724 
See also. Statement of cash flows 
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Cash flows from financing activities, 
SS i2e/ 
def., 725 
Cash flows from investing activities, 
19, 726 
def., 724 
Cash flows from operating activities, 
18, 725 
def., 724 
direct method reporting, 743 
indirect method, illus., 731 
Cash funds, special-purpose, 375 
Cash inflow, 725 
Cash outflow, 725 
Cash paid by EFT, 368 
Cash payback method, 1212 
Cash payback period, def., 1212 
Cash payments 
control of, 368 
estimated, 1034 
for income taxes, 742 
for merchandise, 740 
for operating expenses, 741 
Cash payments journal 
def., 223 
postings and, illus., 224 
Cash receipts 
and revenue in QuickBooks, illus.., 
DOT 
by EFT, 367 
control of, 366 
estimated, 1033 
from cash sales, 366 
from customers, 740 
in the mail, 367 
Cash receipts journal 
def., 218 
postings and, illus., 218 
Cash sales, 265 
Cash short and over account, def., 
366 
Centralized operations, 1114 
Centralized vs. decentralized 
research and development, 
1115 
Certified Public Accounting (CPA), 
803 
def., 6 
Change fund, 366 
Character, failure of individual, 5 
Chart of accounts, 52 
def., 52 
expanded, illus., 110 
for a merchandising business, 264, 
illus., 265 
illus., 53 
under periodic inventory system, 
282, illus., 283 
Charter, 583 
Check, payroll, illus., 504 
Chief financial officer bonuses, 801 
Classified balance sheet, 157 
Clean opinion, 803 
Clearing account, def., 159 
Clock cards, 878 
Closing entries, 158, 279 
def., 158 
flowchart of, illus., 160 
illus., 160, 173 


journalizing and posting, 159, 172 
under periodic inventory system, 
285 
Closing process, 278 
def., 158 
illus., 159 
Closing the books, def., 158 
Collections from sales, schedule of, 
1033, illus., 1033 
Commercial paper, 377 
Commercial substance, 466 
Committee of Sponsoring 
Organizations (COSO) of the 
Treadway Commission, 359 
Common stock, 736 
def., 585 
dividends and earnings per share 
of, illus., 800 
earnings per share on, 798, 802 
Common-sized income statement, 
illus., 786 
Common-sized statement, def., 785 
Communication, information and, 364 
Companies, why they invest, 666 
Company reputation: best and worst, 
1070 
Comparative balance sheet 
horizontal analysis, il//us., 781 
income statement and, illus., 
728-729 
vertical analysis, illus., 783 
Comparative income statement 
horizontal analysis, illus., 782 
vertical analysis, illus., 784 
Comparative retained earnings 
statement, horizontal analysis, 
illus., 782 
Comparative schedule of current 
assets, horizontal analysis, 
illus., 781 
Compensated absences, 504 
Compensating balance, def., 377 
Compounding, 1214 
Comprehensive income, 683 
def., 684 
Comprehensive problems, 208, 310, 
532, 707, 1108 
Computerized accounting systems, 64, 
226 
Computerized budgeting systems, 1022 
Computerized perpetual inventory 
systems, 323 
Computers, use of in cost-volume- 
profit analysis, 984 
Concept 
accounting period, 104 
business entity, 7 
cost, 8 
matching, 15, 104 
objectivity, 8 
revenue recognition, 104 
unit of measure, 8 
Consigned inventory, def., 331 
Consignee, def., 331 
Consignor, def., 331 
Consolidated financial statements, def, 
674 
Constraint, 1173 
Contingent compensation, 890 


Contingent liabilities 
accounting treatment of, illus., 509 
def., 507 
Continue or discontinue, differential 
analysis, illus., 1162 
Continue with or replace old 
equipment, differential 
analysis, illus., 1166 
Continuous budgeting 
def., 1018 
illus., 1019 
Continuous process improvement, def, 
841 
Contra account, 267, 268 
def., 117 
Contra asset account, 460 
def., 117 
Contract rate, def., 627 
Contributed capital, 584 
Contribution margin, 990 
def., 973 
income statement, illus., 973 
Contribution margin ratio, def., 973 
Control 
human element of, 365 
internal, 358, 360 
of cash payments, 368 
of cash receipts, 366 
of inventory, 316 
over cash, bank statement as, 371 
Control procedures, 362 
Control environment, def., 361 
Controllable expenses, def., 1118 
Controllable revenues, def., 1118 
Controllable variance, def., 1079 
Controller, def., 840 
Controlling, 1017 
def., 841 
Controlling account, def., 213 
Conversion costs 
def., 846 
prime costs and, 846, illus., 846 
Conversion equivalent units, 923 
illus., 924 
Convertible bonds, 626 
Copyright, 462 
def., 461 
Corporate annual reports, 801 
Corporate form, advantages and 
disadvantages of, illus., 583 
Corporation(s), 582 
and their states of incorporation, 
examples of, il/us., 584 
characteristics of, 582 
def., 8 
financing, 624 
forming of, 583 
nature of, 582 
nonpublic, 582 
organizational structure, illus., 583 
private, 582 
public, 582 
Correcting journal entry, def., 72 
Cost(s), def., 843 
classifying, 445, illus., 445 
conversion, 846, illus., 846 
depreciable, 449 
determine units to be assigned, 
920, 940 


determining under average cost 
method, 939 
differential, 1159 
direct and indirect, 843, illus., 844 
effect of changes in unit variable, 
TT 
estimated activity, 1176, illus., 
1176 
estimating inventory, 336 
fixed, 968, 976 
flow of manufacturing, illus., 851, 
875, 888 
flow of through service business, 
illus., 890 
historical, 682 
manufacturing, 844 
manufacturing operations, 842 
mixed, 969, illus., 969 
of acquiring fixed assets, illus., 446 
opportunity, 1166 
overhead, 853 
period, 846, 886, illus., 847 
prime, 846, illus., 846 
product, 846, illus., 847 
research and development, 461 
semivariable or semifixed, 969 
standard, 1068, 1069, illus., 1071 
sunk, 1161 
variable, 966 
Cost accounting systems, def., 874 
Cost allocation, def., 880 
Cost behavior 
def., 966 
summary of concepts, 972 
Cost center(s) 
def., 1116 
illus., 1116 
responsibility accounting for, 1116 
responsibility accounting reports 
for, ilus.; 1117 
Cost concept 
def., 8 
product, 1171 
target, illus., 1173 
total, 1180 
variable, 1182 
Cost flows 
for a process manufacturer, 917, 
illus., 919 
illus., 932 
labor information and, illus., 878 
materials information and, illus., 876 
summary of, 887 
Cost graphs 
fixed, illus., 968 
variable, illus., 967 
Cost method, 594 
def., 671 
Cost object, def., 843 
Cost of employee theft, 282 
Cost of finished goods available, def., 
850 
Cost of fixed assets, 446 
Cost of goods manufactured 
def., 850 
statement of, 850 
Cost of goods sold, 781fn 
def., 850 
sales and, 886 


Cost of goods sold budget, def., illus., 
1030 
Cost of merchandise sold, 261, 781fn 
def., 258, 849 
using periodic inventory system, 
282, illus., 282 
Cost of production report, 941 
def., 918 
illus., 930, 941 
preparing, 929 
using for decision making, 933 
Cost per equivalent units, 925, 940 
def., 925 
Cost price approach, def., 1132 
Cost variance(s) 
def., 1071 
favorable, 1071 
manufacturing, 1072, illus., 1072 
total manufacturing, 1072 
unfavorable, 1071 
Cost-benefit considerations, 365 
Costing 
absorption, 989 
variable or direct, 972, 989 
Costs per available seat, 801 
Costs to transferred and partially 
completed units, allocate, 941 
Costs to units transferred out and 
partially completed units, 
allocate, 927 
Cost-volume-profit 
relationships, 972 
special relationships, 985 
Cost-volume-profit analysis 
assumptions of, 985 
def., 972 
graphic approach to, 980 
mathematical approach to, 975 
use of computers in, 984 
Cost-volume-profit chart 
def., 981 
illus., 981 
revised, illus., 982 
Coupon rate, 627 
Credit, 50fn, 488 
def., 51 
diagram of the recording and 
posting of, illus., 60 
line of, 377 
rules of, 53, illus., 55 
Credit memo 
def., 267 
illus., 268 
Credit memorandum, def., 267 
Credit period, def., 266 
Credit policy and cash flow, 735 
Credit sales, 789fn 
Credit terms 
def., 266 
illus., 268 
Creditor, 488 
Creditors ledger, 213 
Crime, capital, 447 
Cumulative preferred stock, def., 586 
Currency exchange rates, def., 1225 
Current assets 
comparative schedule of, 
horizontal analysis, illus., 781 


def., 157 
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Current liabilities, 488 
accounts payable as a percent of 
total, illus., 489 
def., 157 
on the balance sheet, 506 
Current operations, investing cash in, 
666 
Current portion of long-term debt, 489 
Current position analysis, def., 509, 
786 
Current ratio, 179, 509, 802 
def., 180, 787 
Currently attainable standards, def, 
1069 
Customer relationship management 
(CRM), 229 
Customers, cash received from, 740 
Customers ledger, 213 


Data 
assembling and analyzing 
adjustment, 169 
estimated, 839 
flow of in accounting process, 
illus., 153 
historical, 839 
Date of declaration, 591 
Date of payment, 591 
Date of record, 591 
Debenture bonds, 626 
Debit, 50fn 
def., 51 
diagram of the recording and 
posting of, illus., 60 
rules of, 53, illus., 55 
Debit memorandum, def., 271 
Debt 
current portion of long-term, 489 
U.S. government, 627 
Debt investments, accounting for, 667 
Debt securities, def., 667 
Debtors, 488 
Decentralization 
advantages of, 1114 
disadvantages of, 1115 
Decentralized operations, 1114 
advantages and disadvantages of, 
illus., 1115 
Decentralized vs. centralized research 
and development, 1115 
Decision making 
def., 841 
job order costing for, 887 
using cost of production report 
fOneoao 
Deductions 
from employee earnings, 492 
other, 494 
Deferrals, 109 
Deficiency, def., 556 
Deficit, 1020 
def., 585 
Defined benefit plan, def., 505 
Defined contribution plan, def., 505 
Depletion, def., 459 
Depreciable cost, 449 
Depreciate, def., 117 
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Depreciating animals, 455 
Depreciation 
accounting for, 449 
accumulated, 117 
def., 117, 449 
for federal income tax, 455 
functional, 449 
physical, 449 
revising estimates, 456 
Depreciation expense, 116 
def., 117 
factors in computing, 449, illus., 
450 
Depreciation methods 
comparing, 454, illus., 454 
summary of, illus., 454 
use of, illus., 450 
Differential analysis, 1158 
accept business at a special price, 
illus., 1169 
continue or discontinue, i/lus., 
1162 
continue with or replace old 
equipment, ill/us., 1166 
def., 1158 
illus., 1159 
lease or sell, illus., 1161 
make or buy, i/lus., 1164 
sell or process further, illus., 
1167 
Differential cost, def., 1159 
Differential income or loss, def., 
1159 
Differential revenue, def., 1159 
Diluted earnings per share, 799 
Direct costing, 972, 989 
Direct costs 
classifying, illus., 844 
def., 843 
Direct labor cost, 844, 916 
def., 845 
Direct labor cost budget, def., illus.., 
1028 
Direct labor rate variance, def., 1076 
Direct labor standards for 
nonmanufacturing activities, 
1078 
Direct labor time variance, def., 1077 
Direct labor variances, 1073, 1076 
relationships, 1077, illus., 1077 
reporting, 1077 
Direct materials costs, 915 
def., 844 
Direct materials equivalent units, illus., 
923 
Direct materials price variance, def., 
1074 
Direct materials purchases budget 
def., 1026 
illus., 1027 
Direct materials quantity variance, def, 
1074 
Direct materials variances, 1073 
relationships, 1074, illus., 1075 
reporting, 1075 
Direct method, 19/n 
cash flow from operations, illus., 
726 
def., 725 


reporting cash flows from 
operating activities, 743 
statement of cash flows, 739, illus., 
743-744 
Direct operating expenses, 1118 
Direct write-off method 
and allowance method, comparing, 
410, illus., 411 
def., 401 
for uncollectible accounts, 401 
Directing, 1017 
def., 841 
Directors, board of, 582 
Discontinue a segment or product, 
1162 
Discontinue or continue, differential 
analysis, illus., 1162 
Discontinued operations, 806 
Discount(s), 490 
amortization of by interest method, 
644 
bonds issued at, 628 
def., 588, 627 
on bonds payable, amortization of, 
illus., 644 
purchases, 270 
rate, 490 
sales, 260, 266 
trade, 275,277 
Discounted cash flow method, 1216 
Discounted note, 490 
Dishonored note receivable, def., 413 
Disposal of fixed assets, 457 
Dividend(s), 583, 672, 735 
accounting for, 591 
and earnings per share of common 
stock, i/lus., 800 
cash, 591 
def., 584 
liquidating, 591fn 
receipt of, 671 
recording investee, 673 
stock, 593 
Dividend revenue, 671 
Dividend yield, 802 
def., 683, 800 
Dividends per share, 802 
def., 799 
Divisional income statements, illus., 
1121, 1122 
Double taxation, 583 
Double-declining-balance method, def, 
453 
Double-entry accounting system, def., 53 
Doubtful accounts 
allowance for, 403 
expense, 401 
Drawing, def., 52 
Due date, 411 
DuPont formula, def., 1123 
Duties, rotating, 362 


Earnings 
deductions from employee, 492 
def., 15 
recording employees’, 498 
retained, 584 


Earnings per common share (EPS) 
assuming dilution, 799 
def., 601 
Earnings per share (EPS) 
def., 625 
income statement with, i/lus., 807 
reporting, 807 
Earnings per share (EPS) on common 
stock, 802 
def., 798 
Earnings record, employee’s, 500 
illus., 502-503 
E-commerce, def., 229 
Economic Union (EU), 682 
Effective interest rate method 
def., 630 
of amortization, 643 
Effective rate of interest, def., 627 
Electronic badges, 878 
Electronic funds transfers (EFT) 
cash paid by, 368 
cash received by, 367 
def., 367 
Elements of internal control 
def., 360 
illus., 361 
Employee 
fringe benefits, 504 
net pay, computing, 494 
revenue per, 559 
theft, cost of, 282 
Withholding Allowance Certificate 
(W-4), 492, illus., 492 
Employee earnings 
deductions from, 492 
liability for, 491 
recording, 498 
Employee fraud, 360 
def., 360 
tips on preventing, 363 
Employee’s earnings record 
def., 500 
illus., 502-503 
Employer’s payroll taxes, liability for, 
497 
End-of-period spreadsheet (work 
sheet), 181 
for statement of cash flows, 
indirect method, illus., 747 
illus., 169 
preparing, 169 
Engineering change order (ECO), def., 
1176 
Enterprise resource planning (ERP), 
226 
Environmental accounting, 842 
Environmentally sustainable resources 
(being green), 915 
Equity 
owner’s, 52, 157 
rate earned on common 
stockholders’, 797, 802 
rate earned on stockholders’, 796, 


802 
ratio of liabilities to stockholders’, 
792, 802 


reporting stockholders’, 595 
shareholders, 584 
statement of members’, 558 


statement of owner’s, 262 
statement of partnership, 558, 


illus., 559 
statement of stockholders’, 599, 
illus., 599 


stockholders’, 584 
Equity investments, accounting for, 
670 
Equity method, def., 672 
Equity securities, def., 667 
Equivalent units 
conversion, 923, illus., 924 
cost per, 925 
determine the cost per, 925, 940 
direct materials, illus., 923 
materials, 922 
Equivalent units of production 
compute, 921, 940 
def., 921 
Errors 
affecting the trial balance, 70 
inventory, 331 
not affecting the trial balance, 72 
Estimated data, 839 
Estimating uncollectibles, 405 
Estimation methods, comparing, 409, 
illus., 410 
Ethical conduct, guideline for, illus., 5 
Ethical indifference, culture of, 5 
Ethics 
def., 4 
role of in accounting, 4 
role of in business, 4 
European Union (EU), 714 
Exchange, gain or loss on, 466 
Ex-dividends, 591 
Expected useful life, 449 
Expenditures, revenue and capital, 447 
Expense(s), 445 
accrued, 108, 115, illus., 109 
administrative, 261, 846 
bad debt, 401 
cash payments for operating, 741 
dee, 12,455 
depreciation, 116, 117 
doubtful accounts, 401 
factors in computing depreciation, 
449 
general, 257 
interest, 742 
other, 262 
prepaid, 11, 105, 110, illus., 106 
selling, 261, 846 
uncollectible accounts, 401 
Extraordinary item, def., 806 
Extraordinary repairs, 447 


EF 


Face amount, 411 
bonds issued at, 628 
def., 627 
Factoring, 401 
Factors, 401 
in computing depreciation 
expense, 449 
that complicate capital investment 
analysis, 1222 
Factory burden, def., 845 


Factory depreciation, 880 
Factory labor, 878 
Factory labor experiment, BMW’s, 879 
Factory overhead 
allocating, 880 
applying to jobs, illus., 882 
applying to work in process, 881 
overapplied or overabsorbed, 882 
underapplied or underabsorbed, 
882 
Factory overhead account, 1084 
Factory overhead balance, disposal of, 
883 
Factory overhead cost, 879, 916 
def., 845 
Factory overhead cost budget 
def., 1029 
illus., 1029 
indicating standard factory 
overhead rate, illus., 1079 
Factory overhead cost variance report, 
def., illus., 1084 
Factory overhead flexible budget, 1078 
Factory overhead variances, 1078 
reporting, 1084 
Factory power, 880 
Fair Labor Standards Act, 492 
Fair market value, 593fn 
Fair value accounting, 682 
effect of on financial statements, 
683 
trend to, 682 
Fair value, def., 675 
Favorable cost variance, def., 1071 
Favorable fixed factory overhead 
variance, 1081 
Federal income tax, depreciation for, 
455 
Federal Insurance Contributions Act. 
See FICA 
Federal Trade Commission, 1170 
Federal unemployment compensation 
tax, See FUTA tax 
Federal Wage and Hour Law, 492 
Feedback, def., 841 
Fees earned, 258 
def., 12 
FICA, 494 
FICA tax, 497 
def., 494 
FIFO. See First-in, first-out method 
Financial accounting, def., 3, 839 
and managerial accounting, 
differences between, 838, illus., 
839 
Financial Accounting Standards Board 
(FASB), 365, 682 
def., 7 
Financial analysis and interpretation 
accounts receivable turnover 
and number of days’ sales in 
receivables, 415 
dividend yield, 683 
earnings per share, 601 
fixed asset turnover ratio, 464 
free cash flow, 744 
horizontal analysis, 73 
inventory turnover and number of 
days’ sales in inventory, 334 
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number of times interest charges 
are earned, 638 
quick ratio, 509 
ratio of cash to monthly cash 
expenses, 377 
ratio of liabilities to owner’s 
equity, 21 
ratio of net sales to assets, 280 
revenue per employee, 559 
segment analysis, 229 
vertical analysis, 127 
working capital and current ratio, 
179 
Financial assets, 675 
Financial statement(s), 154 
consolidated, 674 
def., 15 
effect of fair value accounting on, 
683 
effect of inventory errors on, 331 
for a merchandising business, 259 
for manufacturing business, 848 
for Mornin’ Joe, 711 
general-purpose, 4 
illus., 17, 155, 171=172 
international differences in, 158 
interrelationships among, 20 
preparing, 170 
product costs, period costs, and, 
illus., 847 
report on fairness of, 803 
reporting merchandise inventory 
in, 328 
reporting of cash, 376 
under periodic inventory system, 285 
Financing activities 
cash flows from, 19, 725, 727 
noncash, 727 
Finished goods, 885 
Finished goods inventory, def., 848 
Finished goods ledger, 887 
account, illus., 886 
def., 885 
First-in, first-out (FIFO) inventory cost 
flow method, def., 318 
First-in, first-out (FIFO) method, 320, 323 
def., 920 
effect of changing costs, illus., 327 
First-in, first-out flow of costs, illus., 
324 
Fiscal year, 179, 499 
def., 178 
Fixed asset turnover ratio, def., 464 
Fixed assets, 445 
as a percent of total assets, illus., 
445 
cost of, 446, illus., 446 
def., 116, 157, 444 
discarding, 457 
disposal of, 457 
exchanging similar, 466 
financial reporting for, 463 
leasing, 448 
nature of, 444 
selling, 458 
to long-term liabilities, ratio of, 
792, 802 
Fixed charge coverage ratio, 793 
Fixed cost graphs, illus., 968 
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Fixed costs 
def., 968 
effect of changes in, 976 
Fixed factory overhead variance 
favorable, 1081 
unfavorable, 1081 
Fixed factory overhead volume 
variance, 1081 
Fixed overhead volume variance, 
graph of, illus., 1082 
Flexible budgets 
def., 1020 
illus., 1021 
Flow of manufacturing costs, illus., 888 
Flowchart of closing entries, illus., 160 
FOB (free on board) destination, 331 
def., 273 
FOB (free on board) shipping point, 331 
def., 273 
Franchising, 972 
Fraud 
accounting and business, illus., 4 
Association of Certified Fraud 
Examiners, 360 
case of fraudulent price tags, 269 
employee, 360, 363 
journalizing and, 59 
online, 228 
Free cash flow, def., 744 
Free issue basis, office supplies, 112 
Freight, 272 
Freight in, 284 
Freight terms, illus., 274 
Fridge pack, 918 
Fringe benefits 
def., 504 
employees’, 504 
Frozen Delight, 933 
Functional depreciation, 449 
Fund(s) 
petty cash, 375 
sinking, 633fn 
special-purpose, 376 
Fundamental value, 803 
FUTA tax, 497 
Future value, 640 


G 


GAAP. See Generally accepted 
accounting principles 
Gain, 633 
on exchange, 466 
on realization, 552 
on sale of land, 742 
unrealized, 675 
General expenses, def., 261 
General journal, def., 214 
General ledger 
and subsidiary ledgers, illus., 214 
def., 213 
General partner, 540 
Generally accepted accounting 
principles (GAAP), 104, 360, 
401, 461, 590, 675, 682, 714, 
839 
def., 6 
General-purpose financial statements, 
def., 4 


Goal conflict, def., 1018 
Goods manufactured 
cost of, 850 
statement of cost of, 850 
Goods sold, cost of, 781fn 
Goodwill, 462 
def., 461 
Graph of fixed overhead volume 
variance, illus., 1082 
Graphic approach to cost-volume-profit 
analysis, 980 
Greed, culture of, 5 
Gross pay, def., 492 
Gross profit, 261, 990 
def., 258 
Gross profit method 
def., 337 
estimating inventory by, illus., 337 
of inventory costing, 337 
Guideline for ethical conduct, illus., 5 


Harvest strategy, 1022 
Held-to-maturity securities, def., 679 
High-low method, def., 969 
Hijacking receivable, 52 
Historical cost, 682 
Historical data, 839 
Holland Beverage Company, 934 
Horizontal analysis 
comparative balance sheet, illus., 
781 
comparative income statement, 
illus., 782 
comparative retained earnings 
statement, illus., 782 
comparative schedule of current 
assets, illus., 781 
def., 73, 780 
Hub-and-spoke or point-to-point, 464 
Human behavior and budgeting, 1017, 
illus., 1017 
Human element of controls, 365 
Hurdle rate, 1216 


Ideal standards, def., 1069 
IFRS. See International Financial 
Reporting Standards 
Illusory profits, 327 
In arrears, def. 586 
In-and-out cards, 878 
Income 
accumulated other comprehensive, 
683 
adjustments to net, 729, illus., 730 
by product, i/lus., 1162 
comprehensive, 683, 684 
differential, 1159 
net, 15 
operating, 261 
other, 262 
participation in, 539 
shifting through transfer prices, 
1133 
Income from operations, 990, 1122 
def., 261 


Income of partnership, dividing, 541, 542 
Income statement(s), 15, 154, 683 
absorption costing, illus., 990 
and comparative balance sheet, 
illus., 728-729 
budgeted, 1032, illus., 1032 
common-sized, illus., 786 
comparative, illus., 782, 784 
contribution margin, illus., 973 
def., 15 
effect of inventory errors on, illus., 
331, 332 
for a manufacturing company, 849 
illus., 889 
multiple-step, 259, illus., 260 
negotiated transfer price, illus., 1131 
no transfers between divisions, 
illus., 1129 
single-step, 262, illus., 262 
unusual items affecting the current 
period’s, 806 
unusual items affecting the prior 
period’s, 807 
unusual items on, 805, illus., 806 
variable costing, illus., 990 
variance from standards in, illus., 
1087 
with earnings per share, ill/us., 807 
with statement of costs of goods 
manufactured, (manufacturing 
company), illus., 852 
Income statement accounts, 54 
Income statement analysis, illus., 1163 
Income statement budgets, 1024 
illus., 1024 
Income statement columns, extend the 
accounts to, 182 
Income statement effects, 331 
Income Summary, def., 159 
Income tax, 492, 1222 
cash payments for, 742 
depreciation for federal, 455 
Incorporation 
application of, 583 
articles of, 583 
Incremental analysis, 1158 
Indenture 
bond, 626 
trust, 626 
Indirect costs 
classifying, illus., 844 
def., 843 
Indirect labor, 879 
Indirect materials, 879 
Indirect method, 20fn 
adjustments to net income (loss), 
illus., 730 
cash flow from operations, illus., 726 
cash flows from operating 
activities, i/lus., 731 
def., 726 
statement of cash flows, 728, 746, 
illus., 739, 747 
Inflation, def., 1225 
Information 
communication and, 364 
flow of accounting, 152 
Installment note 
amortization of, illus., 635 


def., 634 
issuing, 634 
Installments, 489 
Institute of Management Accountants, 
Sin 
Intangible asset disclosures, frequency 
of, illus., 462 
Intangible assets 
comparison of, illus., 462 
def., 460 
financial reporting for, 463 
Interest : 
in a partnership, purchasing, 546 
market or effective rate of, 627 
Interest charges, number of times 
earned, 638, 793 
Interest expense, 742 
Interest method, 630, 643 
amortization of discount by, 644 
amortization of premium by, 645 
Interest rate, 411 
Interest revenue, 668 
def., 12 
Interest timeline, illus., 669 
Internal control(s), 360 
def., 213, 358 
elements of, 360, illus., 361 
for payroll systems, 502 
limitations of, 365 
objectives of, 360 
problems, warning signs of, illus., 
364 
procedures, illus., 362 
report on, 803 
Internal Control—Integrated 
Framework, 359 
Internal rate of return (RR) method, 
def., 1219 
International Accounting Standards 
Board (IASB), 590, 682, 714 
def., 7 
International connection 
IFRS for SMEs, 590 
IFRS for statement of cash flows, 744 
International Financial Reporting 
Standards (IFRS), 7, 323, 461 
See also. Business connection 
International differences in financial 
statements, 158 
International Financial Reporting 
Standards (IFRS), 7, 323, 461, 
590, 682, 714, 744 
for SMEs, 590 
for statement of cash flows, 744 
Interpretations, 7 
Inventory 
at lower of cost or market, 
determining, illus., 329 
consigned, 331 
control of, 316 
determining by retail method, 
illus., 337 
estimating by gross profit method, 
illus., 337 
finished goods, 848 
in manufacturing and merchandising 
companies, balance sheet 
presentation of, illus., 849 
in process, 927, 928 


materials, 848 
merchandise, 258 
number of days’ sales in, 334, 335, 
791, 802 
physical, 317 
recording merchandise, 275 illus., 
275 
reporting of, 317 
safeguarding of, 316 
work in process, 848 
Inventory analysis, def., 790 
Inventory cost, estimating, 336 
Inventory cost flow assumptions, 317 
Inventory costing 
gross profit method of, 337 
retail method of, 336 
Inventory costing methods 
comparing, 326 
illus., 319 
under periodic inventory system, 
323 
under perpetual inventory system, 
320 
Inventory errors 
effect of on current period’s 
balance sheet, illus., 333 
effect of on current period’s 
income statement, i/lus., 331 
effect of on two year’s income 
statements, illus., 332 
on financial statements, effect of, 
331 
Inventory ledger, subsidiary, 317 
Inventory profits, 327 
Inventory shortage, def., 278 
Inventory shrinkage 
adjusting entry for, 278 
def., 278 
Inventory turnover, 802 
def, 334, 791 
Inventory write-downs, 330 
Investee 
def., 670 
recording dividends of, 673 
recording net income of, 672 
Investing activities 
cash flows from, 19, 724, 726 
noncash, 727 
Investment(s), 445 
accounting for debt, 667 
accounting for equity, 670 
boosting return on, 1126 
def., 667 
dividing of partnership income, 543 
investing cash in long-term, 667 
rate of return on, 1123 
shareholders’, 584 
stock, illus., 670 
valuing and reporting of, 675, 
illus., 680 
Investment center 
def., 1122 
responsibility accounting for, 
22 
Investment turnover, def., 1123 
Investor, def., 670 


Invoice 
def., 215, 266 
illus., 267 
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phony scams, 877 
vendor’s, 316, 317 
Issuance date, 411 


Job, 874 
applying factory overhead to, 
illus., 882 


Job cost sheets, 887 
and work in process controlling 
account, illus., 885 
comparing data from, illus., 889 
def., 877 
Job order cost system, 914 
and process cost systems, 
comparing, 915, illus., 916 
def., 874 
for manufacturing businesses, 874 
for professional service businesses, 
889 
Job order costing for decision making, 
887 
Job shops, 874 
Jobs, Steve, 156 
Journal(s) 
analyzing and recording 
transactions in, 166 
cash payments, 223 
def., 55 
general, 214 
purchases, 220 
revenue, 215, illus., 216 
special, 213 
Journal entries 
def., 56 
for process cost system, 930 
illus., 167-168 
posting to accounts, 59 
Journalizing, 55 
adjusting entries, 169 
closing entries, 159, 172 
def., 56 
fraud and, 59 
Just in time manufacturing principles 
for Pulaski’s customers, 937 
Just-in-time processing GIT), def., 935 
Just-in-time production line, illus., 936 


Keying 181 


L 


Labor experiment, BMW’s factory, 879 
Labor information and cost flows, 
illus., 878 
Land, 737 
gain on sale of, 742 
Last-in, first-out (LIFO) inventory cost 
flow method, def., 318 
Last-in, first-out flow of costs, illus., 325 
Last-in, first-out method, 321, 324 
effect of changing costs, illus., 327 
Lease, 448 
capital, 448 
operating, 448 
vs. capital investment, 1223 
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Lease or sell, 1160 
differential analysis, illus., 1161 
Leasing fixed assets, 448 
Least squares method, 969fn 
Ledger(s) 
accounts payable subsidiary, 213 
accounts receivable subsidiary, 213 
creditors, 213 
customers, 213 
def., 52 
finished goods, 887 
general, 213, illus., 214 
illus., 68-69, 162-163, 174-175 
materials, 887 
posting transactions to, 166 
stockholders, 588fn 
subsidiary, 213, illus., 214 
subsidiary inventory, 317 
with adjusting entries, illus., 
122-123 
Legal capital, 585 
Lender, 488 
Lessee, 448 
Lessor, 448 
Leverage, 625fn, 797 
effect of, illus., 797 
Liabilities, 157 
accounts payable as a percent of 
total current, illus., 489 
contingent, 507 
current, 157, 488 
def;, 9, 52 
limited, 540, 582 
long-term, 157, 488, 637 
ratio of fixed assets to long-term, 
792, 802 
unlimited, 539 
Liabilities to stockholders’ equity, ratio 
of, 792, 802 
Liability for employee earnings, 491 
Liability for employer’s payroll taxes, 497 
Liar’s loans, 637 
LIFO. See Last-in, first-out method 
Limitations of internal control, 365 
Limited liability, 540, 582 
Limited liability company (LLC), 538 
characteristics of, illus., 540 
def., 8, 540 
proprietorships, and partnerships, 
comparing, 540 
Limited liability partnerships (LLPs), 541 
Limited life, 539 
Limited partners, 540 
Limited partnership, 540 
Line, 840 
of credit, 377 
Line department, def., 840 
Liquidating dividend, 591fn 
Liquidating partnerships, 551 
steps in, illus., 552 
Liquidation 
def., 551 
statement of partnership, 553 
Liquidity, def., 179 
Loan loss woes, 677 
Loans, sub-prime and Alt-A, 677 
Long-term debt, current portion of, 489 
Long-term investments, investing cash 


in, 667 


Long-term liabilities, 488 
def., 157 
ratio of fixed assets to, 792, 802 
reporting, 637 
Loss, 633 
differential, 1159 
net, 15 
on exchange, 466 
unrealized, 675 
Loss on realization, 554 
capital deficiency, 556 
Lower of cost or market 
determining inventory at, illus., 329 
valuation at, 328 
Lower-of-cost-or-market (LCM) method, 
def., 328 


Madoff, Bernie, 5 
Maintenance, ordinary, 447 
Make or buy, 1164, illus., 1164 
Maker, 413 
Management accountant in the 
organization, 839 
Management accounting, def., 3 
Management by exception, def., 841 
Management process 
def., 840 
illus., 841 
managerial accounting in, 840 
Management’s Discussion and Analysis 
(MD&A), def., 801 
Management’s philosophy and 
operating style, 362 
Managerial accounting, 838 
and financial accounting, 
differences between, 838, illus., 
839 
def., 3, 839 
in management process, 840 
uses of, 853 
Manager-managed company, 540 
Mandatory vacations, 362 
Manual accounting systems, 213 
Manufacturing business 
balance sheet for, 848 
def., 2 
financial statements for, 848 
job order cost systems for, 874 
Manufacturing cells, def, 936 
Manufacturing company 
balance sheet presentation of 
inventory of, illus., 849 
income statement for, 849 
income statement with statement 
of costs of goods manufactured, 
illus., 852 
Manufacturing cost variances, 1072, 
illus., 1072 
Manufacturing costs, 844 
flow of, illus., 851, 875, 888 
schedule of payments for, 1034, 
illus., 1034 
Manufacturing margin, 990 
Manufacturing operations, 842 
illus., 843 
summary of, illus., 875 
Manufacturing overhead, def., 845 


MAP (minimum advertised price), 
1170 
Margin of safety, def., 988 
Market price approach, def., 1129 
Market rate of interest 
def., 627 
of 11%, 643 
of 12%, 643 
of 13%, 643 
Master budget, def., 1023 
Matching concept, def., 15, 104 
Matching principle, def., 104 
Materials, 875 
Materials equivalent units, 922 
Materials information and cost flows, 
illus., 876 
Materials inventory, def., 848 
Materials ledger, 887 
def., 875 
Materials requisitions, 876 
def., 877 
Mathematical approach to cost-volume- 
profit analysis, 975 
Maturity date, 411 
Maturity value, def., 412 
McHugh, Hugh, 735 
Medicare, 494 
Member-managed company, 540 
Members’ equity, statement of, 558 
Merchandise available for sale, def., 
849 
Merchandise, cash payments for, 740 
Merchandise inventory 
def., 258 
in financial statements, reporting 
of, 328 
on balance sheet, 330 
recording of, 275, illus., 275 
Merchandise sold, cost of, 258, 261, 
781fn, 849 
Merchandise transactions 
dual nature of, 277 
recording under periodic inventory 
system, 283 
Merchandising business 
balance sheet presentation of 
inventory of, illus., 849 
chart of accounts for, 264, illus., 
265 
def., 2 
financial statements for, 259 
nature of, 258 
statement of owner’s equity for, 
illus., 263 
Merchandising transactions, 264 
Mixed costs, def., illus., 969 
Modified Accelerated Cost Recovery 
System, (MACRS), 455 
Monitoring, 364 
Mortgage note, def., 634 
Mortgage note payable, 157 
Mortgage payable, 157 
Movie business, making money in, 
890 
Moving average, 323 
Multiple-step income statement 
def., 259 
illus., 260 
Mutual agency, 539 


Name you price bidding format, 1169 
Natural business year, def., 179 
Natural resources, 459 
Negotiated price approach, def., 1130 
Net book value, def., 118 
Net income, 258, 585, 672 
adjustments to, 729, illus., 730 
def., 15 
dividing of partnership income 
when allowances exceed, 544 
recording investee, 672 
Net loss, 585 
adjustments to using indirect 
method, illus., 730 
def., 15 
Net pay 
computing employee, 494 
def., 492 
Net present value analysis 
at 12%, illus., 1220 
equalized lives of proposals, illus.., 
1224 
unequal lives of proposals, illus., 
1224 
Net present value method, def., 1216 
Net profit, 15 
Net realizable value 
def., 330, 403 
valuation at, 330 
Net sales, def., 261 
Net sales to assets, ratio of, 794, 802 
Nominal accounts, def., 158 
Nontaxable entity, 540 
Noncash investing and financing 
activities, 727 
Nonfinancial performance measure, 
def., 1088 
Nonmanufacturing activities, direct 
labor standards for, 1078 
Nonpublic corporations, 582 
Nontaxable entity, 539 
No-par stock, 585, 589 
Normal balance of an account, def, 
54 
Normal balances, 54 
Normal price, total and variable cost 
concepts to setting, 1180 
Normal standards, 1069 
Note receivable, dishonored, 413 
Notes 
amortization of installment, illus., 
635 
installment, 634 
mortgage, 634 
Notes payable, short-term, 489 
Notes receivable, 411 
accounting for, 413 
characteristics of, 411 
def., 157, 400 
NSF (not sufficient funds) checks, 
370 
Number of days’ sales in inventory, 
334, 802 
def;, 335, 791 
Number of days’ sales in receivables, 
415, 802 
def., 416, 790 


Number of times interest charges are 
earned, 802 
def., 638, 793 
Number of times preferred dividends 
are earned, 793 


Oo 


Objectives (goals), def., 841 
Objectivity concept, def., 8 
Occupancy rates, 801 
Office supplies, free issue basis of, 112 
Offsetting account, 267, 268 
Online fraud, 228 
Operating activities, cash flows from, 
18, 724, 725 
direct method, 743 
indirect method, illus., 731 
Operating agreement, 540 
Operating assets, rate earned on, 795 
Operating cycle, 259 
Operating efficiency, 1124 
Operating expenses, cash payments 
for, 741 
Operating income, 261 
Operating lease, def., 448 
Operating leverage, def., 986 
Operating loss area, 981, 983 
Operating profit area, 981, 983 
Operating profitability, 1124 
Operational planning, def., 841 
Operations 
cash flow from, direct and indirect 
methods, illus., 726 
centralized and decentralized, 1114 
income from, 261 
separating responsibilities for 
related, 363 
Opportunity cost, def., 1166 
Ordinary maintenance and repairs, 447 
Organization 
article of, 540 
management accountant in, 839 
Organizational chart, 839 
illus., 840 
Organizational forms in the accounting 
industry, 541 
Organizational structure, 362 
of corporation, illus., 583 
Orphan Drug Act, 980 
Orphan drugs, 980 
Other comprehensive income, def,, 
684 
Other expense, def., 262 
Other income, def., 262 
Other receivables, 401 
Outstanding stock, def., 585 
Overabsorbed factory overhead, 882 
Overapplied factory overhead, def, 
882 
Overhead allocation, 1177 
Overhead costs, 853 
Owner withdrawals, 54 
Owner’s equity, 157 
def., 9, 52 
ratio of liabilities to, 21 
statement of, 15, 16, 156, 262 
types of transactions affecting, 
illus., 14 
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Ownership 
between 20%-50%, 672 
less than 20%, 670 
more than 50%, 674 


P 


Paid-in capital 
def., 584 
from issuing stock, 585 
Par, def., 585 
Par value method, 594fn 
Parent company, def., 674 
Participating preferred stock, 586fn 
Participation in income, 539 
Partner 
general, 540 
limited, 540 
Partnership(s), 538 
admitting a partner, 546, illus., 546 
characteristics of, illus., 540 
contributing assets to, 546, 547 
death of a partner, 551 
def., 7, 539 
forming of, 541 
limited, 540 
liquidating, 551 
partner bonuses, 549, illus., 549 
proprietorships, and limited liability 
companies, comparing, 540 
purchasing an interest in, 546 
revaluation of assets, 548 
steps in liquidating, illus., 552 
tyranny of the majority, 544 
withdrawal of a partner, 546, 551 
Partnership agreement, def., 539 
Partnership equity, statement of, 558 
illus., 559 
Partnership income, dividing of, 541, 
542 
by services and investments of 
partners, 543 
by services of partners, 542 
when allowances exceed net 
income, 544 
Partnership liquidation, statement of, 
553 
Partnership property, co-ownership 
of, 539 
Patents, 462 
def., 460 
Pay 
computing employee net, 494 
gross, 492 
net, 492 
take-home, 494 
vacation, 504 
Payee, 411 
Payments and receipts, cash controls 
over, 365 
Payments for manufacturing costs, 
schedule of, 1034, illus., 1034 
Payroll 
accounting, 491 
accounting systems for, 497 
def., 491 
distribution, 498 
Payroll checks, 501 
illus., 504 
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Payroll register 
def., 498 
illus., 498-499 
Payroll system 
diagram, 501 
internal controls for, 502 
Payroll taxes, 491 
accounting systems for, 497 
recording and paying, 498 
Pension 
def., 505 
problems of General Motors, 507 
Percent of sales method, 405 
Period costs, 886 
def., 846 
examples of, illus., 847 
product costs, and financial 
statements, illus., 847 
Periodic inventory system, 282 
adjusting process under, 285 
chart of accounts, 282, illus., 283 
closing entries under, 285 
cost of merchandise sold using, 
282, illus., 282 
def., 261 
financial statements under, 285 
inventory costing methods under, 
323 
transactions using, illus., 284 
Permanent accounts, def., 158 
Perpetual inventory account (FIFO), 
entries and, illus., 320, 322 
Perpetual inventory system 
computerized, 323 
def., 261 
inventory costing methods under, 
320 
transactions using, illus., 284 
Personnel, competent, 362 
Personnel policies, 362 
Petty cash custodian, 375 
Petty cash fund, def., 375 
Physical depreciation, 449 
Physical flows for a process 
manufacturer, illus., 917 
Physical inventory, def., 317 
Planning, 1016 
def., 841 
directing, and controlling, il/us., 1017 
Plant assets, 444 
Gof lOa1 57, 
Point-to-point or hub-and-spoke, 464 
Ponzi scheme, 5 
Post-closing trial balance, 161 
illus., 164, 173 
preparing, 172 
Posting 
adjusting entries, 169 
cash payments journal and, illus., 
224 
cash receipts journal, i//us., 218 
closing entries, 159, 172 
def. 59 
journal entries to accounts, 59 
purchases journal and, illus., 221 
revenue journal and, i/lus., 217 
transactions to ledger, 166 
Postretirement benefits other than 
pensions, 506 


Predetermined factory overhead rate, 
def., 880 
Preferred dividends, number of times 
earned, 793 
Preferred stock 
cumulative, 586 
def., 586 
participating, 586/n 
Premium 
amortization of by interest method, 
645 
bonds issued at, 630 
def., 588, 627 
on bonds payable, amortization of, 
illus., 645 
on stock, 588 
Prepaid expenses, 110 
def., 11, 105 
illus., 106 
Prepaid insurance, 111 
Present value, 640 
methods using, 1213 
methods not using, 1210 
of the periodic receipts, 641 
Present value concepts, 639, 640 
def., 1214 
Present value index, def., 1218 
Present value of $1 at compound 
interest, illus., 641 
Present value of $1 table, 641 
partial, il/us., 1214 
Present value of an amount, 640, 1214 
Present value ofan annuity 
def., 641, 1215 
of $1 at compound interest, illus., 
642 
table, partial, illus., 1216 
Price fixing, 1170 
Price levels, changes in, 1225 
Price-earnings (P/E) ratio, 802 


def., 799 
Pricing, production bottlenecks and, 
1174 


Prime costs 
and conversion costs, 846, illus., 
846 
def., 846 
Principal, 626, 634 
Principle of exceptions, 1068 
Prior period adjustments, def., 598 
Private accounting, 6 
def., 3 
Private corporations, 582 
Probable and estimable, contingent 
liabilities, 507 
Probable and not estimable, contingent 
liabilities, 508 
Proceeds, 490 
from issuing bonds, 627 
Process cost system, 914 
and job order cost systems, 
comparing, 915, illus., 916 
def., 874, 914 
journal entries for, 930 
Process, def., 1088 
Process further or sell, differential 
analysis, illus., 1167 
Process manufacturer 
cost flows for, 917, illus., 919 


def., 914 
physical flows for, illus., 917 
Process or sell, 1167 
Processing methods, 213 
Product cost concept, def., 1171 
Product cost distortion, dangers of, 
1178 
Product costs, 1171 
def., 846 
examples of, illus., 847 
iPad, 1172 
period costs, and financial 
statements, illus., 847 
Product, discontinue a, 1162 
Product life-cycle management (PLM), 
229) 
Product selling prices, setting normal, 
1170 
Production bottlenecks 
def., 1173 
pricing and, 1174 
profits and, 1174 
Production budget, def., illus., 1025 
Production, compute equivalent units 
of, 940 
Production line 
just-in-time, illus., 936 
traditional, illus., 936 
Production report 
cost of, 941, illus., 930, 941 
for decision making, using cost 
Of 1933 
preparing cost of, 929 
Profit 
def., 2 
gross, 258, 261 
illusory, 327 
inventory, 327 
net, 15 
production bottlenecks and, 1174 
target, 979 
Profit center 
def., 1118 
reporting, 1121 
responsibility accounting for, 1118 
Profit margin, def., 1123 
Profit measurement and accounting 
systems, 226 
Profitability analysis, 794 
Profitability, def., 786 
Profitability measures, 802 
Profit-volume chart 
def., 982 
illus., 983 
original and revised, illus., 984 
Profit-volume ratio, 973 
Promissory note, illus., 412 
Proofs and security measures, 363 
Property 
co-ownership of partnership, 539 
plant, and equipment, 157, 444 
Proprietorships, 538 
characteristics of, illus., 540 
def., 7 
partnerships, and limited liability 
companies, comparing, 540 
Public accounting, def., 6 
Public Company Accounting Oversight 
Board (PCAOB), 5 


Public corporations, 582 
Publicly held companies, 356 
Purchase order, def., 316 
Purchase transactions, 270 
Purchases, 283 
Purchases discounts, 283 
def., 270 
Purchases journal 
and postings, illus., 221 
def., 220 
Purchases returns and allowances, 283 
def., 271 


Qualitative considerations, 1225 
Quick assets, def., 510, 788 
Quick ratio, 509, 802 

def., 510, 788 


Rate earned on common stockholders’ 
equity, 802 
def., 797 
Rate earned on operating assets, 795 
Rate earned on stockholders’ equity, 
802 
def., 796 
Rate earned on total assets, 802 
def, 795 
Rate of return on assets, 1123 
Rate of return on investment (ROD, 
def., 1123 
Rate of return, Panera Bread store, 1221 
Ratio 
acid-test, 788 
contribution margin, 973 
current, 787, 802 
fixed asset turnover, 464 
fixed charge coverage, 793 
price-earnings, 799, 802 
profit-volume, 973 
quick, 509, 510, 788, 802 
working capital, 787 
Ratio of cash to monthly cash 
expenses, def., 377 
Ratio of fixed assets to long-term 
liabilities, 802 
def., 792 
Ratio of liabilities to owner’s equity, 
def., 21 
Ratio of liabilities to stockholders’ 
equity, 802 
def, 792 
Ratio of net sales to assets, 802 
def., 280, 794 
Real accounts, def., 158 
Realization 
capital deficiency—loss on, 556 
def., 551 
gain on, 552 
loss on, 554 
Reasonably possible, contingent 
liabilities, 508 
Receipts and payments, cash controls 
over, 365 
Receivable(s) 
accounts, 400 


aging the, 407 
classification of, 400 
def., 400 
notes, 400, 411 
number of days’ sales in, 416, 790, 
802 
other, 401 
reporting on the balance sheet, 414 
trade, 400 
uncollectible, 401 
Receivables method, analysis of, 407 
Receiving report, 876 
def., 316, 877 
Records and bank statement, illus., 371 
Registrar, 588 
Related operations, separating 
responsibilities for, 363 
Relevant range, def., 966 
Remittance advice, 367 
Remote, contingent liabilities, 508 
Rent revenue, def., 12 
Repairs 
extraordinary, 447 
ordinary, 447 
Replace equipment, 1165 
Replace or continue with old 
equipment, differential 
analysis, illus., 1166 
Report form, 18fn 
def., 263 
of balance sheet, illus., 263 
Report of Independent Registered 
Public Accounting Firm, 803 
Research and development 
centralized vs. decentralized, 1115 
costs, 461 
Residual income, def., 1126 
Residual value, def., 449 
def., 1115 
for cost centers, 1116 
for investment centers, 1122 
for profit centers, 1118 
reports for cost centers, illus., 1117 
Responsibility accounting, 1115 
Responsibility centers, 1115 
def,, 1017 
Restrictions, def., 598 
Retail inventory method, def., 336 
Retail method of inventory costing, 
336 
illus., 337 
Retained earnings, 729, 748 
def., 584 
reporting, 597 
Retained earnings statement 
comparative, horizontal analysis, 
illus., 782 
def., 597 
illus., 597 
Return on investment, boosting, 1126 
Revenue(s) 
accrued, 107, 114, illus., 108 
def., 11, 52 
differential, 1159 
interest, 12 
Lentz 
unearned, 62, 106, 113, illus., 107 
Revenue and cash receipts in 
QuickBooks, illus., 227 
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Revenue expenditures, def., 447 
Revenue from sales, 260 
Revenue journal 

and postings, illus., 217 

def., 215 

illus., 216 
Revenue per employee, def., 559 
Revenue per passenger mile, 801 
Revenue recognition concept, def., 104 
Reversing entries, 116fn, 164fn 
Risk assessment, 362 
Rules of debit and credit 

def., 53 

illus., 55 


Salary, 491 
margin of, 988 
Sale of bonds, 669 
Sale of land, gain on, 742 
Sale of stock, 671, 673 
Sales 
and cost of goods sold, 886 
cash, 265 
def., 12, 260 
net, 261 
revenue from, 260 
schedule of collections from, 1033, 
illus., 1033 
Sales budget 
def., 1024 
illus., 1025 
Sales discounts, 266 
def., 260 
Sales method, percent of, 405 
Sales mix 
considerations, 985 
def., 985 
Sales on account, 266 
Sales returns and allowances, 267 
def., 260 
Sales taxes, 275, 276 
Sales transactions, 264 
Salvage value, 449 
Sarbanes-Oxley Act of 2002 (SOX), 5, 
583, 803 
def., 358 
Sarbanes-Oxley report of Nike, illus., 
359 
Scattergraph method, 969fn 
Schedule of collections from sales, 
1033, illus., 1033 
Schedule of payments for 
manufacturing costs, 1034, 
illus., 1034 
Scrap value, 449 
Securities and Exchange Commission 
(SEC), 359, 590, 1221 
def., 7 
Securities 
available-for-sale, 677 
debt, 667 
equity, 667 
held-to-maturity, 679 
trading, 675, 677 
Security measures and proofs, 363 
Segment analysis, 229 
Segment, discontinue a, 1162 
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Sell or lease, 1160 
differential analysis, i/lus., 1161 
Sell or process, 1167 
further, differential analysis, illus., 
1167 
Seller beware, 403 
Selling and administrative expenses 
budget, 1031, illus., 1031 
Selling expenses, 846 
def., 261 
Semifixed costs, 969 
Semivariable costs, 969 
Sensitivity analysis, 984 
Serial bonds, 626 
Service activities, 937 
Service businesses 
def., 2 
flow of costs through, il/us., 890 
job order cost systems for 
professional, 889 
Service department charge rates, 1119 
Service department charges 
def., 1118 
illus., 1119 
Service departments, 1118 
Services of partners, dividing income, 
542 
Setup, def., 1176 
Shareholders, 582 
equity, 584 
investment, 584 
Short-term notes payable, 489 
Single-step income statement 
def., 262 
illus., 262 
Sinking fund, 633fn 
Slide, def., 70 
Small-and medium-sized enterprises 
(SMEs), 590 
Social security, 494 
Social Security Board, 497 


Solvency 
analysis, 786 
def, 179, 786 


measures, 802 
Special journals, 213 
def., 213 
Special-purpose cash funds, 375 
Special-purpose funds, def., 376 
Specific identification inventory cost 
flow method, def., 318 
Spreadsheet (work sheet) 
end-of-period, 169, 181, illus., 169 
enter the adjusted trial balance, 182 
enter the adjustments, 181 
enter the title, 181 
enter the unadjusted trial balance, 
181 
extend the account to the income 
statement columns, 182 
extend the accounts to the balance 
sheet columns, 182 
for statement of cash flows, 
indirect method, 746, illus., 747 
Staff, 840 
Staff Accounting Bulletins, 7 
Staff department, def., 840 
Standard cost 
criticisms of, 1069 


def., 1068 
illus., 1071 
Standard cost systems, def., 1068 
Standard factory overhead rate, 
factory overhead cost budget 
indicating, illus., 1079 
Standards 
currently attainable, 1069 
def., 1068 
for nonmanufacturing activities, 
direct labor, 1078 
ideal, 1069 
in income statement, variance 
from, i/lus., 1087 
normal, 1069 
recording and reporting variances 
from, 1085 
restaurant, 1075 
reviewing and revising, 1069 
setting of, 1068 
theoretical, 1069 
types of, 1069 
State unemployment compensation tax, 
See SUTA tax 
Stated value, 585 
Stated value per share, 589 
Statement of cash flows, 18 
def., 15, 724 
direct method, 739, illus., 743-744 
IFRS for, 744 
indirect method, 728, illus., 739 
preparing, 738, 749 
spreadsheet for, indirect method, 
746, illus., 747 
Statement of cost of goods 
manufactured, def., 850 
income statement with, 
(manufacturing company), illus., 
852 
Statement of members’ equity, def, 
558 
Statement of owner’s equity, 16, 156, 
262 
def., 15 
for merchandising business, illus.., 
263 
Statement of partnership equity 
def., 558 
illus., 559 
Statement of partnership liquidation 
def., 553 
gain on realization, illus., 553 
loss on realization, illus., 554 
loss on realization—capital 
deficiency, illus., 556 
Statement of stockholders’ equity, def, 
illus., 599 
Statements of Financial Accounting 
Standards, 7 
Static budget 
def., 1019 
illus., 1019, 1021 
Stock, 583 
characteristics of, 585 
classes of, 585 
common, 585, 736 
cumulative preferred, 586 
def., 582 
issuing, 586 


no-par, 585, 589 
outstanding, 585 
paid-in capital from issuing, 585 
participating preferred, 586fn 
preferred, 586 
premium on, 588 
purchase of, 671, 672 
sale of, 671, 673 
treasury, 594 
Stock dividend, def, 593 
Stock investments, i//us., 670 
Stock ledger, 885 
Stock split, 601 
def., 600 
Stockholders, def., 582 
Stockholders ledger, 588/n 
Stockholders’ equity 
def., 584 
for Mornin’ Joe, reporting of, 599 
in balance sheet, 595 
rate earned on, 796, 802 
rate earned on common, 797, 802 
ratio of liabilities to, 792, 802 
reporting, 595 . 
section of balance sheet, illus., 596 
statement of, 599, illus., 599 
Straight-line method, 630 
def., 450 
Strategic planning, def., 841 
Strategies, def., 841 
Sub-prime woes, 677 
Subsidiary company, def., 674 
Subsidiary inventory ledger, def., 317 
Subsidiary ledger 
accounts payable, 213 
accounts payable control account 
and, 225 
accounts receivable, 213 
accounts receivable control 
account and, 220 
and general ledger, illus., 214 
def., 213 
Sum-of-the-years digits method, 450fn 
Sunk costs, def., 1161 
Supplies, 110 
Supply chain management (SCM), 229 
SUTA tax, 497 


T 


T account, def., 50 

Take-home pay, 494 

Tangible assets, 444 

Target cost concept, illus., 1173 

Target costing, def., 1173 

Target profit, 979 

Tax payments, responsibility for, illus., 

497 

Taxation, double, 583 

Taxes 
accounting systems for payroll, 497 
cash payments for income, 742 
FICA, 494, 497 
FUTA, 497 
income, 492 
liability for employer’s payroll, 497 
payroll, 491 
recording and paying payroll, 498 
sales, 275 


Temporary accounts, def., 158 
Temporary investments, 667 
investing cash in, 667 
Term, 411 
Term bonds, 626 
Terminology, manufacturing 
operations, 842 
Terms, freight, illus., 274 
Theft, cost of employee, 282 
Theoretical standards, 1069 
Theory of constraints (TOC), def., 1173 
360-degree review, 1070 
Time tickets, def., 878 
Time value of money concept, 640 
def., 1210 
Time-adjusted rate of return method, 
1219 
Title, enter on the spreadsheet, 181 
Total assets, rate earned on, 795, 802 
Total cost concept 
def., 1180 
to setting normal price, 1180 
Total manufacturing cost variance, 
def., 1072 
Trade discounts, 275 
def., 277 
Trade receivables, 400 
Trade-in allowance, def., 466 
Trade-in value, 449 
Trademark, 462 
def., 461 
Trading securities, 677 
def., 675 
Traditional production line, illus., 936 
Transactions 
analyzing and recording in the 
journal, 166 
dual nature of merchandise, 277 
illus., 51 
merchandising, 264 
posting to ledger, 166 
purchase, 270 
recording merchandise under the 
periodic inventory system, 283 
sales, 264 
treasury stock, 594 
types of affecting owner’s equity, 
illus., 14 
using accounts to record, 50 
using periodic and perpetual 
inventory systems, illus., 284 
Transfer agent, 588 
Transfer price 
def., 1128 
illus., 1129 
shifting income through, 1133 
Transfer pricing, 1128 
Transposition, def., 70 
Treasury stock 
def., 594 
transactions, 594 
Trial balance 
adjusted, 123, 170, illus., 126, 171 
def., 69 
errors effecting, 70 
errors not affecting, 72 
illus., 70 
post-closing, 161, 172, illus., 164, 173 
unadjusted, 70, 168, illus., 168 


Trust indenture, 626 
TurboTax, 228 
Turnover 
accounts receivable, 415, 789, 
802 
inventory, 334, 791, 802 
Tyranny of the majority in 
partnerships, 544 


U 


U.S. federal budget deficit, 1020 
U.S. government debt, 627 
Unadjusted trial balance 
def., 70 
enter on the spreadsheet, 181 
illus., 110, 168 
preparing, 168 
Uncertainty, 1224 
Uncollectible accounts 
allowance method for, 402 
direct write-off method for, 401 
expense, 401 
ncollectible receivables, 401 
ncollectibles, estimating, 405 
nderabsorbed factory overhead, 882 
nderapplied factory overhead, def, 
882 
nearned revenue(s), 52, 113 
def, 62, 106 
illus., 107 
nequal proposal lives, 1222 
nfavorable cost variance, def., 1071 
nfavorable fixed factory overhead 
variance, 1081 
Uniform Partnership Act, 539fn 
Unit contribution margin, def., 974 
Unit of measure concept, def., 8 
Unit selling price, effect of changes 
in, 978 
Unit variable costs, effect of changes 
sinh OU 


Ee Gene ie! 


Glee 


Units 
allocate costs to transferred and 
partially completed, 941 
allocate costs to units transferred 
out and partially completed, 
927 
started and completed, 928 
whole, 921 
Units manufactured exceed units sold, 
illus., 991 
Units to be assigned costs, determine, 
920, 940 
nits to be costed—mixing 
department, i/lus., 921 
nits-of-production method, def., 451 
nlimited liability, 539 
nlimited life, 540 
nqualified opinion, 803 
nrealized gain or loss, def., 675 
nusual items 
affecting the current period’s 
income statement, 806 
affecting the prior period’s income 
statement, 807 
in the income statement, i/lus., 
806 
on income statement, 805 
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V 


Vacation pay, 504 
Vacations, mandatory, 362 
Valuation at lower of cost or market, 328 
Valuation at net realizable value, 330 
Valuation method, 118 
Value 
book, 453, 673 
fair, 675 
fair market, 593/n 
fundamental, 803 
future, 640 
maturity, 412 
net book, 118 
net realizable, 330, 403 
present, 640 
residual, scrap, salvage, or 
trade-in, 449 
stated, 585 
Variable cost concept 
def., 1182 
to setting normal price, 1180 
Variable cost graphs, illus., 967 
Variable cost of goods sold, 990 
Variable costing, 989 
def., 972 
income statement, illus., 990 
Variable costs, def., 966 
Variable factory overhead controllable 
variance, 1079 
Variance(s) 
controllable, 1079 
cost, 1071 
direct labor, 1073, 1076, 1077 
direct labor rate, 1076 
direct labor time, 1077 
direct materials, 1073, 1075 
direct materials price, 1074 
direct materials quantity, 1074 
factory overhead, 1078, 1084 
favorable cost, 1071 
favorable fixed factory overhead, 
1081 
fixed factory overhead volume, 
1081 
from standards in income 
statement, i//us., 1087 
from standards, recording and 
reporting, 1085 
graph of fixed overhead volume, 
illus., 1082 
manufacturing cost, 1072, illus., 1072 
total manufacturing cost, 1072 
unfavorable cost, 1071 
unfavorable fixed factory overhead, 
1081 
variable factory overhead 
controllable, 1079 
volume, 1081 
Variance relationships 
direct labor, 1077, illus., 1077 
direct materials, 1074, illus., 1075 
Vendor’s invoice, 316, 317 
Vertical analysis 
comparative balance sheet, i/lus., 783 
comparative income statement, 
illus., 784 
ako, WAT, Thole) 
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Volume variance, def., 1081 
Voucher, def., 368 
Voucher system, def., 368 


Ww 


W-4 (Employee’s Withholding 
Allowance Certificate), 492, 


illus., 492 

Wage bracket withholding table, i/lus., 
493 

Wages, 491 


accrued, i/lus., 115 


Warning signs of internal control 
problems, illus., 364 
Warranties, Ford Motor Company, 117 

Weighted average method, 325 

“What if” analysis, 984 

Whole units, def., 921 

Wholesalers, 277 

Withdrawals, owner, 54 

Work in process, 884 
applying factory overhead to, 881 
controlling account and job cost 

sheets, illus., 885 
Work in process inventory, def., 848 


Working capital, 509, 802 
def., 179, 787 
ratio, 787 
Write-offs to the allowance account, 403 


Y 


Yield, def., 935 


Zero-based budgeting, def., 1019 
Zero-coupon bonds, 643fn 
Zuckerberg, Mark, 1157 


A 


A&E Television Networks, LLC, 540 

Adams, Stevens & Bradley, Ltd., 400 

Alcoa Inc., 32, 445, 489, 915, 918, 949 

Allos Therapeutics, Inc., 391 

Amazon.com, 2, 229, 246, 320 

American Airlines, 104, 464, 979 

American Express, 266, 681, 1146 

American Greetings Corporation, 348 

American International Group, Inc., 
(AIG), 4 

Anheuser-Busch InBev Companies, 
Inc., 1002 

Ann Taylor Retail, Inc., 823, 860 

Apple Computer Inc., 49, 156, 246, 
348, 405, 478, 524, 560, 675, 684, 
727, 745, 915, 1022, 1172 

AT&T, 489 

AutoZone, 27 


Barnes & Noble, 723 

Bavarian Motorworks (BMW), 879 

Berkshire Hathaway Inc., 601, 681 

Best Buy, 113, 261, 294, 315, 317, 
334-335, 479, 684 

Bill and Melinda Gates Foundation, 681 

Blue Ribbon Sports, 779 

BMW Group, 158, 1067 

Boeing, 32, 425, 853 

Brinker International, 1075 

Bristol-Myers Squibb Company (BMS), 
229) 

Burger King Holdings, Inc., 520 

Burlington Northern Santa Fe 
Railroad, 681 


Cc 


C.H. Robinson Worldwide Inc., 823 

Callaway Golf Company, 116, 840 

Campbell Soup Company, The, 138 

Canyons Resort, 1236 

Carnival Corporation, 1209, 1234 

Caterpillar Inc., 27, 32, 323, 584, 
860, 937 

Charles Schwab Corporati n, 
1191-1192 

Chevron Corp., 489 

Chrysler Group LLC, 732 


Cisco Systems, Inc., 229, 589 

Citigroup, 32 

Coca-Cola Company, The, 10, 489, 
681, 684, 745, 825, 918, 1049, 1070 

Coca-Cola Enterprises, 1049 

Colgate-Palmolive Company, 860 

Comcast Corporation, 465 

Computer Associates International, 
Ingen 

Consolidated Edison Inc., 887 

Consumer Credit Counseling 
Service, 1016 

Continental Airlines, 84, 758, 979 

Costco Wholesale Corporation, 138, 
334 

CVS Caremark Corporation (CVS), 
32, 179 

CyberSource, 266f 


Darden Restaurants, Inc., 1075 

DDB Advertising Agency, 915 

Deere & Company, 405 

Dell Inc., 2, 10, 140, 229, 246, 524, 
560, 821, 848 

Deloitte & Touche, 541, 573 

Delta Air Lines, 2, 391, 405, 417, 425, 
448, 464, 584, 979, 1018 

Disturbed, 873 

Dollar General Corporation, 281 

Dollar Tree Stores, Inc., 33, 257, 
280-281 

Domino Foods, Inc., 949 

Donnkenny, Inc., 387 

Dow Chemical Company, The, 32, 
584, 626 

Dreyer’s Grand Ice Cream, Inc., 913 

Duke Energy, 684 

Dunkin’ Donuts, 972 

Dupont. See E. I. du Pont de Nemours 
and Company (DuPont) 


E. I. du Pont de Nemours and 
Company (DuPont), 246, 915, 
1123fn 

E.W. Scripps Company, 1113 

eBay Inc., 10., 32, 357, 701 

Edmunds.com, 779 

Electronic Arts Inc., 151, 180 


Enron, 4 

Ernst & Young, 541 

ESPN, 1003 

eToys Direct, Inc., 320 
Evergreen Solar, Inc., 377 
ExxonMobil Corporation, 37, 445 


F 


Facebook, 1157 

Fannie Mae, 4 

Fatburger Inc., 443, 972 

FedEx, 32, 192, 401, 415-416 

Ford Motor Co., 2, 8, 10, 32, 117, 445, 
508, 1018 

Fox, 1225 

Fox Sports, 1003 

Fujitsu, 1022 

Furniture.com, Inc., 320 


G 


Gap Inc., 32, 489 

General Dynamics, 853 

General Electric, 401, 584 

General Motors Corporation, 507, 516, 
523, 632 

GlaxoSmithKline, 1133 

Google Inc., 1, 10, 21-22, 465, 683, 
825, 1070 

Grooveshark, 675 


H&R Block, 32, 264 

HJ. Heinz Company, 431, 432, 822, 
1022, 1098 

Harris Corporation, 1141 

Harris Interactive, 1070 

Hasbro, 581, 822 

HCA Inc., 405 

HealthSouth, 4 

Heritage Log Homes, 915 

Hershey Foods, 822, 915, 948 

Hewlett-Packard Company (HP), 140, 
684, 821 

Hilton Hospitality, Inc., 32 

Hilton Hotels Corporation, 975, 1128 

Home Depot, Inc., The, 8, 38-39, 187, 
261, 264, 299, 584, 825 

Howard Schultz & Associates 
(HS&A), 368 
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IBM, 489, 1118 

Intel Corporation, 401, 447, 915, 1070 

Internal Revenue Service (IRS), 538, 
1076, 1133 

Intuit Inc., 210, 228, 229, 246, 1000 

iSuppli, 1172 


Jacobus Pharmaceuticals Company, 
Inc., 980 

JCPenney, 187, 261y, 400, 1113 

JHT Holdings, Inc., 387 

Johnson & Johnson, 425, 1070 

Jones Soda Co., 723, 762 


Kellogg Company, 584, 950 
KISS, 837, 873 

Kmart Corporation, 90 
Kohl’s Corporation, 764 
KPMG LLP, 541, 569 

Kraft Foods, 1070 

Kroger, 261, 299, 349, 445 


L 


L.L. Bean, Inc., 246 

Lala, 675 

La-Z-Boy Incorporated, 400 
Levi Strauss & Co., 874, 1050 
LG Display Co., 1172 
Limited Brands, Inc., 187 
Limited, Inc., The, 432, 1068 
Lockheed Martin, 853 
Lowe’s, 38-39, 117 


Macy’s, 400, 1113 

Manpower Inc., 465 

Marshalls, 269 

Marvel Entertainment, 667 

MasterCard, 266, 402 

Mattel, Inc., 391, 822 

McDonald’s Corporation, 10, 21-22, 
247, 560, 700, 972, 1001-1002, 1187 

MGM Mirage, 425 

Microsoft Corporation, 10, 27, 121, 
138, 152, 210, 379, 591, 601, 677, 
684, 701, 1022, 1218 

Miller Brewing, 918 

Miramax Film Corp., 890 


Netflix, 965 

New York Stock Exchange (NYSE), 
665, 681 

News Corporation, 247, 665, 683 
Nicklaus Design, 915 

Nike Inc., 140, 359, 653, 711, 766, 
779, 803, 833, 915 

Nokia Corporation, 461 

Norfolk Southern Corporation, 451, 465 
North Face, The, 1015 

Novartis AG, 980 


Oo 


Oakley, Inc., 359 

Office Depot Inc., 445 
OfficeMax, 615 

Oracle, 210 

Overhill Flowers, Inc., 735 


P 


P&G, 1022 

PA Semi, 1172 

Pacific Gas and Electric Company, 887 

Pandora, 675 

Panera Bread Company, 487, 510-511, 
723, 1221 

PayPal, 701 

Peat’s Coffee & Tea Inc., 33 

Pepsi, 401, 915 

PepsiCo, Inc., 27, 820 

Polo Ralph Lauren Corporation, 431 

Priceline.com Inc., 229, 1169 

PricewaterhouseCoopers, 541 

Procter & Gamble (P&G), 32, 53, 523, 
615, 653, 681 

Pulaski Furniture Corporation, 937 


Qwest Communications International, 
Inc., 4 


R.J. Reynolds Tobacco Company, 584 
RadioShack Corporation, 114, 479 
Razor USA, LLC, 537 

RealNetworks®, 103 

Research in Motion, Inc., 745 
Rhapsody, 103 

Risk Management Association, 786 
Rite Aid Corp., 489 

Ruby Tuesday, Inc., 465 


Safeway Inc., 349 

Sage Software, Inc., 210 

Samsung, 1172 

SAP, 210 

Satyam Computer Services, 4 

Sears, 187, 405, 1113 

Sears Holding Corporation, 261 

Societe Generale, 387 

Sony Corporation, 1070 

Southern Airways, 52 

Southwest Airlines Co., 10, 212, 464, 
465, 638-639, 655 

Speedway Motorsports, Inc., 818 

Sprint Nextel, 1003 

Staples, 615 

Starbucks Corporation, 2, 33, 195, 
247, 464-465, 510-511, 560, 
584, 684, 723 

Starwood Hotels & Resorts 
Worldwide, 1145 

Steelcase Inc., 1047 

Sugarland, 539 

Sun Microsystems, Inc., 584 


Sun Trust, 32 
SunTrust Banks Inc., 675 


T 


Take-Two Interactive Software, 
Inc., 180 

Target Corporation, 33, 90, 187 

Tennessee Valley Authority, 887 

Terex, 4 

Texas Instruments, 1172 

3M, 584 

Tiffany & Co., 187, 299 

Towers Perrin, 1070 

Toyota Motor Corporation, 273, 1196 

Tyco International, Ltd., 4 


U 


Under Armour, Inc., 195, 623, 
638-639 

Union Pacific, 823 

United Airlines, 425, 464, 979 

United Parcel Service (UPS) Inc., 445, 
1068, 1146 

United Rental, 4 

United States Postal Service, 1099 
Uno Restaurant Holdings Corp., 1075 
US Air, 979 


V 


Verizon Communications Inc., 445, 
479, 638-639, 684, 745 
VISA, 266, 402 


Ww 


W.W. Grainger, Inc., 246 

Walgreen Co., 445 

Wal-Mart Stores, Inc., 2, 8, 10, 32, 
261, 445 

Walt Disney Company, The, 2, 540, 
667, 915, 1144, 1210 

Warner Bros., 874 

Washburn Guitars, 837, 873 

Washington Post Company, The, 584 

Wells Fargo, 366, 367, 681 

Wendy’s, 972 

Weyerhaeuser, 1137 

Whirlpool Corporation, 229, 584 

Winn-Dixie Stores, Inc., 261, 349 

Wintek Corp., 1172 

WorldCom, 447 

Worthington Industries, Inc., 330 


Xerox Corporation, 4 


Y 


Yahoo!, 32, 683, 801 
YRC Worldwide, 823 


Zacks Investment Research, 786 
Zale Corporation, 335 


Abbreviations and 
Acronyms Commonly 
Used in Business and 


Accounting 


AAA 
ABC 
AICPA 
CIA 
CIM 
CMA 
CPA 
Ce 

Der. 
EFT 
EPS 
FAF 
FASB 
FEI 
FICA tax 
FIFO 
FOB 
GAAP 
GASB 
GNP 


jIT 
LIFO 


Lower of C or M 


MACRS 
n/30 
n/eom 
P/E Ratio 
POS 

ROI 

SEC 

TQC 


American Accounting Association 
Activity-based costing 


American Institute of Certified Public Accountants 


Certified Internal Auditor 
Computer-integrated manufacturing 
Certified Management Accountant 
Certified Public Accountant 

Credit 

Debit 

Electronic funds transfer 

Earnings per share 

Financial Accounting Foundation 
Financial Accounting Standards Board 
Financial Executives International 
Federal Insurance Contributions Act tax 
First-in, first-out 

Free on board 

Generally accepted accounting principles 
Governmental Accounting Standards Board 
Gross National Product 

Institute of Management Accountants 
Internal Revenue Code 

Internal Revenue Service 

Just-in-time 

Last-in, first-out 

Lower of cost or market 

Modified Accelerated Cost Recovery System 
Net 30 

Net, end-of-month 

Price-earnings ratio 

Point of sale 

Return on investment 

Securities and Exchange Commission 


Total quality control 


Classification of Accounts 


Account 
Title 


Accounts Payable 
Accounts Receivable 
Accumulated Depletion 
Accumulated Depreciation 
Advertising Expense 
Allowance for Doubtful Accounts 
Amortization Expense 
Bonds Payable 
Building 

Capital 


Capital Stock 

Cash 

Cash Dividends 

Cash Dividends Payable 

Common Stock 

Cost of Merchandise (Goods) 
Sold 

Deferred Income Tax Payable 


Delivery Expense 

Depletion Expense 

Discount on Bonds Payable 

Dividend Revenue 

Dividends 

=o .=.. Drawing 

Employees Federal Income Tax 
Payable 

Equipment 

Exchange Gain 

Exchange Loss 

Factory Overhead (Overapplied) 

Factory Overhead (Underapplied) 

Federal Income Tax Payable 

Federal Unemployment Tax 
Payable 

Finished Goods 

Freight In 


Freight Out 

Gain on Disposal of Fixed Assets 
Gain on Redemption of Bonds 
Gain on Sale of Investments 
Goodwill 

Income Tax Expense 

Income Tax Payable 

Insurance Expense 

Interest Expense 

Interest Receivable 

Interest Revenue 

Investment in Bonds 

Investment in Stocks 

Investment in Subsidiary 

Land 

Loss on Disposal of Fixed Assets 
Loss on Redemption of Bonds 


Account Normal Financial 
Classification Balance Statement 
Current liability Credit Balance sheet 
Current asset Debit Balance sheet 
Contra fixed asset Credit Balance sheet 
Contra fixed asset Credit Balance sheet 
Operating expense Debit Income statement 
Contra current asset Credit Balance sheet 
Operating expense Debit Income statement 
ZLong-term liability Credit Balance sheet 
Fixed asset Debit Balance sheet 
Owner's equity Credit Statement of owner’s equity/ 
Balance sheet 
Stockholders’ equity Credit Balance sheet 
Current asset Debit Balance sheet 
Stockholders’ equity Debit Retained earnings statement 
Current liability Credit Balance sheet 
Stockholders’ equity Credit Balance sheet 
Cost of merchandise Debit Income statement 
(goods sold) 
Current liability/Long- Credit Balance sheet 
term liability 
Operating expense . Debit Income statement 
Operating expense Debit Income statement 
Long-term liability Debit Balance sheet 
Other income Credit Income statement 
Stockholders’ equity Debit Retained earnings statement 
Owner's equity Debit Statement of owner’s equity 
Current liability Credit Balance sheet 
Fixed asset Debit Balance sheet 
Other income Credit Income statement 
Other expense Debit Income statement 
Deferred credit Credit Balance sheet (interim) 
Deferred debit Debit Balance sheet (interim) 
Current liability Credit Balance sheet 
Current liability Credit Balance sheet 
Current asset Debit Balance sheet 
Cost of merchandise Debit Income statement 
sold 
Operating expense Debit Income statement 
Other income Credit Income statement 
Other income Credit Income statement 
Other income Credit Income statement 
Intangible asset Debit Balance sheet 
Income tax Debit Income statement 
Current liability Credit Balance sheet 
Operating expense Debit Income statement 
Other expense Debit Income statement 
Current asset Debit Balance sheet 
Other income Credit Income statement 
Investment Debit Balance sheet 
Investment Debit Balance sheet 
Investment Debit Balance sheet 
Fixed asset Debit Balance sheet 
Other expense Debit Income statement 
Other expense Debit Income statement 


Account 
Title 


Sales 


Account Normal Financial 
Classification Balance Statement 
Loss on Sale of Investments Other expense Debit Income statement 
Marketable Securities Current asset Debit Balance sheet 
Materials Current asset Debit Balance sheet 
Medicare Tax Payable Current liability Credit Balance sheet 
Merchandise Inventory Current asset/Cost of Debit Balance sheet/Income 
merchandise sold statement 
Notes Payable Current liability/Long- Credit Balance sheet 
term liability 
Notes Receivable Current asset/Investment Debit Balance sheet 
Organizational Expenses Operating expense Debit Income statement 
Patents Intangible asset Debit Balance sheet 
Paid-In Capital from Sale of Stockholders’ equity Credit Balance sheet 
Treasury Stock 
Paid-In Capital in Excess of Stockholders’ equity Credit Balance sheet 
Par (Stated Value) 
Payroll Tax Expense Operating expense Debit Income statement 
Pension Expense Operating expense Debit Income statement 
Petty Cash Current asset Debit Balance sheet 
Preferred Stock Stockholders’ equity Credit Balance sheet 
Premium on Bonds Payable Long-term liability Credit Balance sheet 
Prepaid Insurance Current asset Debit Balance sheet 
Prepaid Rent Current asset Debit Balance sheet 
Purchases Cost of merchandise Debit Income statement 
sold 
Purchases Discounts Cost of merchandise Credit Income statement 
sold 
Purchases Returns and Cost of merchandise Credit Income statement 
Allowances sold 
Rent Expense Operating expense Debit Income statement 
Rent Revenue Other income Credit Income statement 
Retained Earnings Stockholders’ equity Credit Balance sheet/Retained 
earnings statement 
Salaries Expense Operating expense Debit Income statement 
Salaries Payable Current liability Credit Balance sheet 
Revenue from sales Credit Income statement 
Sales Discounts Revenue from sales Debit Income statement 
Sales Returns and Allowances Revenue from sales Debit Income statement 
Sales Tax Payable Current liability Credit Balance sheet 
Sinking Fund Cash Investment Debit Balance sheet 
Sinking Fund Investments Investment Debit Balance sheet 
Social Security Tax Payable Current liability Credit Balance sheet 
State Unemployment Tax Payable Current liability Credit Balance sheet 
Stock Dividends Stockholders’ equity Debit Retained earnings statement 
Stock Dividends Distributable Stockholders’ equity Credit Balance sheet 
Supplies Current asset Debit Balance sheet 
Supplies Expense Operating expense Debit Income statement 
Treasury Stock Stockholders’ equity Debit Balance sheet 
Uncollectible Accounts Expense Operating expense Debit Income statement 
Unearned Rent Current liability Credit Balance sheet 
Utilities Expense Operating expense Debit Income statement 
Vacation Pay Expense Operating expense Debit Income statement 
Vacation Pay Payable Current liability/Long- Credit Balance sheet 
term liability 
Current asset Debit Balance sheet 
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